> KEY ISSUES SHAPING CURRENT INVESTMENT

STRATEGY
1 Let’s get political: Market uncertainty and the general election
2 What’s in a number? Disinflationary boom or deflationary bust?
3 Pick a winner: Selective opportunities in emerging markets
4 A world of two halves: Global monetary policies are diverging
5 Sliding down: Lower oil prices create winners and losers
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MARKET UNCERTAINTY AND THE GENERAL ELECTION

* This year’s UK general election is set to be one of the
most tightly contested and ideologically diverse for
decades. The uncertainty leaves UK investors,
businesses and sterling exposed to a number of risks.

» Regardless of the winner in May, fiscal tightening is
inevitable. With interest rate rises also possible,
consumer spending could come under pressure.

» Three sectors appear most exposed to political risk —
power utilities, banking and housebuilding.

* Ed Miliband’s promise of a freeze in energy prices, if
elected, creates uncertainty for power utilities. Over
the long term they face falling consumption as
technology improves energy efficiency (figure 1).

» Banks are exposed to litigation, tighter regulations
and a possible referendum on the UK’s membership
of the EU (‘Brexit’) if David Cameron is re-elected.

» Both main parties are serious about tackling the
housing shortage (figure 2). Investors who are
confident of the stability of the housing market may
wish to be overweight in the housebuilding sector.
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FIGURE 1

Electricity consumption
continues to fall owing
largely to improvements
in energy efficiency.

Source: Eurostat,
Rathbones

FIGURE 2

The number of UK
housing starts has
recovered since the
recession but is still
some way off its long-
term average and the
rate of household
formation (260,000
homes per annum).

Source: DCLG, Rathbones
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DISINFLATIONARY BOOM OR DEFLATIONARY BUST?

 The rate of inflation around the world remains low. In
the UK disinflationary pressures have been building
with the Consumer Prices Index falling to just 1.0%.

* There is a debate around what today’s low inflation
expectations suggest about the prospects for the global
economy, business profits and investment returns
(figure 3).

+ Bullish investors believe these conditions are just
about right — a ‘Goldilocks’ scenario where the global
economy is not so hot that it causes inflation and not
so cold that it causes a recession (figure 4).

 Bearish investors believe we could be heading into a
dangerous deflationary spiral. They say today’s equity
valuations are too high as we should apply a higher
discount rate because of the risks ahead.

* [tis important to be conscious of both sides of the
disinflationary boom and deflationary bust argument,
and what they might mean for asset prices.

* Yet we also know that central banks fear deflation and
will do whatever they can to avoid it — this results
from the human cost of the 1930s Great Depression.
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FIGURE 3

Disinflation or
deflation? The US
interest rate swaps
market indicates that
even longer-term
inflation expectations
are drifting lower.

Source: Bloomberg,
Rathbones

FIGURE 4

Inflation in goods and
services that are less
influenced by input
prices is still above 2%,
suggesting deflation can
be avoided.

Source: Datastream,
Rathbones
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SELECTIVE OPPORTUNITIES IN EMERGING MARKETS
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GLOBAL MONETARY POLICIES ARE DIVERGING
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recent months — can Mr Abe use the mandate from
December’s snap election to regain the initiative?
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lead to better times ahead. But this attitude leaves
markets vulnerable to the actions of policymakers.
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LOWER OIL PRICES CREATE WINNERS AND LOSERS

* Oil prices have fallen dramatically over the past few
months with Brent crude sliding below $60 a barrel by
the end of 2014 from its previous range of $100-115.

* The causes are a combination of lower global demand
and plentiful supply. Saudi Arabia has resisted calls
from OPEC members to reduce output (figure 9).

» A lower oil price is good news for the global economy
by transferring spending power from producers to
consumers. But there will be winners and losers.

» US retail sales are likely to pick up significantly over
the next two quarters and consumer discretionary
companies should benefit (figure 10).

 Yet firms that derive a substantial portion of their
revenues from emerging markets could suffer —
slowing growth across these regions has triggered
lower oil prices.

 Countries that require a high oil price to balance their
budgets are the most vulnerable to lower prices. They
include Ecuador, Iran, Nigeria and Venezuela.

» The US corporate bond market may also be vulnerable
were shale oil and gas companies to default.
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FIGURE 9

The fall in the oil price
may result from
tensions in OPEC -
Saudi Arabia can
tolerate low oil prices
for far longer than most
of its peers, especially
Iran.

Source: IMF, Reuters,
Russian treasury,
Datastream, Rathbones

FIGURE 10

Lower oil prices should
boost consumer
spending and US retail
sales could grow
substantially over the
first half of 2015.

Source: Rathbones,
DataStream

SAUDI ARABIA CAN TOLERATE LOW OIL PRICES FOR FAR
LONGER THAN IRAN
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