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Inflation 
v deflation

Inflation was said to 
be the great threat, 
but we have long 

held out that 
loose monetary 

policy (printing and borrowing excessive 
amounts of the stuff ) was more likely to 
harvest deflation; so it is no surprise to 

see UK inflation slide gracefully through 
the 2% ‘target’ (now being referred to as a 
target ‘ceiling’ in case we are tempted to 
think that the Bank of England is not fully 
in control). 
 To be fair, a lot of this is ‘imported’ 
deflation resulting from a strong pound 
made unnecessarily so with all the talk 
about potential interest rate rises as well 
as falling oil prices globally. Sterling has 
risen over 10% against the Euro and the 

dollar over the last 12 months, which 
has made imported clothing and food 
cheaper. 
 The ground is rushing up 
uncomfortably swiftly with predictions 
of sub 1% UK inflation (US and Europe 
being even lower) so it begs the question 
why on earth would anyone consider 
increasing interest rates any time soon. 
We may just as well switch the engines to 
idle and prepare for a crash landing. 

What goes up...
In Park Asterix there is a roller-coaster 
style ride where your carriage is cranked 
up, and up a viciously steep slope to gain 
altitude ready for the eventual release into 
a stomach churning trip. My friend Geoff 
and I decided to brave this together with 
our (then) young daughters. 
 Up we went knowing that eventually 
the climb would cease and the downward 
journey commence; we chatted and 
admired the view anticipating that once 
maximum elevation had been achieved, 
we would brace ourselves in preparation 
for the descent. Though we knew the peak 
would come, we were not prepared for 
what happened. Without warning or time 
to brace and whilst still being hauled skywards, the carriage 
was abruptly released. Our idle chatter froze as we screamed 
into each other’s faces. 
 For some while now, share prices have been cranked up and up by complacent 
investors in the belief that global economic recovery would deliver healthier future 
company profits and hence stronger share growth and dividend payments. Suddenly 
and ’without warning’ markets have plummeted; why? Because of a major sell-off as 
investors re-appraise the outlook for the global economy. This correction is in fact 
based on a realistic re-assessment of the potential for global growth but is unlikely to 
develop into a full-scale rout. Unfortunately, good stocks are caught up with the poorer 
stocks at least for the time being. 

Rush for the exit?
Portugal, Spain, Italy and Greece 
are rummaging for the back door 
key out of the EMU and France 
could well follow if Marie Le 
Pen’s lead in the approval rating 
is sustained through to the next 
presidential election. 
 Europe generally is a dangerous 
mess delivering zero growth; 

German GDP has 
contracted with a 
slump in factory 
orders; France 
stagnated and 

Italy is in deep 
recession for the 

third time since July 2007 
with no hope of tackling its Vesuvius of 

debt. They have yet to turn on the money 
taps any more than a tentative dribble and 
perhaps their fears are understandable as 
they observe the experiment in the UK 
and USA. The key player though is the ECJ 
(European Court of Justice) which is likely 
to rule out a full-blown asset-purchase 
programme. Something is going to give 
before much longer.
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Is the UK a good prospect? 
It was once said that only the USA has 
ever been able to grow its way out of 
a recession; well, it seems that the UK 
has some of that ‘we can do it’ vintage 
in its veins. Apparently we are the 
fastest growing of the G7 countries with 
record falls in unemployment and more 
optimism than pessimism in our home 
industries. British companies are flush 
with capital at the healthiest levels for 50 
years and are beginning to spend. They 
are now much more resilient to economic 
downturns and are far less reliant on bank 
finance. This should transpose into greater 
spending on IT, offices and factories and 
with it jobs; the caveat being that they 
may well spend it abroad. 
 Now the flip-side; The UK government 
debt pile is rocketing and consumer 
spending is slowing. The UK deficit should 
be decreasing but the reverse is true 
with mountains of new borrowing filling 
the hole created by below-expectation 
tax revenues. New job creation has 
been accompanied by decreases in tax 

revenue whilst central government 
spending is up by 1% in cash terms 
in the first three months of 2014. 
In September UK retailers recorded 
their poorest sales since December 
2008 and UK manufacturing data 
slowed to its worst level in a year. 
 We have been saying for over 
a year that UK financial markets 
were dangerously stretched with 
corporate profits being masked 
by dividend payments whilst 
economic growth has been fuelled 
by consumer spending and the 
twin drugs of excessive borrowing 
and money printing. We are in the 
aftermath of Quantitative Easing 

which propelled the economy through 
2009 to 2012 but still addicted to debt-
funded government stimulus and low 
interest rates.

Other asset classes
Of course, investments are not exclusively 
equities but encompass fixed interest, 
commercial property and commodities. 
In a reaction to the stormy equity seas, 
their counterpart, fixed interest has seen 
values rise to dangerous levels pushing 
yields down to record lows. This is unlikely 
to be a sustainable situation as we expect 
that once the equity rout has done and 
prices have normalised, bond prices 
will fall to where they were or lower as 
traders consider the likelihood of interest 
rate increases.  UK Property funds have 
continued to rise and deliver steady 
income yields (and we can see no reason 
for them to do otherwise). Gold prices 
have reacted strongly rising 3.9% since 
the beginning of October though they 
are still a long way down from their prices 

a year ago let alone their peak in August 
2011 but look settled where they are. 

House Prices
Estate Agents assure me that house 
transactions have slowed to a snail’s pace 
and prices are falling as buyers look warily 
into the future at the possibility of interest 
rate rises. Nevertheless, the Land Registry 
latest figures on house prices show 
that everywhere except in Wales, West 
Midlands, South West and Northwest, 
house prices in August continued to 
accelerate. London leads the way with 
the South East following. Part of this is 
a seasonal slowdown until March/April 
next year but with the election looming 
perhaps the springtime selling season 
could still be subdued. 

Active or Passive?  
Contrasting the equity market nose-
dive of -9.1% since the beginning of 
the year a quick look at our core funds 
reveals that active managers can and do 
deliver not only performance but capital 
preservation. Returns from our key fund 
managers have delivered steady returns 
between - 0.8% and + 5.7% over the same 
period.  
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