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From the executive editor...

It’s been a hectic created all sorts of added twists
week for markets, ,_ for those living there). I can’t
driven by the ‘ help but wonder if this might

fallout from the " - have some bearing on Britain’s
latest Federal | infamously low productivity.

b

A8 Most of these distortions have
been generated by one thing: a
lack of political spine. Stealth
taxes have been a problem

throughout history, but Gordon

Reserve decision
and Donald Trump’s reaction to

it (see page 4). At times like these y .
.9 13 I : pb) "f ﬁ_ﬂ"
It’s easy to look at “big picture o A — .
| Brown turned them into an art

distortions caused by central r
| form in his time as chancellor,

banks, or at divisive policy issues
such as Brexit (see page 8), and =

shrug our shoulders in despair. FuR - and his successors have been all
But rather than get distracted by too willing to follow suit. Now
negative bond yields or political z B2 7B e Ty AR7 TR 111 R e a7 those chickens are coming home
mudslinging, it would be more _ _ _ to roost. Never mind “people’s
productive to pay attention to “The distortions in our tax system have been QE” or post-Brexit “stimulus
addressing the many damaging, created by one thﬂ’lg a lack OfP olitical szn e” spending” —simplify the tax

distortions and bad incentives system, make it easy for people

©5hutterstock

lurking within our tax system. These are another huge marginal tax rate. None of to understand how much of their own

well within the ability of politicians and these thresholds has risen since, which as hard-earned money they will actually

technocrats to resolve — mainly because Johnson points out means they represent be allowed to keep, and you’ll boost the

they created them in the first place. “hidden annual tax rises”. Nor (as the economy in a far more sustainable — not to
In an excellent article for The Times word “hidden” implies) is this policy of mention honest — manner.

this week, Paul Johnson of the Institute dragging ever more people into higher tax

for Fiscal Studies think tank highlights bands something that has ever been made A quick reminder — if you're up in

the problem of “fiscal drag”. Johnson explicit to any voter, by any party. Edinburgh this month, don’t miss Dominic

notes that “more and more elements of Johnson rightly argues that indexation Frisby and Merryn Somerset Webb hosting

the income-tax system do not respond to (whereby tax bands rise with inflation) a panel discussion on politics, economics

rising prices or incomes at all”. In 2010, a should be the norm, and that chancellors and investment at Panmure House (Adam

new top tax rate of 50% was introduced should have to justify any departure from Smith’s last home). Dominic is hosting until

for those earning over £150,000. It was this norm. But the point goes deeper 16 August, and Merryn takes over from 17

later cut to 45%, but the threshold stayed than this. Our tax system has become August (and I'm a guest on the 22 and 23).

the same. That same year, a 60% marginal so complicated and bloated that any Book now at tickets.edfringe.com.

rate on incomes between £100,000 and significant rise in your income can trigger

£120,000-0odd was introduced (in the interactions with the pension and benefits

form of the personal allowance being system that render the pay rise almost J(pﬁ\' M G

withdrawn). And in 2013, the child benefit more hassle than it’s worth (and this is

taper was introduced for households witha  before we even start on how Scotland’s John Stepek

parent earning £50,000 or above, creating  slightly different income-tax bands have editor@moneyweek.com

Good week for:

White elephant of the week
P + Taxpayers will see a £1bn windfall after RBS said it would pay a

total of £1.7bn in dividends for the first half of the year, reports The
Guardian. The bank made a net profit of £2bn, its best result for
overten years. However, it said it was “very unlikely” to meet profit
targets next year. The government still owns 62% of RBS after a
£45.5bn bailout during the financial crisis (see page 7).

A copy of Harry Potter and the Philosopher’s Stone, bought for £1
from a Staffordshire library 20 years ago, has fetched £28,500 at
auction. The book was a first edition that contained two
typographical errors on the cover. Just 500 were printed, with 300
being sent to libraries. The anonymous owner bought the book to

read on holiday, then forgot about it.
A new children’s hospital in Edinburgh, built by

private consortium IHSL under the “non-profit Bad week for:
distributing system” —the Scottish government’s

version of the Private Finance Initiative (PFI) —is Pop star Katy Perry must pay Marcus Gray, a Christian rapper who

still empty, despite the NHS taking possession in goes by the name of Flame, $2.7m after a US court ruled she had

February. The new Royal Hospital for Childrenand ~ ¢OP!ed “animportant part” of one of Flame’s songs. Perry
Young People cost £150m to build, reports the (pictured) must pay $550,000 from her own earnings, with her

BBC, but the full price over 25 years will be £432m record company paying the balance. Her lawyer called the ruling a

including maintenance and facilities management travesty of justice”.

costs. NHS Lothian says it has been paying £1.4m  Radio presenter Zoe Ball has lost 780,000 listeners from her Radio
a month to IHSL since taking over the building. 2 breakfast show since taking over the slot in January —almost 9%
The hospital was supposed to open in July, but it of her audience. Ball is among the BBC's top earners — she was paid

failed to do so due to safety concerns relatingto £ £380,000 for hosting the show for the first three months of the year,

its ventilation systems. NHS Lothian said itisnot  © plus hosting a weekly Saturday show for the nine months prior to
possible to estimate when it can be occupied. taking over the breakfast role.

mage
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Trump’s tariffs put pressure on the Fec

Alex Rankine
Markets editor

Donald Trump is “crazy like a fox”, says
Niall Ferguson in The Sunday Times. The
old American phrase well describes the
president’s ingenious knack for getting
what he wants. Last week his bullying
campaign against Federal Reserve
chairman Jerome Powell yielded the first
interest-rate cut in a decade. Yet Trump
wants more than the quarter-point
reduction that Powell offered up. The
solution? The president tweeted that he
intends to impose fresh tariffs of 10% on
$300bn of Chinese goods from the start
of September. The resulting trade chaos
only increases the pressure on the Fed for
further easing to clear up the mess.

The unexpected trade-war escalation
roiled markets. Monday was the worst
day of the year so far for US stocks, with
the S&P 500 shedding 3%. That came
on the heels of a 3.1% slide last week, the
worst weekly performance of the year so
far. The FTSE 100 lost 2.5% on Monday,
its worst performance since December last
year. Powell did his “best impression” of
a “Fed chair making his own data-driven
decision”, says Felix Salmon on Axios, but
no one was fooled about what had forced
his hand. His insistence that the rate cut
was driven by “trade policy uncertainty” is
belied by the fact that US growth remains
strong and unemployment is at its lowest
level since 1969.

In any case, falling interest rates are
not “much of a reason to buy stocks”,
says Justin Lahart in The Wall Street
Journal. With the second-quarter earnings
season in full swing, it is hard to describe
company results as “anything more than a
disappointment”. FactSet data shows that

Donald Trump: crazy like a fox?

on current estimates, S&P 500 earnings
slipped 2.2% in the second quarter
compared with the year before. Yet US
shares are still “dancing near record highs”.

Easy money won't save markets

Those expecting rate cuts to elongate the
bull run should look at the historical record,
adds Michael Wilson of Morgan Stanley.
The start of past rate-cutting cycles in 2001
and 2007 heralded hard periods for stocks
— as they should, given that rate cutting
usually accompanies slowdowns.

As for the trade war escalation, that is
“not a new risk, it was simply overlooked”.
That’s why the return of Trump’s “tariff
man” act elicited a much bigger market
reaction than Powell’s widely anticipated
rate cut announcement. US investors no

The currency war gets serious

The “trade war has now
become a currency war”, says
The Wall Street Journal. That
“raises the potential economic
harm to another level”.

This week, the yuan (or
renminbi), China’s currency,
weakened to the point where
one US dollar could buy more
than seven yuan. That's the
weakest level in a decade and
a number that has been widely
viewed as a “line inthe sand”
that the Chinese authorities
would avoid breaching. The
move drew a swift response

US claims of currency
manipulation come “absurdly
late”, says John Authers on
Bloomberg. Beljing
“manipulated its currency
lower for many years”, but of
late it has been doing the
opposite. Rising US interest
rates and tariffs would
normally drive the yuan down
against the dollar. The only
reason it hasn't fallen further
to date is because authorities
have intervened - but to prop

been withdrawn”.

from the US Treasury, which
formally branded Belijing a ;
“currency manipulator”. :
US officials fear that China is '
trying to lessen the impact of
tariffs; a weaker currency
makes Chinese exports
cheaper overseas.
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it up, notto weaken it. The dip
in the currency was simply
down to Beijing allowing the
market to “do what it wanted
to do”. Nevertheless, thisis a
clear sign that “goodwill has

While the latest fall is small
In percentage terms, the
breaching of the symbolic
seven mark tells a bigger story,
notes Gareth Leather of

| ]
’

©Getty Images

longer believe that trade wars are “easy
to win”, says Oliver Jones of Capital
Economics. Last summer the conflict was
regarded as “almost a non-issue”, but with
no resolution in sight, markets are now
heeding the Fed’s message that the global
trade situation brings real downside risk.
With rhetoric on both sides becoming
heated — China this week accused
Washington of “deliberately destroying
international order” — people should stop
asking “when will the trade war end”,
says Dan Harris on the China Law Blog.
Economists who say that both sides will
gain from a deal are neglecting the wider
political picture. Domestic pressures and
geopolitical imperatives mean that this
conflict is not going away. “The US-China
cold war has begun” (see below).

Capital Economics. “The
government has all but given
up on reaching atrade deal
with the US, and is now more
concerned about offsetting
the damage to their economy.”
Like most commentators,
| view the yuan's fall as a
targeted effort by Beijing to
irritate Washington, says Louis
Gave of Gavekal Research. Yet
we must also stay alertto a
more alarming possibility. If
policymakers have concluded
that domestic producers could
desperately do with a
devaluation, then it could be a
sign that all is not rosy with
China’s economy. If the yuan
becomes structurally weaker,
then inthe long term, “instead
of being a driver of global
growth, China will be
a headwind”.

©@iStockphotos
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Silver is set to
follow gold

With gold rallying 10% so far
this year in dollar terms, some
Investors are starting to pay
attention to “the yellow metal’s
sidekick”, says Debbie Carlson
for US News & World Report.
Sometimes dubbed “poor
man’s gold” —silver trades on
about $16.50/0z, compared with
$1,500/0z for gold - silver prices
are up 4.5% so far this year.

Demand from retail investors
Is a key catalyst for silver, adds
Myra Saefong in Barron'’s.

The World Silver Survey shows
that “global investment in silver
bars and coins grew 20% last
yvear”, yet supply is tight: 2018
also brought “a third
consecutive annual decline in
global production of the metal”.

Yet unlike gold, which is used
almost entirely as a store of
wealth and in jewellery, the
silver price is driven by both
investment and industrial
demand. And silver’s rally this
yvear has been depressed by
concerns about the latter, says
Capital Economics. But recent
weeks have brought a wave of
“safe-haven buying” thatis
likely to support the price for
the rest of the year.

In fact, with so many
investors looking for safety, it is
surprising that silver prices
have “lagged so far behind”
this year’s gold rally, says
Jon Sindreu in The Wall Street
Journal. As of early July, the
ratio of gold to silver stood at a
24-year high. History shows
that on a one-year time horizon
the two precious metals are
closely correlated. That leaves
plenty of scope for silverto
follow gold higher.

Forget EMs, focus on Asia

“Does investing in emerging
markets [EMs] still make

sense?” asks Jonathan Wheatley

in the Financial Times. Money
managers have always known
that the likes of India, Brazil
and Mexico are likely to serve
up political and business
turmoil, but that was balanced
by the expectation of strong
long-term growth.

Yet the investment risks
inherent in these markets have
not yielded higher returns, says
Jonathan Jones in The Daily
Telegraph. The MSCI World
index has returned 177% over
the past decade, far outstripping
the 93% delivered by the
emerging markets index.

The turn of the millennium
saw the BRICs —Brazil, Russia,
India, China — “in their pomp”,
says The Economist’s Free
Exchange column. Poverty rates
tumbled and many believed
that “convergence” between
the developed and developing
worlds was inevitable. Yet Latin
America has been losing ground
to the United States since 2013
on a real output per person
basis, with sub-Saharan Africa
following a similar path since
2014. That has left Asia as “the
last outpost of convergence”
—which 1s what makes India’s
recent growth slowdown a
cause for wider concern. With
China also recording its slowest
growth for almost 30 years in
the second quarter, many are
asking whether the EM story
still makes sense.

©Getty Images
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An arbitrary category
Certainly, an index that groups
together “over half of the
world’s GDP and a much larger
share of its population” is a
blunt instrument, says Duncan
Weldon in Prospect magazine.
Supposedly “emerging” South
Korea now has a GDP per
capita higher than that of
“developed” market Italy, for
example. And while problems
in Argentina and Turkey last
year sparked talk of a “new
crisis for emerging markets”,
In practice there was no
generalised panic that spread
beyond these countries — unlike
previous occasions such as the
1997 Asian financial crisis.
That is an auspicious sign for
“sound emerging economies”.
Now more than ever it will
pay for investors to “be careful
and do their homework on
individual markets”.

A 1 -
asy pole of growth f

d e '
Indonesia: still struggling up the gre

Emerging markets as an
investment class are “fast
approaching a watershed”,
says Michael Power in the
Financial Times. The MSCI
Emerging Markets index is
now “far too varied to be truly
meaningful” as a barometer
of how emerging economies
are performing. Investors
would do better to distinguish
emerging Asia — a region where
nearly every nation’s GDP
and productivity growth has
beaten the developed world
since 2000 — from the likes
of Brazil and Russia, where
performance remains more

closely tied to commodity

cycles and the US dollar. With
the likes of Thailand, Malaysia

and Indonesia also waiting

in the wings, the next decade
is likely to see emerging Asia
move “towards the centre” of
the global investment story.

Viewpoint

speculative and unproductive

their businesses.”

“The Fed’s decision [to cut rates] was an
error because lowering already negative
real interest rates will further feed

Investments and exacerbate financial
instability. While there are legitimate W
signs of an economic slowdown both '
domestically and abroad, lowering
Interest rates isthe wrong cure.
Growth is slowing partly because of
trade tensions, but primarily because
economic actors must devote increasing (5
amounts of capital to servicing

exploding debt burdens ... US

companies are more bloated with debt .4
than before the Great Financial Crisis

and they are increasingly forced to deal 3
with their growing debt burdens. '

If business activity slips, they are in
trouble ... Many companies need to | D)
focus on keeping their lenders happy,
which limits their ability to grow

Michael Lewitt, The Credit Strategist

8

moneyweek.com
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B A new low for value stocks
MSCI World Value index relative to MSCI World Growth index

|

2000-2019

Over the very long term, value
stocks (those that trade at lower
valuations than the wider
market) have tended to beat
growth stocks (those that trade
at higher valuations). However,
in the shorter term, growth
stocks can do better than value
stocks for sustained periods —
and that's been the trend for
around a decade now. The
outperformance of growth has
been so great since the eve of
the global financial crisis that
the MSCI World Value index is
trading at it's lowest level
relative to the MSCI| World
Growth index since the peak of
the dotcom bubble, says
Justina Lee on Bloomberg.
That point marked the start of a
boom in value stocks —they
beat their growth peers by 50%
over the next 12 months. Will it
be the same story this time?

9 August 2019  MONEYWEEK
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MoneyWeek's comprehensive guide to this week's share tips

Three to buy

Imperial Brands
Motley Fool UK
Demand for
cigarettes has

fallen in the UK,
with average daily
consumption nOw
down to less than
one third of its 1973
peak. Yet sales of
traditional tobacco
products at the
West-to-Gauloises
maker are holding up well
and it 1s also making inroads
into the burgeoning “next-
generation” market through

Three to sell

|

Rauchen kann JJ defensive stock. 2,136p
todlich sein

. significant investments
" in Canadian cannabis
operators. The shares

earnings ratio of 13.2,
which 1s cheap compared
with other FTSE 100
firms and a reasonable
entry point into a good

Inditex

Money Observer
British investors looking to
diversify their income should
remember that dividends do
not end at Dover. European

trade on a “muted” price/

companies have improved
their willingness to hand over
their profits in recent years.
One of the best examples is
this Spanish retailer, which
owns high-street chain Zara.
Between 2001 and 2018

the dividend grew at a 24%

compound annual-growth rate,

with a cumulative €20bn paid
out to shareholders. €26.87

Softcat

Shares

The world is moving online,
but for many small and
medium-sized businesses

and public-sector bodies,
managing a raft of different
[T products is a challenge.
This FTSE 250 business solves
that problem by acting as a
“trusted point of contact” for
clients, offering advice and
selling on third-party software
and hardware. Revenue has
jumped from £50m to £1bn
over 15 years and Softcat is
now the UK’s second-largest
value-added reseller. A 2020
price/earnings multiple of 26.8
is not cheap, but the market is
underestimating the growth
potential. 959.5p

Berkeley Energia
The Sunday Times
This aspiring uranium miner is
pinning its hopes on a project
near Salamanca, Spain. The
plan to extract nuclear fuel in
a stable country that is close to
end markets in western Europe
carries obvious attractions.
Yet that may also prove its
undoing. Nuclear energy
brings tricky politics and the
Spanish government has
been dragging its feet about
granting permits. The
shares have fallen more

than 60% in the past year —

...and the rest

but barring a sudden change in
the political picture in Madrid,
they could yet “have further to

fall”. Sell. 15.75p

Lookers

Investors Chronicle

The UK’s largest vendor of
Mercedes-Benz vehicles
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appears vulnerable as a
cocktail of risks — including
low consumer confidence,
retail-sector woes and new
emissions regulations — take
their toll on the shares.

The car industry depends on
frictionless and tariff-free

trade between the UK and
Europe, prompting industry
lobby groups to warn about the
dangers of a no-deal Brexit. Yet
Lookers’ forecasts are based

on the assumption that Britain
leaves the EU in an orderly
fashion. That hope could prove

- a hostage to fortune. 45.25p

Sports Direct

The Daily Telegraph

There 1s so much going wrong
at Mike Ashley’s high-street
retailer that “it’s hard to know
where to start”: delays to its
biannual results, “terminal”
problems at recently acquired
House of Fraser and a shock
£605m tax demand by Belgian
authorities. Management
appears to have been distracted
by a string of acquisitions,
which have included Game
Digital, Sofa.com and Evans

Cycles. It’s time for investors to
admit defeat. 214.5p

Investors Chronicle
National Express’s decision

to quit UK rail two years ago
and focus on its international
bus operation looks prescient
as rivals are continuing to
struggle. A forecast dividend
yield of 4.2% 1s appealing
(425p). Impressive growth
looks set to continue at textile
rental and cleaning specialist
Johnson Service (169.5p).
Wealth manager AFH Financial
boasts a “clear acquisition-
led strategy in a structurally

undersupplied and fragmented
market” (344p).

The Mail on Sunday

British Gas owner Centrica’s
shares are at their lowest

point since 1997 amid woeful
performance — investors should
“Tell S1d” to sell (73p). Cash-
generative Greggs’ bargain
otfering leaves the bakery chain
well-placed to ride out any
economic downturn (2,190p).

Shares

Miner Centamin is starting to
“win back the market’s favour”
after previous disappointments
(129.5p). Shares in Irn Bru-

maker AG Barr are down

A German view

The “micromobility” market, encompassing electric bicycles,
scooters and kick scooters, is starting to motor, says German
business weekly Der Aktionar. McKinsey reckons it is expanding

almost 40% since June after a
punishing profit warning — this
could be an opportunity to buy
into a defensive soft-drinks
business on the cheap (620p).
Rising US healthcare costs are
a long-term tailwind for billing

been on a rollercoaster ride, but
growth prospects in America
make it time to buy (2,079p).

The Times
Brexit woes, staff pay rises and
a price war have driven shares

and healthcare e in Ryanair to
analytics #=2 Fi F 1 ¥ £ afour-and-
software ﬂ ’fii F_ : lcﬂ a-half-year low,
supplier but history
Craneware shows that
(1,875p). ' the airline always
Premium ‘ FEVER-T r!‘l'ﬂt THIFE'.:I:T comes out

drinks maker 1% || lonic Lﬂf,ﬂc ﬁ;‘}ﬁ% ahead of the
Fever-Tree’s M=—31 =28 = J competition —
shares have - —.  buy (€9.54).

Vodafone has revealed plans to spin off the business that
operates its network of European mobile-phone transmission
towers and list it on the stock exchange by 2020 in a bid to

twice as fast as the car-sharing sector and could be worth $500bn
worldwide by 2030. No wonder: a quarter of the world’s population
live in cities with over one million inhabitants, and surveys suggest
that 15% of this group could opt for a smaller, nimbler alternative to
a car. This bodes well for China’s Nasdaq-listed Niu Technologies,
which sells high-end scooters that can travel for up 100km without
recharging. A partnership with Volkswagen has put a rocket under
revenues — Niu should be in the black by next year.

MoONEYWEEK 9 August 2019

reduce its huge debt pile. The listed company would be Europe’s
largest tower operator, with 61,700 masts in ten countries, and
could generate annual revenue of €1.7bn and profits of €900m,
reckons Barron’s. It should be operational by next May.
Vodafone has spent big on 5G licences —almost €4bn in
Germany and Italy and £317m in the UK, which contributed to
the €7.6bn annual loss it posted in May. The sale could bring in
as much as €20bn, says The Guardian.

moneyweek.com
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City talk

@ Investors in Goals Soccer
Centres are aboutto learn the
hard way that “dirty play gets
you kicked out of UK markets,
just as it gets you kicked out of
football”, says the Lex column
inthe Financial Times. The
chain, part-owned by retalil
tycoon Mike Ashley (see
below), will leave the Aim
exchange next month after its
new auditor, BDO, accused
the group of accounting
fraud, with allegations of
misconduct against former
CEO Keith Rogers and ex-chief
financial officer Bill Gow.

The blow comes as the firm
has been hit by “weak
demand for kickabouts”,
which have squeezed margins
to 17%, half the level of five
years ago. The scandal is also
bad news for KPMG, which
audited Goals between 2002
and 2018, as well as Aim itself,
which is still reeling
from the
allegations of
fraud at
Patisserie
Valerie.

® Mike
Ashley’s Sport
Direct has finally
gained control of
Jack Wills for £12.7m, but fans
of the clothing brand should
watch out, says Jim Armitage
inthe Evening Standard.
While it was “poorly run” by
Its private-equity owners, its
designs, fabrics and factories
remained “high quality,
with decent values on
sustainability and ethics”. If
Sports Direct’s treatment of
Karrimor is anything to go by,
“he’ll close a few stores,
pump the clothes out through
House of Fraser and move
manufacturing to cheap Asian
factories”. Ashley will “get his
money back by Christmas”,
but the brand will “wither”.

@ Aston Martin may be 007’s
car of choice, but the luxury
auto maker has gone bust
seven times, and could be
about to do so again, says
Alistair Osborne in The Times.
The share price has already
slid from £19 last October to
just under £5 after disastrous
half-year figures. Aston
Martin needs to find £300m a
year to fund its promises to
more than double production,
but borrowing the cash may
prove impossible —ratings
agency Moody's has cut its
credit rating. Perhaps the
board’s compensation should
be suspended until the mess
Is dealt with. That would at
least leave them feeling “as
carsick as the investors”.

moneyweek.com

No relief for RBS investors

Britain’s remaining semi-nationalised bank has just paid a special dividend -
but shareholders are anything but happy. Matthew Partridge reports

On Friday, the Royal Bank of Scotland (RBS)

announced that it had made £2bn in net profit,
its “best result for more than a decade”, reports
Sean Farrell in The Guardian. As a result, it will
pay a total of £1.7bn in dividends for the first
half of its financial year, partly funded by the
sale of a stake in a Saudi Arabian bank. It’s only
the second time that shareholders have received
money since the end of 2007. Naturally, the
biggest winner will be the government, which
will receive around £1bn, thanks to the fact that
it still owns 62% of RBS.

Ross McEwan, the chief executive, argues
that the decision to pay a special dividend
means the bank is finally “serving the real

economy of the UK and the Republic of Ireland”,

says Harriet Russell in The Daily Telegraph.
However, investors evidently beg to differ — the
news actually “caused a slump in the bank’s
share price”. This was due to the fact that RBS
not only “missed analysts’ expectations for its
underlying net income”, but also indicated that
it 1s “unlikely” to achieve certain targets next
year because of “Brexit-related economic and
political uncertainty”.

A long stay in purgatory beckons
The market is quite right to be sceptical, says
Christopher Thompson for Breaking Views.
While shareholders may be “cash starved”, any
relief provided by the special dividend can only
offer a “temporary balm” for the challenges
RBS faces. Instead of “spraying cash”, RBS
should have taken advantage of the revenue from
the sale to shore up its “vaunted spare capital
cushion of around £4bn”. After all, this cushion
is likely to come under severe pressure if a no-
deal Brexit leads to an economic downturn that
causes bad debt charges to “spike”.

Brexit is far from the only problem that
RBS has to face, adds Elisa Martinuzzi on
Bloomberg. Other issues include “trade tensions,
low interest rates and fierce competition in the

# - - -
A A
Ross McEwan: no successor has yet been named

UK mortgage market”. There’s also the risk
of RBS “being broken up” in the event that a
hard-left government led by Jeremy Corbyn
takes power. That’s not to mention the lingering
impact of “a string of expensive legal settlements
over past misdeeds”, from “benchmark-rigging”
to the marketing of “toxic” mortgage-backed
securities. Given all these problems, RBS
(and its shareholders) look to be stuck in an
“uncomfortable purgatory” for a while longer.
Given RBS’s problems, it is more important
than ever that a successor to McEwan, who will
be departing for Australia early next year, is
found as soon as possible, says Ben Martin in
The Times. However, while the City is “eager to
learn” who will fill the New Zealander’s shoes,
there was “no update” on RBS’s succession
plan, other than that the bank is making “good
progress”. At the moment, the leading internal
candidates for the role are Alison Rose and

Mark Bailie, while HSBC’s Ian Stuart has also
been “sounded out”.

In an attempt to salvage the
“fraying alliance” between
Renault and Nissan, the two
carmakers have opened talks
on the idea of Renault reducing
its 43% stake in its Japanese
partner, says the Financial
Times. The arrangement has
been “a source of tension” for
the two, especially as the latter
“holds only a 15% non-voting
stake in Renault”. The size of
the cutis yetto be agreed -
Nissan isthought to be aiming
for 20%-25%, while the French
carmaker is thinking 30%-35%.
About time too, say Jacky
Wong and Stephen Wilmot in
The Wall Street Journal. While
Renault has been “reluctant” to
cut its stake, such a move could
help “reboot” the relationship

Renault and lesan reboot or divorce?

with Nissan, which in turn
would allow it to restart deal
talks with Fiat Chrysler, which
were vetoed by a French
government “worried that
Nissan wasn’t completely on
board”. Also, the move “would
free up capital for Renault,
potentially helping to negotiate
more favourable terms with Fiat
Chrysler”. Indeed, Renault’s

shareholders have already
reacted positively —shares rose
as soon as the news came out.

Thisisn't areboot of the
relationship — more the first
stages of a divorce, says
Galeaees, - Bloomberg’s David Fickling.

A Internal Nissan emails imply
that Nissan’s ultimate goal is to
cut Renault’s stake to around
5%-10%. This suggests the
Japanese company is only
interested in maintaining the
“appearance of an alliance”
rather than substantive ties.
The “writing i1s on the wall” for
any further integration, or any
of the “ambitious activities”,
such as the development of
modular designs, that were
pushed under former CEO
Carlos Ghosn (pictured).
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Politics & economics

Betting on

politics

Boris Johnson's victory
in the Conservative
leadership contest at
the end of last month
means that several of
my most long-standing
bets have been settled.
| backed Johnson to
become the next Tory
leader (along with five
other candidates) in July
2017, followed by a bet
on him becoming the
next PM in October 2017.
lalso correctly advised
you to bet against
Jacob Rees-Mogg
becoming Tory leaderin
February 2018 and tipped
Sajid Javid and others to
become the next
chancellor in March 2018.
Not all of my bets paid
off. Johnson got two-
thirds of the vote in the
final ballot of members,

beating my prediction
that he would only get
between 40% and 60%. |
also predicted back in
April 2018 that Theresa
May would go as
Conservative leader
before either Vince Cable
or Jeremy Corbyn.
Although she resigned in
early June, Johnson
didn’t replace her until
late July, just after Jo
Swinson (pictured) won
the Liberal Democrat
leadership contest.

Betfair's decision
to go with the later date
Is controversial to say
the least. That said, it
can argue thatas a
betting exchange it
doesn’t have a vested
interest in the outcome -
if it had recognised the
earlier date then those
who had bet on Vince
Cable being the first to
depart would have had
cause to complain.

Still, if you had
followed my advice and
combined the bets you
would have made a
profit of 14% on the six
bets. If you had treated
each part of the bet
separately you would
have made 24.7% profit
from 21 bets.

MONEYWEEK
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Modi takes control in Kashmir

Tensions are escalating in the disputed Indian territory. Matthew Partridge reports

India has “reopened

old wounds inflicted

at the founding of the
modern Indian state” by
revoking long-standing,
constitutional provision
that granted autonomy
and other special
protections to Jammu
and Kashmir, India’s
only Muslim-majority
state, says Amy Kazmin
in the FT. India is also
downgrading Jammu
and Kashmir from the
status of a fully fledged
state to a so-called union
territory, giving New
Delhi more control over
the local administration, including its police. Modi’s
government argues that the moves will “tackle legal
backwardness in a region living in the past and to
make the government work better for its citizens”
and that they will lead “to a burst of development”.

s

| New Delbi bas taken ',
' back powers over Kashmir
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Remaking India in Modi’s image

Nonsense, says Mihir Sharma on Bloomberg.
Private investment in India has collapsed to a
14-year low. If the government can’t get the private
sector to invest in “peaceful, relatively developed
parts of India”, what makes officials think
businesses will rush to invest in “one of the most
militarised and troubled parts of the world”? Talk
of “global connectivity” is laughable — “a single
highway leads from Kashmir’s capital through

the mountains to the rest of India and, following a
terror attack at the beginning of the year, that road
is now monopolised by the military”.

By forcibly cutting off communications with
the rest of India, the Modi government has
“oround down and humiliated Kashmiris™ as
part of a project “to remake the entirety of India
in accordance with Modi’s ideology”, says Kapil
Komireddi in The Guardian. Modi is not only

Is nothing they can do to prevent
it. He argues that even if MPs
passed a vote of no confidence,
Johnson “could simply call a
general election in November,
ensuring Parliament was not
sitting” on the exit deadline.
Parliament could, however,
Install an alternative
government after a vote of no
confidence, says Vernon
Bogdanor in The Guardian.
It could also legislate to delay
Brexit, or revoke Article 50
entirely. However, MPs need to
be aware that “a no-deal Brexit
can be prevented only by
legislation, not by a mere
expression of parliamentary
opinion”. Getting these
measures, or a vote of no
confidence, through Parliament

L
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Jobnson: lion — or paper tigers

Prime Minister Boris Johnson's
senior adviser, Dominic
Cummings, has sent a “defiant
warning to MPs” that they have
left it “too late” to block Britain
leaving the EU without a deal on
31 October. “Politicians don’t get
to choose which votes they
respect,” he said, arguing that
even if there were a “clear
majority” against no-deal, there

Can MPs stop a no-deal Brexit?

fulfilling “a long-
standing Hindu
nationalist yearning to
domesticate the region’s
dissenting Muslim
majority”, but also using,
them “as an example

to other Indian states,

a demonstration that
nobody is immune
from his untrammelled
authority”. With
organised political
opposition to Modi and
the ruling Bharatiya
Janata Party “being
meticulously wiped
out”, we can be certain
that what has happened
in Kashmir “will be repeated elsewhere”.

Modi’s move is also likely to enrage Pakistan,
which claims parts of Kashmir, says The New York
Times. The territory has “driven India and Pakistan
to war” on several occasions, which has left its
residents “trapped in a low-intensity conflict”
between a few hundred young militants and tens
of thousands of Indian troops. Pakistan’s prime
minister has “lashed out” at Modi, accusing him of
seeking “to establish a state that represses all other
religious groups”. Yet Pakistan is hardly blameless:
it has a “long history” of covertly backing
militant groups inside the Indian-administered
areas of Kashmir.

With troops gathering on the de-facto border
between Indian and Pakistani-controlled parts of
Kashmir, “the chances of serious escalation are
increasing by the day”, says The Times. Relations
between the two countries are “particularly raw”
since the death of 40 Indian paramilitary police
in a suicide bombing in February. Modi needs to
consider whether he wants to go down in history
as a “modernising peacemaker”, or as a “leader
willing to risk regional security for the dubious
ambitions of his nationalist sympathisers”.

in the face of active opposition
from the government “will be a
Herculean task”.

Forcibly stopping no-deal
will require MPs to navigate
some treacherous constitutional
waters and that may be a task
that's beyond them, especially
given Jeremy Corbyn'’s
Insistence that he would head
any unity government, says
Robert Shrimsley in the FT. Still,
the prospect of a no-deal exit is
unlikely to allow Johnson to
succeed in extracting the
necessary concessions from the
EU, nor persuade them to make
“side deals” that could smooth a
no-deal Brexit. If Brussels calls
Johnson’'s bluff, the PM may end
up looking more like a paper tiger
than a lion.

@Getty Images
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News

New York

Barneys files for bankruptcy: Iconic department

store chain Barneys New York has filed for Chapter

11 proceedings. Under US law, that gives the
retailer certain protections from its creditors while
it restructures. Its owner, the hedge fund Perry
Capital, struck a deal with Gordon Brothers and
turnaround specialists Hilco Global to extend
$75m in additional financing to Barneys. Of its

22 locations, all in the US, 15 will close, including,
stores in Chicago, Seattle and Las Vegas. However,
the prestigious Madison Avenue flagship store in
Manhattan will stay open, despite its annual rent
almost doubling to $30m, following an arbiter
ruling last August. Higher rents have added to
Barneys’ woes at a time when footfall has been
falling at its other stores due to competition from
online retailers. “While difficult decisions had to
be made, this process will allow us to reset our
financial position and maintain our long-standing
vendor relationships,” said CEO Daniella Vitale.
A buyer is being sought for the business. Barneys
had previously filed for Chapter 11 in 1996, when
the founding Pressman family fell out with their
investors, the Japanese department store group,
[setan, notes The New York Times. “However, the
retail landscape was much different then.”

Caracas
Venezuelaunder US
embargo: US president
Donald Trump has
signed an executive order
that freezes all assets
belonging to the Venezuelan
government of Nicolas
Maduro (pictured), and bans
transactions with it, unless exempted. It’s the first
such action directed at a government in the western
hemisphere in over 30 years, says The Wall Street

Journal. Venezuela joins a list of nations that includes

North Korea, Iran, Syria and Cuba. More than
100 individuals and entities, such as state-owned
oil company Petréleos de Venezuela, were already

under US sanctions. Further sanctions are threatened

on those who continue to engage in business with
Venezuela’s government or offer it support. Trump
had previously said he was minded to raise sanctions
against Maduro’s government, given the support

it receives from Russia and China. The US has
recognised the leader of the national assembly, Juan
Guaido, as acting president since January, following
presidential elections last year that were widely seen
as having been rigged. Venezuela’s economic crisis
stems from years of government mismanagement.

Belfast

Harland and Wolff goes under: The shipyard

that built the Titanic has gone into

administration, with accountants BDO

taking over at Harland and Wolff Heavy
Industries. Unions representing the 120 staff
have called on the government to nationalise
the firm, saying it would be cheaper in the long
run, while workers have been protesting at the
site for several days. “We know the government
has naval contracts it can put here to ensure the long-

term future,” said Labour shadow chancellor John McDonnell on Monday,

during a visit to the shipyard, but the government argued that it is “ultimately a
commercial issue”. Norwegian owner Dolphin Drilling filed for bankruptcy in

June. Since 1974, the two huge yellow cranes, “Samson” and “Goliath”, have
loomed over Belfast and the company traces its history to 1861. Yet, undercut
from abroad and with fewer liners ordered, staff numbers have declined
alongside the industry, from a peak of 35,000 during World War II.

The way we live now: Christianity and crazy golf
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The “Fairway to Heaven”

MoONEYWEEK 9 August 2019

“Rochester Cathedral has opened a
crazy golf course in its nave, allowing
visitors to putt their way round the
11th-century building,” says Kaya
Burgess in The Times. Critics have
“questioned the holiness of hosting
nine holes in a place of worship”.
Fans have christened it the “Fairway to
Heaven”. It's all part of a move to
breathe new life into ancient
cathedrals. “Many face severe
financial struggles,” despite
congregations having risen by 10% in
a decade. But dignity istoo high a
price to pay, says self-confessed
Catholic convert Tim Stanley in The

Daily Telegraph. And Rochester is far
from alone. There is, for example,
“creative yoga” underneath a giant
model of the planet Earth called
“Gaia” at Peterborough Cathedral; at
Norwich Cathedral, you will find a 50ft
helter-skelter. The idea is “to open up
conversations about faith”, but “they
are making faith look ridiculous”, says
Stanley. “If the modern world hates
Christianity, then I'm fine with that: it's
part of our history, par for the course.
It shows that we stand for something
profound enough to inspire emotion.
The moment the world starts laughing
at us, however, we're doomed.”

moneyweek.com
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News

Moscow

Protestors arrested: Around 1,000 State media has sought to deflect

protestors have been detained by attention from the unrest by reporting

authorities in Moscow. The banned on forest fires in Siberia and a city-

rallies began in response to the sponsored barbecue festival, The Wall

disqualification of opposition Street Journal reports. “What the

candidates in city council electionsto  authorities don’t want is protests in

be held next month. Police used Moscow sparking protests in

batons on demonstrators, and megalopolises across the country,”

protestors are being processed says Lev Gudkov, head of Moscow-

through the courts. Lyubov Sobol, a based pollster Levada-Center.

high-profile lawyer and video blogger, “That’s the nightmare scenario.”

was seen being dragged away last Criticism of Vladimir Putin’s

week before she could attend a rally government has grown, fuelled by
o= and opposition leader Alexei Navalny  years of international sanctions that

Protestors in Moscow are being detained has languished in jail for a month. have taken their toll on the economy.
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Tokyo

South Korea dropped from trade list:
Japan has removed South Korea from
its list of preferred trading partners,
prompting threats of reciprocal
action from Seoul. Japanese trade
minister Hiroshige Seko (pictured)
cited security concerns over
how South Korea handled
its products, denying

it had anything to do

with a dispute over

wartime reparations. The
restrictions come into

force on 28 August. Last
month, Japan restricted
exports of materials to South
Korea’s tech sector —a move seen as
protectionist by Seoul. The US fears
the fallout could spread to its shores.
Both Japan and South Korea make
parts for US products. US secretary

of state Mike Pompeo mediated
between the two in Thailand last
Friday, without any success. In theory,
preferential status speeds up trade, but
Seko denied it would hit global trade.
“As long as Japan grants approvals
well, there might not be a big impact,”
Je Hyun-jung, director at the Center
for Trade Studies and Cooperation in

Seoul, tells The Wall Street Journal.

London Hong Kong

Stockbroker sinks: Broker SVS Securities has China eyes protesters: Mass demonstrations in Hong Kong have entered their
collapsed after the regulator, the Financial Conduct  third month. What began as protests over a controversial bill that would have
Authority (FCA), banned it from trading and allowed extraditions to the Chinese mainland has grown into demands for the
stopped it from selling its own and its clients’ assets.  semi-autonomous city’s leader, Chiet Executive Carrie Lam, to stand down,
“Acting on intelligence received about the assets in and for democratic reform. The latter is viewed by Beijing as a challenge to its
which SVS invested its clients’ money, we conducted  authority. For now, although Chinese soldiers have been present in the former
urgent supervisory work and identified serious British colony since the handover in 1997, Beyjing has lett the Hong Kong police
concerns about the way in which the business was to tackle protestors. Observers fear that could change. China warned protestors
operating,” the FCA said. SVS had focused on the on Tuesday not to “mistake
junior Aim market as well as foreign exchange. - e restraint for weakness”, and
[t made pre-tax profits of £247,560 on revenues il L, ”fT J T fi Hll PRy e released a video at the start

of £41.3m 1n the 12 months to the end of June

2018 and employed 53 statf, the latest Companies
House filings show. Its demise is the latest setback
for stockbroking, says The Times. MiFID II rules
introduced last year changed the way brokers could
be paid by fund managers for research, resulting in
less research being produced. Last year the industry
was also hit by the collapse of Beaufort Securities,

a broker that is under indictment in the US and was
shut down by the FCA in March last year.

of the month showing the
4% People’s Liberation Army
“&&& being drilled in riot control.
RS “China no longer views Hong
T A g A S =V h :
ied Kong as the valuable window
USSR to the global financial world,”
Steo, says Henny Sender in the
Financial Times. “It has gone
* from being a highly regarded
relative to a rival.”
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Briefing

Central banks turn on the money hose

After a decade of extraordinary monetary policies, central banks had started a long, slow march back to
normality. They hadn't got very far before turning back again. Alex Rankine reports

What's happened?

Central banks around the world are back in
easing mode. The Federal Reserve delivered
a quarter-point interest-rate cut last week
despite data suggesting the US economy
remains robust (see page 4). The European
Central Bank (ECB) has also taken an
increasingly dovish line and is widely
expected to cut rates this September — the
main deposit rate is already -0.4% —and

to resume bond purchases later this year.
Some want even more radical measures.
Last month Larry Fink, CEO of asset
manager BlackRock, called on the bank

to use quantitative easing (QE) to buy up
European stocks. For such a prominent
capitalist to advocate what amounts to the
partial nationalisation of the stockmarket is
a sign of the extraordinary times we live in.

How easy has money become?

The era of loose monetary policy arguably
dates back as far as 1995, when US Fed
chairman Alan Greenspan delivered

an “insurance cut” in the midst of an
expansion. Average rates continued to fall
in the aftermath of the dotcom slump, but
it was the 2007-2008 financial crisis that
delivered the largest and most enduring
cuts. In 2007 the Bank of England (BoE)
base rate was 5.5%. Prompted by the crisis,
rates fell to 0.5% a decade ago, then the
lowest level in its 325-year history. What
was supposed to be an emergency measure
has turned into the new normal. Today, UK
interest rates are still just 0.75%. With the
cost of borrowing near zero, central banks
turned to a more unorthodox policy tool.

What is quantitative easing?

A central bank electronically creates new
money and spends it in the financial system,
usually by buying up government bonds.

By bidding up bond prices, the returns
available to investors from bonds tall.

That is supposed to
prompt savers and
institutional investors
to direct cash towards
slightly riskier
investments, such as corporate debt and
equities. The theory goes that this makes

it easier for businesses in the real economy
to borrow, stimulating investment and
boosting flagging demand. At their height,
central-bank QE policies dumped as much
as $14trn into the global economy. The BoE
and the Fed purchased assets amounting

to a quarter of the GDP of their respective
economies. The ECB’s programme equalled
40% of the eurozone’s economy; at almost
100% of GDP, the Bank of Japan’s (Bo])
balance sheet is the world champion.

Did it work?
With the collapse of Lehman Brothers
unleashing financial contagion, the display

MoONEYWEEK 9 August 2019

“Omne in seven UK firms might
have collapsed without the
belp of easy money”

of central-bank firepower helped to ensure
that the financial crisis and resulting
recession were not even more severe. I 'heir
performance compares favourably with the
destruction wreaked by hawkish central
bankers during the Great Depression.

Yet, as Doug Noland of the Credit Bubble
Bulletin argues, the cure has now become
worse than the disease. Like “steady doses
of antibiotics”, the overuse of these policy
tools has rendered them ineffective. Low
interest rates have turned into a “narcotic”
for sustaining unsound booms. As the 2013
“taper tantrum” revealed, markets wilt
whenever bankers try to wean them off
their addiction to cheap money.

What are the problems?

QE has been too successful at easing credit
conditions. Capitalism depends on the
“creative destruction” of badly run or
outdated businesses. Yet a recent analysis
by KPMG suggested
that as many as one
in seven UK firms
might have collapsed
without the help of
easy money. Such “zombies” may be playing
a role in Britain’s productivity problem.

It also speaks to a broader issue: loose
money has created a financial wonderland
of distorted price signals and asset values
detached from their fundamentals.

So it blows up bubbles?

Yes. The values of stocks and bonds usually
move inversely: the latter are a safe haven to
which investors turn in a storm, the former
a riskier option for when times are sunnier.
Yet the wall of money unleashed by central
banks has seen the two rally together this
year. Interest rates on about $13trn of debt
worldwide have now turned negative,
particularly in Europe. Even sovereigns

These extraordinary times began with Greenspan

as risky as Italy are able to borrow for a
decade at rates well below 2%. This looks
dangerously like a bubble, says Noland.
The “bond vigilantes” who used to keep
profligate governments in line are “extinct”.

Are we in for a nasty reckoning?

Loose money is raising the risks. As well

as encouraging spendthrift governments,
businesses have also binged on debt. As

a share of GDP, US corporate debt levels
are now close to where they were before
the great recession. Yet investors are so
desperate for yield that they are happy to
extend cash to risky borrowers. “More
money is going to be lost by more people
reaching for yield... than all the theft and
fraud combined in the last 50 years,” says
John Mauldin in his Thoughts from the
Frontline newsletter. What is clear is that
by driving rallies in the kinds of financial
assets that the rich disproportionately own
—stocks and bonds — QE has stoked wealth
inequality within Western societies.

What will central bankers do next?

The hunt is on for alternatives to QE, of
which Larry Fink’s suggestion is only one.
As Eric Lonergan puts it in the FT, one
proposal is for central bankers to simply
give people money, perhaps in the form of

a direct transfer into everyone’s account.
Another route to the same end is a “dual
interest-rate” policy that sees savers given
high rates and borrowers lower ones, with
QE funding the ditference. Yet attempts to
buy up stocks, or even give people shopping
vouchers, have already been tried in Japan,
the country that pioneered ultra-loose
money. Japan’s experience shows that for
nations that fall into the trap of ultra-loose
money, the outcome is not a dramatic
crash, but decades of slow growth, anaemic
inflation and eye-watering levels of debt.

moneyweek.com
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Investment strategy

Picking winning stocks matters

Just a few stocks account for the lion's
share of overall market gains. How
can you make sure you own them?

John Stepek
Executive editor

A couple of years ago, a stockmarket study by
Hendrik Bessembinder and a team of researchers
from Arizona State University caused a bit of a
splash in the financial world. The 2017 paper
looked at the performance of more than 26,000
US stocks over the 90 years from 1926. In all,
concluded the researchers, the entire gain in the
stockmarket over that period was “attributable
to the best-performing 4% of listed stocks”.
Meanwhile, just under 60% of stocks returned
less than the safest of safe assets (one-month
US Treasuries, the equivalent of cash) over their
entire lifetimes. In short, if you missed out on
a handful of stocks, you were destined to make
subpar returns, despite taking all the extra risk
of owning stocks.

Last month, Bessembinder and team put out
a new study. This time, they
looked at the performance of

62,000 stocks from around
the world, from 1990 to 2018.

The findings were even more
unnerving for stockmarket investors. Again,
around 60% of stocks failed to beat one-

month Treasuries. Overall, a mere 1.3% of
listed companies accounted for “all the market
gains” over that period, notes Barry Ritholtz for
Bloomberg. And it was even worse outside the
US, “with less than 1% of all equities driving

all of the net appreciation in share prices”. Five
companies alone —tech groups Apple, Microsoft,
Alphabet (Google) and Amazon, along with oil
giant Exxon Mobil — accounted for more than
8% of the net shareholder wealth created by
olobal stockmarkets. And as Ritholtz adds, the
fact that we’ve seen two decent-sized boom and
bust cycles over that period means it’s less likely

| wish | knew what a PEG ratio was, but

I'm too embarrassed to ask

“A bandful of stocks

account for almost all given index actually make money
the gains in markets

' Exxon Mobil: a long-term winner

that the results are purely a fluke of some sort. So
what should investors make of this?

It’s yet another excellent argument — beyond
cost — for favouring passive funds that merely
track an index rather than trying to beat it. If
history shows that a vanishingly
small number of stocks in any

s for their owners over the long
run, and we believe that this will
continue into the future (past performance is of
course, no guide to future performance, but it’s
the only one we’ve got), then the only way to be
as sure as can be that you will benefit from these
gains is to own all of the stocks in the index. It’s
also another reminder of the need to diversify.
However, as Ritholtz points out, it’s not all
bad news for active investors. Perhaps such
managers need to focus less on which stocks to
buy, and more on which to avoid. “If screens
could eliminate some of the long-term losers, it
might not only improve returns, but could help
to justify fees higher than simple indexing.”
Finding active managers who are able to pull this
off consistently, unfortunately, is another matter.

tool for comparing
companies in similar
Industries. For example, one
company might have a p/e of
15, but expected earnings

A price/earnings-to-growth
(PEG) ratio is used to try to spot
shares that are undervalued
relative to their growth
prospects. Well-known
investors Peter Lynch and Jim
Slater both highlighted it in their
writing as part of their
stockpicking process. The ratio
compares a company'’s price/
earnings (p/e) ratio with the
expected growth in its earnings
per share (EPS).

To calculate it, you first find
the p/e ratio, which is simply the
share price divided by EPS. This
gives you an idea of how much
iInvestors are currently willing to
pay per £1 of historic or future
earnings. You then look at how
quickly earnings are expected

moneyweek.com

to grow in the future (by using
analysts’ estimates, for
example). To get the PEG ratio,
you simply divide the p/e ratio
by the expected annual
earnings growth. Broadly
speaking, a ratio below one is
on the cheap side, and above
one is expensive, with a PEG of
one representing “fair value”,
according to Lynch.

The PEG ratio is seen by
some investors as a better way
to weigh up a company’s value
than relying on the p/e alone,
because it takes growth into
account. A rapidly growing
company —all else being equal -
should trade on a higher p/e
than a slow-growing one. So
the PEG ratio can be a useful

growth of 20%, giving it a
PEG ratio of 0.75 (15/20). Its
rival may also have a p/e of
15, but expected earnings
growth of 5%, giving it a PEG
ratio of three.

As with most ratios, the
PEG is only useful in certain
circumstances and in
combination with other
forms of financial analysis. A
PEG ratio won’t help you
much with a slow-growing
(or shrinking) company and
earnings forecasts must
always be taken with a hefty
pinch of salt. Yet as a starting
point to screen for promising
high-growth companies, it
can be a useful tool.

David
Rosenberg,
chief

economist,
Gluskin Sheff
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Thisis a
“Potemkin
market”, says David
Rosenberg of Gluskin Sheff -
It might look normal on the
surface, but dig deeper and
it's anything but. Even “after
ten years of free money”
from central banks, “we are
stuck in a deflationary debt
trap”, the oft-bearish analyst
argues. This unpromising,
disinflationary backdrop has
helped to prop up equities,
but only because low
Interest rates have enabled
companies “to buy back
their stock in droves and
mask a downturn in
corporate profits”.

You need only look at the
global bond market to see
that we are in unprecedented
territory. Around “$15trn
1£12.4trn] of global
iInvestment grade bonds”
now trades with a negative
coupon (in other words,
iInvestors holding until
maturity are guaranteed to
lose money, in nominal
terms at least). Meanwhile,
“safe haven” assets such as
gold, the Japanese yen and
the Swiss franc are doing
well —indeed, the yellow
metal has outperformed the
S&P 500 so far this year -
while “risk-on” assets such
as oil and iron ore have been
hit by the “weakening global
demand outlook”.

Another sign that investors
should be cautious? Warren
Buffett (pictured) has been
pulling money out of stocks
this year. During the three
months to the end of June,
the US investor’s investment
vehicle, Berkshire Hathaway,
sold $1bn more worth of
stocks than it bought,
according to Bloomberg.

So “someone out there with
deep pockets recognises
that the ‘fundamentals’

are not so great after all”,
notes Rosenberg.
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City view

HSBC s at a crossroads

What route 1t takes next will determine whether it can remain a leader in global banking

Matthew Lynn

‘ City columnist

John Flint had only served for 18 months as
chief executive of HSBC, one of the world’s
biggest banks, and had barely had enough
time to make any changes to its strategy

or operations, and then he was gone.

On Monday morning, HSBC announced
that he was stepping down and that an
interim leader would be installed while it
searched for a permanent replacement.

Flint’s ousting may appear harsh.

A long time HSBC banker, he rose to the
top and the results that were released at

the same time as the news of his departure
were hardly terrible. HSBC chalked up a
16% rise in profits,
and announced a
$1bn share buyback
programme. There is
no crisis and no hint
of scandal. Compared with most of its rivals
across Europe, it 1s in robust health.

And yet its performance has been
plodding. On Flint’s watch, the shares have
dropped by 17%. Since the start of this
year they have drifted aimlessly while the
rest of the market stormed ahead. Flint’s
plans for investing more in I'T, for trying
to turn around its American unit, and for
concentrating on growth in China, were
all worthy enough. But they were hardly
setting the world on fire. His successor will
need to make some hard choices.

First, he or she will need to decide
whether its real opportunities are in Asia,
Europe or the US. It is impossible to focus
on all of them. More importantly, the bank
needs to decide whether, in a world where
China and the US are engaged in a bitter
trade war, and where most of Europe is
putting restrictions on Chinese investment,

Who's getting what

@ Priti Patel, the home
secretary, was paid
£1,000 an hour as a
“strategic
adviser” to US
communications
company Viasat,
which supplies
products and
services to the
Ministry of Defence.

Her contract was for an
expected commitment

of five hours a month for
three months, and ended
on 31 July. Patel (pictured)
Is also a non-executive
director of Accloud Plc,
which provides accounting
software to small
businesses, for which

she is paid £45,000 a year
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“HSBC needs to decide
whether to ditch branch
networks completely”

for working 20 hours
a month, and has
shares and share
optionsinthe
company.
Accloud made
a pre-tax loss
of £18.7m In

the year to
March 2018.

® Jane Austen probably
earned just £310 from sales
of her third novel, Mansfield
Park, the equivalent of
£22,000 today, suggests the
Bank of England, after
research into her financial
records and purchases of
“Navy Fives” — securities
that offered a 5% annual
return. She earned £110

it can straddle that divide. It is great to be

a bridge between East and West, but it
may turn into a no-man’s land. HSBC may
have to split into Chinese and European/
US wings, perhaps in a loose confederation
with the same brand and similar
shareholdings, but separate management.

Some tough decisions
Next, the bank needs to decide whether it
wants a serious position in Europe. It has a
decent position in France, especially in the
Paris region, and smaller operations in other
places. But it is a long time since it has made
a serious acquisition inside the eurozone.
It needs to have a bigger presence in that
market. One obvious candidate? Deutsche
Bank is desperate to find a partner, and
its lock on German
business banking
would be an obvious
fit. If HSBC isn’t
willing to take a risk
on that it might be better off pulling out of
Europe completely — there isn’t much point
in being a marginal player.

Third, HSBC needs to decide whether
it can be both a retail and capital markets
bank. It has managed to avoid the disasters
in investment banking that have crippled the
likes of Deutsche or Royal Bank of Scotland
over the years. It has kept its investment
bankers disciplined and focused on making
money for the parent company. And yet the
tension between the two types of banking
remains. HSBC might be better off choosing
retail and business banking — and letting the
investment bank go its own way.

Finally, it needs to make up its mind
where the real growth in banking is.
Over a century, HSBC has grown by taking
stakes in different territories. But the real
divide may not be between continents and
countries, but between analogue and digital

from the sale of the
copyright of Pride and
Prejudice and £140 from
Sense and Sensibility. Her
total income from writing is
estimated at just £631
before tax, or around
£45,000 in today’s money.

® Burberry CEO Marco
Gobbetti has been given
161,849 shares in the
company, worth £3.7m, but
Is unable to sell them until
2024. Gobbetti, who took
over in July 2017, was paid
£3.9m last year, says This s
Money, which included
£1.1m of salary and £1.3m
bonus, plus pension
contributions, benefits and
“share-based awards”.
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banking. Amazon and Google are now

the real threat, along with dozens of new
fintech companies. This may be the moment
to make a radical break with the past and
ditch branch networks completely.

HSBC came through the financial crisis
relatively unscathed. In many ways, it has
one of the best positions of any global bank.
It has a strong retail presence in Britain and
Hong Kong. It is one of the few Western
companies with deep roots in China. It has
at least a presence in every major economy
in the world. HSBC has the assets to become
potentially the most successful financial
institution of the next decade. But it is at
a crossroads —and the new CEQO needs to
decide where it wants to go next.

Nice work if you can get it

The new education secretary, Gavin
Williamson, could end up being paid
more for being sacked as defence
secretary by Theresa May when she was
prime minister than he would if he'd
stayed on in the Cabinet, says The
Independent. Williamson was sacked in
May after he was accused of leaking
details about Cabinet discussions about
Huawei’s role in the UK's telecoms
infrastructure, and was entitled to three
months’ pay-£16,870. But Boris
Johnson appointed him as education
secretary as soon as he became PM -
just 84 days later. Meanwhile, Johnson’'s
Cabinet reshuffle could end up costing
over £260,000 in severance payments to
ministers who either resigned or were
sacked, reports the Daily Mirror.
Fourteen Cabinet ministers are entitled
to £16,876 each, while three lower level
ministers can claim £7,920 each,
bringing the total to £260,024.

moneyweek.com



Funds

Head for the frontier in Georgia

This London-listed investment fund Is trading on a big discount and looks a good bet for the brave

David Stevenson
Investment columnist

One of the great virtues of
the London stockmarket
is that there’s a healthy
number of funds to appeal to
investors looking for the next
frontier. One of the lower-
profile examples is Georgia, a
destination that probably isn’t
on the radar for many people,
but represents an interesting
prospect for the brave investor.

Solid fundamentals

Georgia is a tiny state nestled
on the western edge of the
Caucasus mountain range. It
has a population of just

3.7 million, yet boasts a
number of advantages. Its
government 1s trying to stay
friendly with the West as well
as with Russia — although every
once in a while its overbearing
northern neighbour throws a
tantrum and threatens exports.
National markets are steadily
opening up to international
competition (Turkey is one key
trading partner) and Georgia
1s keen to position itself as a
transit point in trade between
Central Asia and Europe. Its
lack of commodity wealth

i1s also probably something

of a positive, making local
businesses work harder for
their profits. The economy

has been growing at a fairly
steady 4% to 6% clip since
2017 with inflation on target
to stay below 3%, and a
rapidly improving trade deficit.

US hedge fund ValueAct “is scouring
Japan for more investments as some
of the country’s biggest companies

come under pressure from

shareholders to boost profitability”,
says Lina Saigol in Barron’s. The fund
scored a notable success in Japan
earlier this year, when it won a seaton
the board of Olympus, the camera
and medical-device maker - the first

time that an American activist

investor has become a director of a
Japanese firm. Toshiba, the industrial
conglomerate, has also appointed a
non-Japanese director, as part ofa
settlement with King Street Capital,
another US hedge fund, while Third
Point —run by high-profile activist Dan
Loeb - is pushing electronics giant
Sony to sell its stakes in other listed

firms, including Olympus.
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National finances look stable
with interest rates at 6.5% and
central-bank foreign-exchange
reserves steadily growing.

A promising fund

Bank of Georgia, a local bank,
has been listed on the main
segment of the London Stock
Exchange since the spring of
2012. Back in 2018 it decided
to demerge into two separate
businesses: Bank of Georgia
(LSE: BGEO), the banking
business; and Georgia Capital
(LSE: CGEOQO), the investment
fund business.

At the time I thought that
this investment arm was
interesting, but timing wasn’t
ideal and the demerger took
place at net asset value (NAV),

inmvest
s Ay

!
J

which I thought might be a
bit rich. Rows then developed
with Russia, which helped
knock sentiment and since
the demerger the shares have
drifted ever lower. At the
current share price of around
£10 a share, the discount to
NAYV looks to be about 30%,
which strikes me as better.

In simple terms, Georgia
Capital is a hybrid fund,
containing of two main
components. The biggest chunk
(60%) consists of substantial
holdings in Bank of Georgia
(19.9% stake) as well asa 57%
stake in Georgia Healthcare
(LSE: GHG). These are both
performing well. Georgia
Healthcare has recently
announced a dividend policy,

@iStockphotos

and plans to pay out 20%-

30% of annual profit. Bank of
Georgia’s shares are still lowly
priced, trading at 1.4 times book
value, on a price-to-earnings
ratio of around five and a
dividend yield of over 10%.

Fast-growing private equity
The other portion of the
portfolio is a fast-expanding
range of private-equity
holdings. Recent investments
include an 80% equity interest
in Green School, the leading
affordable private school, and
an 80% interest in Amboli,
the second-largest auto-service
firm. In March, Georgia
Capital’s drinks operation
acquired the brand name and
commercial assets of Kazbegi,
the country’s oldest beer brand,
for $3.65m (£3m). Meanwhile,
the renewable energy business
has commissioned the 30MW
first phase of the Mestiachala
hydro power plant, with a
further 20MW second phase
under way.

This frenetic pace of activity
shows up in the latest reported
quarterly numbers which
showed a 7.2% return in local
currency terms for the first
quarter of this year (3.5% in
sterling terms) — comprised
of a 12.1% total return in
local currency from the listed
portfolio companies and a
2.1% total return from the
private portfolio companies.
Overall, I think Georgia
Capital now looks like a good
bet as long as Georgia can keep
on good terms with Russia.

B Embattled fund manager Neil Woodford
“suffered a new blow on Wednesday when one
of his most successful investments, litigation
funder Burford Capital, came under attack”, say
Michael O'Dwyer and Harriet Russell in The Daily
Telegraph. Shares in Burford plunged by 50%
after Muddy Waters, a high-profile short-seller,
“accused the company of ‘egregiously
misrepresenting’ its returns”. The firm was a top
ten holding in Woodford’s now-suspended
Equity Income Fund when details of that fund’s
portfolio were last provided and Woodford
Investment Management held more than 7% of
Burford’s shares according to the latest available
data. In an initial response to Muddy Waters’
claims, Burford said that its “cash position and
access to liquidity is strong”, its “returns are
robust” and it “uses the same IFRS accounting
that is used widely across the financial services
industry and has used consistent accounting
policies for many years”.

Short positions... Woodford walloped again

M “Boris
Johnson’'s pro-
Brexit backer
Crispin Odey
[pictured]

has made a
£300m bet
against British
businesses,” say
Caroline Wheeler and

Rosamund Urwin in the FT. Odey’s hedge
fund has taken out short positionsin a
number of “flagship British groups”
including Royal Mail and shopping-
centre owner Intu. He also hasa £17.6m
bet against Metro Bank, the struggling
challenger bank. Odey —-who donated
£10,000 to Johnson's leadership campaign
iIn June —made £220m by betting that a
victory for Leave in the 2016 referendum

would cause the pound to crash.

moneyweek.com
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Best of the financial columnists

Boris fritters
away a
Tory legacy

Guto Bebb
The Times

When I was elected as a Conservative MP in 2010, the incoming
government was bequeathed a “financial disaster of biblical proportions”,
says Guto Bebb. Not for the first time, it fell to a Tory government to
“clean up a mess” created while Labour was in charge, with the loose
finances of the Labour government post-2001 being compounded by

the impact of the great financial crash of 2008. The resulting period of
austerity made for “difficult and challenging” decisions. Yet they were
necessary to restore fiscal discipline, and by 2017-2018 the deficit was
back down to 2% of GDP. But with government debt still at 86% of GDP,
the job is not yet done. That is why it is so alarming to see our new prime
minister frittering away all of that progress on a flurry of new spending
promises. Worse, the splurge is not on investment for the future, but a
reckless attempt to distract voters from a looming no-deal Brexit for
which he and his fellow Brexiteers are responsible. The grinding years of
pay freezes and budget cuts endured by the armed forces, nurses, teachers
and pensioners are being betrayed. “Never has so much been sacrificed by
so many to protect the reputations of so few.”

Brazil’s buzz
saw will
harm us all

Editorial
The Economist

The world’s forests provide a livelihood for 1.5 billion people and, for the
other 6.2 billion of us, a “fragile and creaking” buffer against climate
change, says The Economist. Yet tree loss in the tropics has accelerated by
two-thirds since 2015 because of drought, logging and the appropriation
of land to farm soybeans and beef. Now the Brazilian president, Jair
Bolsonaro, has “gleefully taken a buzz saw” to this natural wonder in the
name of development. He has been stripping parts of the forest of their
protected status and, despite his law and order platform, made clear that
illegal loggers have little to fear from the authorities. Since he took office,
“trees have been disappearing at a rate of over two Manhattans a week”.
That is pushing the Amazon forest perilously close to a tipping point at
which it can no longer recycle the water it needs, thereby accelerating

the deforestation. Climate change is bringing that tipping point closer
every year as the forest heats up. The farmers who the president claims to
support will be the biggest victims if droughts scar the region and other
nations boycott the products of illegally logged land. The world must
make clear that it “will not tolerate Bolsonaro’s vandalism”.

Hong Kong’s
unrest has
deep roots

Graeme Maxton
South China Morning Post

Politicians wondering how to calm civil unrest in Hong Kong should start
with the economy, says Graeme Maxton. Far from being a “knee-jerk”
reaction to the latest policy developments or the failure to pass democratic
reforms, the discontent of local residents is “deeply rooted and has been
growing for many years”. British colonial rule bequeathed Hong Kong

“the most unrestricted neoliberal version of the free-market system on
Earth” and an accompanying ideological certainty that “almost any sort of
restriction on economic activity was wrong”. The result is a territory with a
vast gulf between rich and poor, combining low wages for the majority with
“vast economic sectors dominated by a handful of enormously powerful
companies”. High rents leave thousands of people sleeping inside minuscule
“cage homes”. A weak social safety net sees the elderly “collecting
cardboard on the streets well into their 80s so they can get a bowl of

rice”. The rising level of injustice was always going to result in widespread
resentment and anger. Restoring public order in Hong Kong will not
happen through heavy-handed policing. It is time the city government did
“what it is there for; to govern in the interests of the majority”.

Moral puri
will leage tlg
arts broke

Lionel Shriver
The Spectator
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The vice-chairman of New York’s Whitney Museum of American Art

has become the latest figure in the arts world to be hounded from his

role by self-righteous protesters, says Lionel Shriver. Warren B Kanders
has already donated $10m (£8.2m) to the institution, but his ownership
of Safariland, a business that manufactures law-enforcement supplies
reportedly used on the US-Mexico border, has damned him forever

in the eyes of all right-on people. Kanders finally, and stiffly, resigned

— presumably taking his fortune and any future donations with him.
Meanwhile, in London, the British Museum is facing a clamour to
jettison the sponsorship of “climate monster” BP. It is certainly a “curious
version of chastisement: refusing to let people give you their money”, but
apparently galleries accepting tainted cash are complicit in the brand-new
crime of “artwashing” — which “does not refer, alas, to refurbishing Old
Masters”. Cash travels through so many hands that “all money is dirty” if
you go back far enough. What matters is what you do with the stuff “once
you get your mitts on it”. This self-congratulatory obsession with moral

purity threatens to leave our great cultural institutions “beyond reproach,
and broke”.

Money talks

“You're looking
at... $750,000 to
$1m for one
week. You
have to make
‘screw-it
money.. |
don’t have my
definition of
screw-it money.”
CBS News anchor
Gayle King (pictured)
explains why her new $11m
contractisn’t enough to
finance her dream of
chartering ayachtto take a
cruise, quoted in The
Washington Post

“l can spend a thousand
quid by blinking. | bought
two cashmere scarves in

Paris: one for a friend who l
was visiting here, and |
thought, ‘I'll have a second
one for me.’ | love buying
presents. | also buy a lot of
shoes that | think are going
to be nice, and | actually
never wear them.”
Singer and actress
Jane Birkin, quoted in the
Evening Standard

“The salary is not fantastic
In comparison with, say,
the CEO of a multinational
company. Most
ambassadors are on around
£60k, the top ones are on
£110k. You might get to live
in an amazing residence,
but in Athens the embassy
was a beautiful house with
a ballroom, while the
ambassador’s living
quarters was a two-
bedroom flat in the attic.”
Peter Millett, a former
ambassador to Jordan and
Libya, quoted in the
Evening Standard

“Tomakeitin
[showbusiness] you need
to be one of two things:
either supremely talented
or supremely beautiful.
And you, son, are neither.”
David Croft, co-writer
of Dad’s Army, to his
17-year-old son Richard -
who became a successful
property developer instead
—quotedin The Times

“llook for the type of guy in
London who gets up at 7am
on Sunday morning when
his kids are still in bed, and
logs on to a poker site so
that he can pick off the US
drunks coming home on
Saturday night. | hired a
guy like that.”

British billionaire Mike Platt,
co-founder of the hedge
fund BlueCrest, quoted
in a Price Value
Partners newsletter

moneyweek.com
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Best of the blogs

The EU’s new

climate tax

bruegel.org

The incoming president of the
European Commission, Ursula
von der Leyen, has “highly
ambitious plans” for tackling
the issue of climate change, says
Jean Pisani-Ferry. In her first
100 days in office she intends to
propose a European Green Deal
as well as legislation that would
commit the EU to becoming
carbon neutral by 2050, and

to halving emissions relative to
1990 levels by 2030.

But the truth is that the EU
(including the UK) is a “minor
contributor” to climate change.
Its share of global carbon
emissions has declined from
99% two centuries ago to less
than 10% today (in annual, not
cumulative terms). While the
EU is cutting its emissions by
1.5 billion tons, in 2030 the rest
of the world is likely to have
increased them by 8.5 billion.
Given the risks of a political
backlash — von der Leyen’s

plans “will inevitably cost
jobs, curtail wealth, reduce
incomes and restrict economic
opportunities, at least initially”
— how can this possibly work?

Europe’s best hope
The best hope for success is the
size of Europe’s market, which
still accounts for some 25% of
world consumption. Because
no global firm can afford to
ignore it, the EU is a major
regulatory power in areas such
as consumer safety and privacy.
Moreover, European standards
often gain wider currency
because manufacturers and
service providers that have
adapted to demanding EU
requirements tend to adhere to
them in other markets too.

Yet even this is likely to
be insufficient to curb global
emissions and meet the
targets laid down in the Paris
agreement on climate change.
So von der Leyen in her address

©Getty Images

Ursula von der Leyen “drops a bomb”:
she has bold plans for the environment

=

2

to the European Parliament
“dropped a bomb”: she
promised to introduce a border
tax aimed at preventing “carbon
leakage”, or the relocation of
carbon-intensive production to
countries outside the EU. This
measure should both “correct
competitive distortions and
deter those tempted to abstain”
from global agreements.

Such a tax will
“win applause” from
environmentalists, but it
“won’t fly easily”. Free traders
will “cry foul. Importers will

=%
v

protest. Developing countries
and the US will portray the
measure as protectionist
aggression. And an already
crumbling global trade system
will suffer a new shock”.

[t is ironic that the EU,
“which has relentlessly
championed open markets”,
looks likely to trigger a conflict
over curbs on free trade to
protect the planet. “But this
clash is unavoidable. How it is
managed will determine both
the fate of globalisation and that
of the climate.”

Our 1nvisible economic miracle

ael.org

Official data continues to underestimate the power of new technology, says Bret Swanson. I have
estimated, for example, that to buy the basic building blocks of an iPhone XS in 1991 would have cost
$28m. Yet such extraordinary progress is not captured in official statistics that measure growth. A
report from Goldman Sachs, “Productivity Paradox v2.0”, attempts to sum up recent work on this.

It estimates that “consumer surplus” — the difference between the price consumers actually pay for a
product and the price they’d be willing to pay —adds around 0.2 percentage points to nominal GDP.
This is the economic value of things we are essentially enjoying for “free” — cheap broadband, Google
Maps, and so on. Products and services that replace older, more easily measured products and services
— Uber, Airbnb and so on —add another 0.2 percentage points. Overestimated inflation and properly
accounting for the sums businesses spend on internal information technology together add another 0.6
points. All told, Goldman Sachs thinks actual annual GDP growth could be a whole percentage point
higher than we think. That seems high, and the estimates are, of course uncertain, but the direction of
travel seems right. New technology is boosting our economy in ways that are not always entirely visible.

Four laws of
the universe

collaborativefund.com/blog
Truths figured out in one tield of
study often apply to others, says
Morgan Housel. Here are a few
laws that hold universal truths.
1. Expect miracles. In a
world with seven billion people,
the odds of a one-in-a-billion
event are pretty good. In the
course of a life, according to the
mathematician who formulated
the law, miracles happen at the
rate of roughly one per month.

moneyweek.com

2. For every PhD, there
is an equal and opposite
PhD. Experts tell one side
of a complicated story in an
infinitely complex world.
Expect differences of opinion.

3. When a measure becomes
a target, it stops being a good
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measure. Set a big sales target,
for example, and your workers
will focus on hitting the target
at the expense of things that are
equally important; or they’ll
game the system to meet the
goal in a way that distorts the
benetit of achieving that goal.
4. It’s hard to retrace the
pathway to success. The
contributing factors that
lead to success are many and
complex so i1t’s hard to repeat
the trick. Once a brand has
lost its reputation, it remains
lost, for example, and star fund
managers struggle to remain
stars when they change jobs.

What does the data
say? Nothing...

gz.com
After “millennia of relying on
anecdotes, instincts and old
wives' tales”, today we demand
that arguments be backed by
data, says Andrea Jones-Rooy.
That’s all forthe good. But it's
easy to forget that data
collection and analysisis a
human activity. “The data
doesn’t say anything” —we do.
It pays to be aware of the errors
that can creep in to data.

There may be random errors,
for example —the data recorded
Is jJust wrong for some reason.
There may be systematic errors
—where some data consistently
makes its way into your dataset
at the expense of others. If you
measure public opinion from
Twitter posts, for example, you
may forget that most people
don’ttweet. Finally, there may
be errors of choosing what to
measure. A boss may hire
someone who has beento atop
university thinking this is a
measure of their talent, for
example, when it may just be a
measure of their membership of
the right class. In short, don't
assume that because someone
has attached a number to
something that it is now the
truth. Ask yourself what might
be missing from the picture.
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Cover story

How to profit as technology

transforms the way we learn

Education and training could be a S10trn business by 2030. Innovations such as e-learning and digitisation
will offer huge opportunities for investors to cash in on the boom, says Stephen Connolly

“Spending
on education
is forecast to
reach $10trn

per year
by 2030”
MoNEYWEEK

Medical breakthroughs, new technology and the
disruption of established industries have become part
and parcel of daily business news. By comparison,
education and training can seem much less exciting,
despite being critical raw materials for innovation and
advance. A dynamic, cutting-edge and productive
global economy is a result of a highly skilled and
educated workforce. And in the same way that
businesses must become increasingly nimble and
adaptable with products and services, so too must the
process of training the workforce of the future.

Global workers, often facing significant financial
vulnerability and inequality, can see that their
knowledge and skills are a passport to career
progression, higher incomes, and better living and
working conditions. At the same time, businesses
can’t allow their employees’ skills to fall behind those
of competitors — making corporate investment in
training an imperative. These are powerful drivers:
an individual’s instinct to progress and a business
manager’s need to compete and succeed.

Serving them has helped to make education and
training a significant industry with an attractive
outlook. Spending on education was estimated at some
$5trn (£4.1trn) in 2015 and is projected to double to
$10trn by 2030, outpacing global economic growth,
according to researchers HolonlQ. Witnessing the
positive trends back in 2012, John Fallon, who had
just taken over as chief executive of Pearson — the
olobal education and publishing business — said that
he thought education “would turn out to be the great
oerowth industry of the 21st century”.

What education means for investors

Understanding how these changes could benefit
Investors requires a better appreciation of what
education means. Unlike, say, the oil, mining and
banking industries, there’s no clear-cut sector of
businesses involved in education. Furthermore, many
people are used to thinking of education provision

as largely a not-for-profit activity — in the UK, for
example, there are state and private schools, but the
latter hold charitable or similar statuses and don’t have
shareholders. But of course, it’s for-profit businesses
that are of interest to investors. They’re not new and
their success differs depending on the education
services they offer, but their presence and influence are
growing as they emerge in new niches, or even disrupt
established but outdated education practices.

Think of global, borderless education emerging from
an accelerating use of the still under-utilised internet;
training delivered via the ubiquitous mobile phone;
virtual reality applications to enhance experiences
and take training to new levels; and gamification —
employing video-game technology to engage with users
and make them come back for more. These sorts of
initiatives and breakthroughs are leading to premium
share prices and strong growth expectations in other
sectors. Niche and imaginative for-profit approaches to
education should be little ditferent.

The best approach is to break down for-profit
education into key parts: schools and colleges;
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e-learning and professional/trade certification;
textbooks, digitisation, distance learning and virtual
attendance; and student accommodation and facilities
management. This in turn gives a better idea of how
various education and training trends are likely to
translate into growth for investors.

A world of increasing regulation, for example,
means whole industries have to put their staff through
courses to get certificates — often annually — under
continuous professional development that confers
a level of competence required to continue in their
roles. Financial services in the UK are a good example.
Some employees undertake more ambitious training
up to, and including, masters degrees to augment
skills or build specialisms — a junior lawyer studying
intellectual property and patent law in-depth,
perhaps. Or there are staff who must have regular
training to keep their skills up to date — aircrew hours
in flight simulators would be an example.

At the same time, there are individuals who pay
to undertake study to enhance their career prospects
at their own expense and in their own time. Global
population growth and an expanding middle class are
drivers of this trend. Competition for good jobs and
careers 1s high and, for many, the investment required
1s a price worth paying. In countries such as the UK,

a common piece of urban wisdom passed on is the
importance of saving for a deposit to get on —and
stay on — the housing ladder. In areas such as London,
however, it’s redundant for many younger first-time
buyers who have been priced out of the market and
for whom the prospect of owning a property seems

to keep getting further away. For the ambitious,
accelerating their careers and income can be attractive
as a means of catching-up. Rather than putting down
a deposit for bricks and mortar, some are choosing to
invest to lay down the building blocks of better jobs.
The words of 18th-century US politician Benjamin
Franklin seem as relevant today as they doubtless
were more than 200 years ago: “An investment in
knowledge always pays the best interest™.

Global demand

Look beyond the UK to regions such as the Far East
and the demand for further education is higher than
in developed markets. The global middle class, a
grouping that represented barely 5% of the global
population in 1950, could make up nearly two-thirds
by 2030, says The Brookings Institution think-tank in
Washington. In 2015 the middle class spent $35trn on
goods and services, a figure expected to leap to $64trn
by 2030. Only a fraction of that increased spending
will be from today’s advanced economies — it’s mostly
coming from countries such as India, China, Vietnam,
Indonesia and Brazil. Education is likely to be a big
beneticiary of the increased private-spending power —
and is likely to be further boosted in some countries by
government support.

These factors together are making for a particularly
fast-growing learning sector. But it goes both ways
— other countries with ageing, rather than younger,
populations still need to push education. Getting
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Technologies such as virtual reality will play an increasingly important role in the classroom

older in a demographically older population may

mean working beyond typical retirement age. That

will require more ongoing development training and
refreshing skills to switch to more suitable employment.

And, once in retirement, a number of people return
to education to pursue personal interests. This is an
important distinction to note because, unlike career
development and corporate training, it plays into the
theme of millennial aspiration. There is undoubtedly
a shift that favours personal experiences and a more
balanced lifestyle. Education is one route to fulfilling
this — it’s less about degrees and more about bite-sized
courses in skills such as painting or music as well as
life-coaching and mentoring.

More importantly, perhaps, those who can learn
from and understand how millennials respond to this
type of training can design the kinds of corporate
courses that will engage and prove popular with
them — millennials are growing into a dominant force
socially and in the workforce.

Digitising education

There are many elements to education, but the most
profitable hunting ground for investors is likely to

be in innovation and the disruption of traditional
approaches. Among the areas where this is occurring
is digitising the delivery of courses and the further
development of qualifications that can be achieved
online without physically attending a bricks-and-
mortar institution. This significantly opens up
education to many more people anywhere in the world
as the physical limits of capacity are removed. And,
once the initial investment in developing the course,
online portal and content has been made, each new
pupil becomes extremely profitable over multiple course
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cycles even with syllabus updates and revisions. Not
everyone can access colleges due to time and mobility
constraints or personal commitments, and this should
underpin demand for online distance learning, which is
already showing good growth. Babson Survey Research
Group, which has analysed trends in the US, reports
consistently rising uptake of online courses for well
over a decade. And the US Department of Education
reports that 15.7% of all students in 2017 were enrolled
exclusively on an online course, up 4% compared with
2016. A further 6.4% were studying online as well as
taking other courses.

Major textbook publishers such as Pearson and
McGraw-Hill have been going digital and reducing
physical printing. What were once simply books are
becoming interactive study aids, or even developing
into standalone course modules. Accelerating
digitisation goes hand in hand with online education
offerings, although digital books also have wide
application with students in traditional colleges.

E-learning goes mobile

Many of the approaches being adopted at colleges and
other institutions to engage with students remotely in
a compelling way are being picked up by e-learning
developers. This is not unique to the corporate world
(there are many subjects that aren’t work-based at all),
but e-learning has been especially fast in establishing
itself as a routine part of life for workers as employers
seek to boost skills or put in place a programme

of short courses that help meet legal or regulatory
requirements. This can mean anything from

setting out health-and-safety rules, defining what

Continued on page 20

“Major
textbook
publishers
have been
going digital
and reducing
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discrimination is, or knowing when a customer should
be suspected of an offence such as money laundering.
E-learning has already established itself as a
multi-billion dollar global industry set to grow at
the best part of 10% a year to 2025, according to
researchers at Global Market Insights. Unsurprisingly,
therefore, e-learning has attracted major players from
software, consultancy and cloud computing, including
Microsoft, Oracle, Citrix and Cisco Systems. Much
of the training is undertaken on desktop computers,
but there is a strong drive to make it as flexible and
accessible as possible. The mobile phone is increasingly
seen as the platform of choice for short courses and
training. While e-learning can still seem novel and
unfamiliar to employers, its expansion and the use
of technology used in broader education is making
people more familiar with it, and happier to use it.

Making training fun

Providers of training recognise, however, that it must
be engaging and compelling because, for many, sitting,
down and completing online courses can come to

be regarded as a distraction and a chore. Techniques
are being borrowed from the world of gaming, for
example, to help with this.

Work in these areas loosely falls under the umbrella
of an aspect of the training industry referred to as
education technology, or EdTech for short. Getting
people to engage with learning is critical. At the
olobal level, more than 380 million children complete
primary education unable to read or carry out basic
maths, according to the United Nations Educational,
Scientific and Cultural Organisation (Unesco).
Anything that motivates them to want to learn and
practise is no bad thing. For workers, meantime,
who think they are familiar with e-learning, there’s
much still to come. Forget the clunky PC-based
slides with the ten-question quiz. Get ready for
enhanced digital whiteboards; machine learning
and artificial intelligence developments that assess
whether an employee really understands and shift
the training dynamically; virtual reality to make
training as realistic and practical as possible; and
adaptive learning in which computers monitor where
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The gamification of education is one way to keep people learning for longer

employees’ skills are weak and direct individual
programmes of learning until they’re satisfied that
oaps have been filled.

Physical institutions won't disappear
Of course, despite all these advances there will still be
universities, colleges and many other types of learning
institution. Investors will be drawn to the advanced
developments, but there are still more down-to-earth
ways to profit from education. An important one is
real estate — specifically, student accommodation.
Good centres of academic excellence want to attract
well-funded and competent students from all over the
world. Modern, secure accommodation can be an
important consideration. Building in certain locations
allows property developers to demonstrate a required
commitment to social provision. For investors, the
rental streams, particularly from financially-backed
overseas students with few alternative living options,
can be reliable. This increases by seeking out the most
committed students who are less likely to drop out —
masters or PhD students, for example.

So there are clearly many options for investors in
the broad world of education. Below we look at some
stocks that give exposure to many of these themes.

Four plays on the education sector

“E-learning is
set to grow at
10% per year
to 2025”

UK-listed Pearson (LSE: PSON)
has been trying to grow market
share by digitising its academic
materials and textbooks. It is
also active across education
more broadly, with e-learning,
professional certifications and
virtual schools. Adjusting to
the changing nature of
education has been a drawn-
out process and there have
been disappointments for
iInvestors. However, there are
signs that a revival is finally
gaining traction —while recent
half-year sales were up just 2%,
profits rose 35% to £144m, and
the market responded
positively. Pearson has still got
progress to make and critics to
disprove, but this could be a
good opportunity to buy into a
long-awaited turnaround.

The shares trade on a price/
earnings (p/e) ratio of 14, with a
dividend yield of 2.35%.
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An alternative in the
textbook market is Chegg
(NYSE: CHGG). Once simply a
seller of textbooks, this
US-based business has
successfully transformed itself
into a dynamic digital
education-service company
with its main operations being
renting out textbooks <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>