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BAILLIE
GIFFORD
MANAGED
FUND

look like a big puzzie?

We’ve solved -
It In one fund.

The investment world likes to complicate everything. Our Managed Fund likes
to keep it really simple. It's made up of equities, bonds and cash, and we think
to generate great returns, that’s all you need. The result is a balanced portfolio

with low turnover and low fees. Beautifully straightforward, it's been answering
questions since 1987.

Please remember that changing stock market conditions and currency
exchange rates will affect the value of the investment in the fund and any

Income from it. Investors may not get back the amount invested.

Find out more by watching our film at bailliegifford.com

‘ BAILLIF GIFFORD Actual Investors

Your call may be recorded for training or monitoring purposes. Baillie Gifford & Co Limited is the Authorised Corporate Director of the Baillie Gifford ICVCs.
Baillie Gifford & Co Limited is wholly owned by Baillie Gifford & Co. Both companies are authorised and regulated by the Financial Conduct Authority.
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From the editor-in-chief...

[f you had put e L LS '!5,! f X b I * and underperforming as a result.
$100 into big US Y w | P;P-'ﬁ. ! atl i K Two years ago it relaunched with
growth stocks A L WL | e AT new managers. T he unlisted

on 31 December,

2019, you would

now have $111.

Shares in these companies are
currently trading not so much

as though Covid-19 doesn’t
exist, but as though its existence
has been a positive for their
businesses (which you can argue
— they’re mostly tech stocks) and §
as though they were not already o~
overpriced in December (harder
to argue). Look at the speed and

holdings have been significantly
cut (to below 109%) and matters
are much improved. However
you can still buy the revamped
portfolio at a 19% discount.
’m also interested in
Henderson Opportunities
(LSE: HOT) — run by James
Henderson and Laura Foll who
also run Law Debenture (one
of the trusts in the MoneyWeek

The UK is opening for business — and the market is cheap model portfolio). This trust is
| more focused on small caps

scale of the recovery of many of “Despite SOdf”iﬂg tech stock valuations, there than the latter and if you have

@Alamy

any faith in the stock picking
abilities and value bias of the

these stocks since March —and
they are the ones most discussed

remains good value in markets as a whole”

in the media — and you will have only one taken into account, dividend yields are fund managers (which we do) the shares

thought: “There’s a bubble out there.” high and valuations perfectly reasonable should be pretty interesting on a discount
(seepage ). of 20% to their NAV. If investment trusts

There is still value to be had on discounts are your thing (they probably

Not so fast. Do not for a second think that  Two cheap investment trusts should be) turn too to page 17, where Max

just because US tech stocks are suffering [f you like the idea of cheap (trust me, you  looks at the private equity sector.

from a gloriously exuberant bout of do), and you want to find a way to hold Finally a reminder that where and

optimism bias, there is no long-term value ~ some of the market’s most interesting whenever you invest you should do so with

in markets as a whole. There is. In both assets at a discount to their net asset value  at least some thought (see John’s Money

Europe and the US, says Verdad’s Brian (NAV) you should also listen to our latest Morning newsletter from 24 June at

Chingono, cheap stocks are genuinely podcast (at moneyweek.com/podcasts) moneyweek.com/wirecard-lessons). Turn

cheap. Take the cheapest 20% in the with Nick Greenwood of Premier Miton. to page 7 for the shocking story of what

market (the “deep value” stocks) and you Greenwood runs a fund of investment can happen when you don’t. I really hope

will see they trade at significant discounts  trusts, chosen in large part for their price none of you went into last week holding

to their long-term averages — in Europe the  (he looks to buy at a “significant discount ~ Wirecard.

discount to the 20-year average is 13%, to their intrinsic value”). We talk about

in the US, it is 17% (although European many of the ones he is interested in at ﬂ M’)

stocks are cheaper in absolute terms). the moment on the podcast but one of - gu

Look to the UK (now moving out of particular interest might be Artemis L‘L"/\"'[
lockdown fast —see page 10) as well. Here,  Alpha (LSE: ATS), a trust with a history of Merryn Somerset Webb
even with the many Covid cancellations making unsuccessful private investments editor@moneyweek.com
A billion-dollar shocker Good week for:
When hedge fund Sir David Attenborough (pictured) is leading an appeal to raise £12m to

save London Zoo, says Elisa Menendez in Metro. The zoo is at risk of
permanent closure after it was forced to shut for 12 weeks during

lockdown. The fundraising campaign is part of a £25m rescue package
to save more than 18,000 animals at risk.

manager CQS held a call
in early April to update
investors on the 33%
loss suffered by its $3bn
flagship Directional
Opportunities fund
during March’s market
turmoil, fund manager
and founder Michael
Hintze (pictured) was
nowhere to be seen,
says the Financial Times.

Culture vultures will be deprived no more: museums, galleries and
cinemas will be allowed to reopen from 4 July (see page 10). A
report by the Creative Industries Federation showed the sector
suffered heavy losses due to coronavirus lockdowns; the sector is
setto lose £74bn in revenue, a 30% drop over last year and a loss
of 406,000 jobs in 2020, says Martin Bailey in The Art Newspaper.

Investors were disappointed, demanding an Bad week for:

explanation for why the fund had lost $1bn — its A painting of the Immaculate Conception by 17th-century Spanish

biggest monthly loss in its 15-year history. artist Bartolome Esteban Murillo suffered a botched restoration this
On a call earlier this month, Hintze explained week, prompting calls for rules governing renovation to be

what happened, reports the FT. When coronavirus tightened_, says Isambard Wilkinson in The Times. The painting’s

panic hit, many of CQS’s structured credit bets owner paid €1,200 for the makeover, but the work of the baroque

(investments in riskier derivatives of corporate artist “was returned to the owner almost unrecognisable”.

debt) “turned sour”, driving almost all of the

losses in March. Unfortunately for investors, he Clothing chain Eddie Bauer, film distributor Magnolia Pictures and ice

also reduced exposure to stocks, thus missingout ~ ¢ream brand Ben & Jerry’s joined a growing advertising boycott that

on much of the rally in both April (the best single Is targeting Facebook'’s content moderation practices, says Tiffany Hsu

month for US stocks since 1987) and May. As a ~in The New York Times. Patagonia, the North Face, and REl previously

result, the fund ended last month down around ¢ pulled away after Facebook declined to take action against

47%, a total loss of $1.4bn. z misinformation spread on the website. Facebook generates nearly all

2 1ts revenue from advertisements.

moneyweek.com 26 June 2020  MONEYWEEK
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Investors beware: inflation will

Central bankers are behaving like “an
ostrich putting its head in the sand”,

says Charles Goodhart on voxeu.org.

The guardians of the world’s currencies
have unleashed unprecedented monetary
stimulus in response to the pandemic. The
US Federal Reserve’s balance sheet has
soared by about $3trn since March to over
$7trn, more than one-third of US GDP. It
could be close to $10trn by year’s end. At
£700bn, the Bank of England’s balance
sheet is worth roughly one-quarter of
Britain’s national income. History shows
that “the correlation between monetary
egrowth and inflation” is “as long as your
arm”. Yet markets and many economists
are strikingly blasé about the risks.

CPI could spike...

For the moment inflation is quiescent. The
annual pace of UK consumer price inflation
(CPI) in May was just 0.5%, the lowest rate
in four years. Month-on-month readings

of core US inflation have fallen for three
months running. And markets expect the
pattern to continue, says James Mackintosh
in The Wall Street Journal. US bond prices
currently imply that inflation will be below
1% over the next five years.

The argument runs that tumbling oil
prices and mass unemployment make
deflation the greater immediate danger,
says Karen Ward in the Financial Times.
Analysts fear that the developed world
could follow Japan into stagnation. But

Alex Rankine
Markets editor

Consumers have been paying down credit-card
debt rather than shopping during lockdown

Yet as MoneyWeek pointed out recently, in
2020 two things are different. Firstly, the
banks are in much better shape than they
were in 2008, so extra cash seems more
likely to be redirected into the real economy
via loans rather than being used to plug
massive holes in balance sheets.

Secondly, consumers’ debt is lower —
indeed households have been paying down
credit-card debt during the lockdown. That
increases the chance of a spending surge
once all of that pent-up demand can be
released by economic re-opening.

Other trends also point towards a

energy markets : _ : more inflationary
will not remain “With state Speﬂdmg sSoanring 2020s. As Kenneth
ovzrsupplied forever and the money Supply ﬂSlﬂg Iffogofi Séaysdqn t

and consumer . roject Syndicate,
spending —artificially & old is a great store Of value” olobalisation has
constrained by depressed the prices

lockdowns — could “roar back” when
restrictions are lifted. That demand surge
will run into constrained supply as global
supply chains struggle to ramp back up,
resulting in higher prices. Within a year we
will see that inflation is “very much alive
and kicking”.

...0r rise gradually
The extreme political, health and economic
events of recent years mean that the future
contains an “extraordinarily wide range of
possibilities”, from a deflationary spiral to
a return to 1970s stagflation, reckons Neil
[rwin in The New York Times. In the short-
term inflation could be subject to a “yo-yo
effect”: just look at how olil prices have
alternately crashed and then staged a 100%
rally in a matter of months. If inflation
makes a comeback it may come not as a
sudden spike, but as a gradual trend.
Sceptics say that this view has been
proved wrong before. The global surge in
quantitative easing after the financial crisis
did not trigger a sustained rise in inflation.

MONEYWEEK 26 June 2020

of many goods over recent decades, but the
“post-pandemic world” is likely to be one
where politicians and voters reject trade
openness in favour of simpler and more
local supply chains. That may bring more
secure control over resources such as masks
and medical equipment, but consumers will
have to pay a premium for it.

Politicians learn to love rising prices
Politics is at the heart of the inflationary
outlook, says Goodhart. Economists assure
us that they “know how to deal” with
inflation, but they forget that efforts to
curb the price rises of the 1970s demanded
painful interest rate rises. UK interest rates
hit 17% in 1979. That triggered sharp
recessions and mass unemployment.

There would be little political appetite
for a repeat today. Populists of left and right
are “not going to tolerate” spending cuts
or interest rate hikes, says Eoin Treacy of
Fuller Treacy Money. It is also far easier
for left-wing radicals to argue for MMT
(“modern monetary theory”, sometimes

return
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derisively dubbed the “magic money tree”)
when central banks appear to be running
a version of it already by “actively
supplying governments with as much
money as they require”.

After “hosing down the economy with
cash” for the pandemic, policymakers will
struggle to tell voters that they don’t have
any money to spend, Albert Edwards of
Société Générale tells Mackintosh. The
shift towards more government spending is
not confined to the political fringes either,
adds Larry Elliott in The Guardian. UK
government borrowing this year is heading
towards a peacetime record, but “there is
no appetite in the Conservative party for a
repeat of Osborne’s austerity regime”.

Another reason the path of least political
resistance implies higher spending,
borrowing and inflation is that the easiest
way to get rid of huge debts is through a
rise in the general level of prices. If public
borrowing is to soar then an inflationary
spike —which erodes the real value of debt
— will suit the world’s finance ministers just
fine over the coming decades.

Gold set for hot summer

Not all markets are so complacent about
the inflationary threat. The price of gold
hit $1,760/0z this week, the highest level
since October 2012. In UK sterling terms
the yellow metal has already hit new record
peaks. In a time of soaring government
spending and an expanding money supply
oold looks like an attractive store of

value, Dominic O’Kane of JPMorgan tells
Connor Smith on Barron’s.

Investors need a hedge against currency
debasement and gold fits the bill, agrees
John Authers on Bloomberg. It pays
no interest, but in an era of negative
government bond yields not many other
“safe” assets do either. The gold market
may be set for a “summer heatwave”.

moneyweek.com
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Will it be 2008
all over again?

Are we heading for another
financial crisis? asks Frank
Partnoy in The Atlantic. Readers
will remember collateralised
debt obligations (CDOs) from
2008. These securities, which
packaged together US
mortgages, caused billions of
dollars in losses at banks.
Now we have the CLO, or
collateralised loan obligation.
A CLO “walks and talks like a
CDO” but instead of home
loans they are backed by
business loans. In the place of
“subprime mortgages”, we
have “leveraged loans” made
to “troubled businesses”. The
CLO market is bigger now than
the CDO market was in 2007.
About half of borrowing in
the $2trn US corporate
leveraged loan market has been
securitised as a CLO, says
Telis Demos in The Wall Street
Journal. Most are structured
defensively and senior holders
would be unlikely to lose
principal on even the most
pessimistic forecasts. The
products seem unlikely to
trigger serious losses for banks.
“Triple-A rated CLOs have
famously never defaulted,”
says Brian Chappatta on
Bloomberg. There are
legitimate concerns about the
sustainability of US leveraged
loans, but talk of acoming
banking system collapse is
fanciful. For instance, Wells
Fargo’s $29.7bn CLO exposure
sounds large until you see that
itis only 1.5% of its total assets.
We have many problems, but a
repeat of the 2008 financial
collapse caused by securitised
debt “isn't one of them”.

Britain offers hlstorlc value

“Those struggling to break bad
habits should take inspiration
from the eurozone,” says The
Economist. The currency bloc
blundered its way through

the financial crisis, but this
time around the response has
been swifter. The proposed
€750bn “EU Recovery Fund”,
to be financed by common
borrowing, may be a first step
towards easing imbalances
between the north and south.
The European Central Bank
(ECB) has soothed markets
with more than €1trn in
emergency bond purchases.

Why Europe lags America
The pan-European Stoxx
Europe 600 has lagged
global markets this year.
It has slipped by 12% since
1 January compared with the
S&P 500’s 4% decline. The
underperformance dates back
to 2018, when Donald Trump
started beating the tariff
drum, says Holly Thomas in
The Sunday Times. Exports
comprise 45% of euro area
GDP, making it unusually
dependent on world trade.
Covid-19 has hit Europe
hard. Credit-ratings agency
Scope Ratings thinks that it
may be 2022 before European
countries return to 2019
levels of output. Nevertheless,
things appear to be on the
mend. Positive purchasing
managers’ surveys this week
from Germany, France and
the UK look consistent with “a

Viewpoint

Investors turn?...

“British firms have been forced to cut
their dividends far further than their
counterparts elsewhere. Where can
Income investors tend
to ignore America as the yield on the
market is low at 2%; it is more than
double this in Britain. But the market is
large and within it there are a number of
stocks that distribute large payouts.
Many, such as Johnson & Johnson, the
consumer goods firm, have increased
their payment for the past 25 years or
more. Microsoft is expected to become
the world’s largest dividend payer this
year. While American dividends are
steady, one fast-growing option is Asia,
which now accounts for £1 in every £6
paid out in dividends globally... While
Asia has not been unscathed and some
companies have had to suspend their
dividends, overall the amount paid out to
shareholders inthe region is growing.”

Jonathan Jones, The Sunday Telegraph \0101 s

©Alamy
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textbook V-shaped recovery”
for now, says Carsten Brzeski
of ING. The narrative around
European shares is brightening,
says Morgan Stanley in an
investment note. The continent’s
assets have been trading on a
discount since 2010 because
of “lingering fears” about
a eurozone breakup. The
proposed EU recovery fund may
put that concern to bed.

The other market catalyst
1s Germany’s unexpected
conversion to fiscal stimulus,
says Joseph de Weck for
Foreign Policy. When Europe’s
biggest economy spends
“not only German boats
are lifted”. Germany is the
UK’s second-biggest trading
partner, so British exporters
should enjoy some uplift too.
British shares are also cheap
compared with their continental
peers. Dividend cuts and

The UK is being rubbished by the berd and looks a bargain

uncertainty over Brexit have
soured sentiment towards the
FTSE, says Ian Cowie in The
Sunday Times. That creates a
chance to buy low. With British
stocks being “rubbished by the
herd”, contrarians and value
hunters will spy opportunity.
The UK still offers one of the
best dividend yields in Europe
and hosts many “quality
companies” with diverse global
revenues, says leodor Dilov of
Interactwe Investor.

The value opportunity
is indeed historic. Duncan
Lamont of Schroders notes that
on a trailing price/earnings,
price/book and dividend yield,
basis UK shares are trading at
a 10%-20% discount to their
15-year median. Only emerging
markets come close to such a
large discount. With global
stocks so pricey, the UK offers a
rare pocket of value.
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Bl Britain’s Great Depression

Source: ONS/Bloomberg

Between February and April,
Britain’s economy shrank by a
quarter —about the same
magnitude as America’s during
the Great Depression. March
saw a slide of 5.8%, while In
April alone a fifth of our gross
domestic product (GDP)
disappeared. That marked a
record monthly drop almost

20 times worse than the
steepest fall before the virus.
Thatwas in March 2009, when
GDP fell by 1%. In the entire
financial crisis it only slipped by
6% in total. GDP is now at the
same level as it was in 2002. The
Bank of England has cut interest
rates to 0.1%, the lowest level
since it was founded in 1694,
and will soon have bought
bonds worth £745bn, the
equivalent of almost 40% of our
GDP, with printed money.

26 June 2020  MONEYWEEK
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MoneyWeek's comprehensive guide to this week's share tips

Three to buy

Concurrent Technologies
The Mail on Sunday
Aim-listed Concurrent
Technologies makes high-
performance integrated
computer systems that are
used in such varied areas as

Three to sell

telecoms, money printing and
defence. The latter is the source
of about 60% of sales and
partly accounts for its “low
stockmarket profile”. Loyal
employees who often stay with
the firm for years make for a
distinctive company culture
centred on innovation and
research. The order book is
strong and it boasts a record of
rising dividends. Buy. 108p

Wincanton

The Times

Business at Britain’s biggest
logistics firm is already

bouncing back after the
lockdown induced by Covid-19.
Activity is down by about

one tenth on last year, but the
slump seems to have bottomed
out, with revenue advancing
7% on the month in May. The
underlying business is robust,
with grocery revenue up 26%
in the year to 31 March and
merchandise growing 5.8%.
Long-term retail contracts
with the likes of Morrisons,
Sainsbury’s and Waitrose
should underpin growth
whatever turn the pandemic

takes. 194p

XP Power

Money Observer

XP Power’s equipment 1s
essential for certain industrial
and medical applications. It
has shown its resilience before;
last year profit was hit by the
shaky semiconductor market
and US-China tensions, but the
firm still managed to deliver an
impressive return on capital.
Management is shifting more
manufacturing to Vietnam in
response to the trade war. The
valuation is not cheap, but still
appears “compelling” for a
high-quality business. 3,560p

BP

The Daily Telegraph

The oil price may have perked
up, but BP’s investors are
bracing for a dividend cut.

The oil giant recently slashed
its long-term forecasts for oil
and gas prices over the coming
decades, causing it to write
£13.9bn off the value of its
assets. Management thinks that
the pandemic will only speed
up initiatives to decarbonise
the economy. The group’s solar
power and biofuel operations
give it future growth, but they
generated a minuscule slice of

...and the rest

last year’s £224bn in business
revenue. The stock has rallied
38% since the March low. That
could be an opportunity to take

profits. 322p

Domino’s Pizza

Shares

A strong brand and robust
delivery network made
Domino’s one of the early
winners from lockdown. Yet a
recent trading update provides a
more nuanced picture, showing
that customers are increasingly
opting for lower-margin items,
such as desserts. Margins are

The Daily Telegraph

The events industry has been
rocked by Covid-19, but
exhibitions specialist Informa is
well run and reasonably priced
on 11 times 2021 earnings: a
buy for those prepared to wait
for a recovery (495p). Even a
utility like National Grid has
not been spared an earnings hit,
but the dividend looks secure.

Hold (950p).

Investors Chronicle
Nestlé’s food empire
encompasses more than 2,000
brands. That makes it highly

also being squeezed by spending
on the hygiene measures needed
to keep customers and staff safe
from the virus. Rising revenue
i1s nice, but thinner margins and
less certain earnings are more
important. Take profits. 310p

Signature Aviation

Investors Chronicle

This FTSE 250 firm offers
fuelling and hangar services

to the private-jet market. The
shares have soared by 70% since
March. Yet the group’s flight
activity fell by an annualised
77% in April. Longer term,
downturns usually prompt
corporations to cut back on
private-jet spending, while long-
distance meetings are becoming,
more fashionable. On a forward
price/earnings ratio of 19 the
shares are too richly priced

given the risks. 224p

diversified at a time when
consumers’ habits are changing
and supports generous returns
of capital via dividends and
buybacks. Buy (CHF104).
Business is returning to normal
at price-comparison websites
and a period of economic
weakness could prompt more
interest in price switching, so

An American view

The slump in US inflation-adjusted restaurant sales to 36-year
lows has battered the shares of their food suppliers, says

Daren Fonda in Barron’s. That makes Performance Food Group
worth alook. Some restaurants won’t recover, but that implies
fewer miles driven and more cost-effective distribution routes.
Performance Food bought the second-biggest private distributor
in the US last year and is one of the top suppliers to independent
pizzerias, which have done especially well in the downturn. A

third of its sales stem from providing snacks to vending machines,

theatres and convenience stores; the latter have proved resilient.
One analyst sees scope for the stock to rise by 70% from here.

MONEYWEEK 26 June 2020

consider switching some cash to

GoCo Group (90p).

The Mail on Sunday

Shares in regulation, quality
control and compliance
software group Ideagen are up
more than fivefold in six years.
Some profit-taking may be in
order, but recurring revenues,
oood growth prospects and a
small dividend are reasons to
keep at least some money on
the table (180p). Translation
specialist RWS is well positioned
to harness post-pandemic
trends in I'T and life sciences —a

“cracking Aim investment”
that should deliver further
gains (577p).

Shares

Investment manager Polar
Capital focuses on structurally
growing areas such as
technology and healthcare and
has an impressive record of
delivering high returns on
equity — buy (455p). Investment
trust Hipgnosis Songs Fund
turns musical hits into
dividends, with the current
4.5% yield especially attractive
for income seekers (116p).

Last week saw America’s biggest initial public offering (IPO)

of the year, says Nathan Vardi in Forbes. Shares in Royalty
Pharma, an acquirer of pharmaceutical royalty streams, soared
by 60% when they began trading. The company sold 77.7 million
shares at $28 each, raising $2.18bn and valuing the group at
$16.7bn. The group’s founder and CEO Pablo Legorreta, a
billionaire and former investment banker, helped pioneer the
idea of investing in drug royalty streams when he set the firm
up in 1996. It bought “revenue slices of blockbuster drugs”

from Big Pharma “years before these products reached their

peak sales”.

moneyweek.com
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@ Unileveris now trading at a
“very big discount” to Colgate
and Procter & Gamble, says
Hannah Uttley in The Daily
Telegraph. No wonder. Not
only were sales stagnant in
the first quarter of the year,
but analysts also expect more
poor numbers at Unilever’s
half-year results next month.

This is putting “great
pressure” on both CEO Alan
Jope and chairman Nils
Andersen, who are clearly
worried about an activist
investor coming in to shake
things up, prompting them to
revive plans to establish a
single headquarters for the
Anglo-Dutch company in
London. However, in the
longer run they will have to
make more radical changes,
including exiting the “rapidly
declining” tea business,
though it may be hard to find
a buyer “during the depths of
a global recession”.

@ German billionaire Heinz
Hermann Thiele, who
currently controls 15.5% of
Deutsche Lufthansa,
Germany’s flag carrier, has
threatened to “shoot down”
the airline’s €9bn bailout,
because it gives the German
state too much influence in
the company, says Ed Cropley
on Breakingviews. While

he is clearly betting on

the government offering
better terms, such a move
risks “[tipping] the airline
Into bankruptcy”.

However, if Thiele was
allowed to invest more
money “on the same terms
as the government”,
Lufthansa would get its
money, “but Berlin’s role
would be diminished”. That
might even sit comfortably
with chancellor Angela
Merkel, who watered down
the original plans for the
German government to take
a 20% stake in the airline.
While other shareholders
would be less pleased,
there’s “not much” they
can do and a ‘slightly
smaller” state stake would
be “in the interests of all
private investors”.

moneyweek.com

Shares

Wipeout at Wirecard

The German blue-chip technology group, which specialised in payment-
processing, has collapsed in scandal. Matthew Partridge reports

Markus Braun, who resigned last week as
CEO of Wirecard, has now been arrested in
Germany on charges of accounting fraud and
manipulating the share price, says Simon Foy
in The Daily Telegraph. He has been accused
by authorities of “portraying Wirecard as
financially stronger and more attractive for
investors and clients” than it actually was
(see story below for details). This comes after
Wirecard admitted that €1.9bn (£1.7bn) of
cash missing from its balance sheet “probably
did not exist”. The company is “now
scrambling to stay afloat” and is considering
a “massive restructuring’.

The latest revelations have been a disaster for
shareholders, who have seen Wirecard’s share
price plunge by more than 80% over the past few
days, says the Financial Times. But things may
get even worse, since the scandal throws into
doubt the entire performance of its payment-
processing business, which was previously
deemed the group’s key source of profits. Despite
Wirecard’s talk of cost cuts and asset sales,
lenders are unlikely to accept a delay in payments
if the company “does not have much of a real
franchise that generates real cash flow”. So there
1s a good chance that equity holders “will be left
with nothing”.

Heading for insolvency?
It’s clear that there’s “little chance” of the
company paying back creditors from its existing
resources, says Liam Proud for Breakingviews.
Still, lenders might as well be patient, since
calling in the loans immediately “would tip the
company into insolvency”. The best solution
might be to extend Wirecard’s credit facility,
oiving the new boss James Freis enough time to
“put together a financial rescue plan”.
Nonsense, says Chris Bryant on Bloomberg.
Even if Freis manages to get banks to keep
extending credit, there’s the issue of whether
Wirecard “can hang onto its customers” after

~
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Ex-CEO Markus Braun faces charges of accounting
fraud and market manipulation

such an “epic failure” of internal controls

and risk management. Indeed, the fact that
there are “other providers of similar digital
payment services” means that the company is
“hardly irreplaceable”. Factor in the anticipated
“avalanche of litigation” and regulators forcing,
Wirecard’s bank to close, and its days seems
numbered. What’s more, given its behaviour,
the question 1sn’t only “whether Wirecard can
survive”, but also “whether it should”.

At least one creditor may have got out in time,
says Margot Patrick in The Wall Street Journal.
At the start of the year, part of SoftBank Group
bought €900m worth of convertible bonds from
Wirecard as part of a “strategic partnership”.
However, instead of holding onto the bonds,
which at the time were seen as providing a “shot
in the arm” for Wirecard, it arranged for Credit
Suisse to package them up and resell them to
third-party investors. The bonds now trade for
12% of face value, “stranding investors and
European private banks that bought [them]”.

The meteoric rise and fall of a fintech

The ongoing scandal is the
latest chapter in the story of
financial technology company
Wirecard, says Kevin Granville
in The New York Times.
Wirecard was founded in

1999 and flourished in recent
years as a provider of digital-
payment services, prospering
by “making contactless
payments seemingly effortless

profits and revenues. Last year
Singaporean authorities
raiding its Asian offices. The
| final straw came earlier this
month, with banks in the
Philippines, the supposed
location of Wirecard’s “missing
funds”, confirming that the
company “was not a client”.
Wirecard's collapse is a

“vindication” for short-sellers,

for hundreds of thousands of
merchants”. Customers
included Apple Pay, Google Pay
and Visa.

Praised as a “"homegrown
technology success” in
Germany, it was propelled into
Frankfurt’s blue-chip stock
iIndex, the DAX, in 2018.
However, the very same year,
Wirecard's "meteoric rise”

came to a halt, says the
Financial Times. This is
because an investigation by the
FT examined its “suspected
use of forged contracts”, while
areport by atop law firm found
“evidence suggesting
Wirecard’'s employees engaged
Iin a pattern of book-padding
and made up partners that
couldn’t be found” to inflate

who have been questioning its
accounting for years only to be
threatened with lawsuits for
“defamation”, say Paul Davies
and Juliet Chung in The Wall
Street Journal. It hardly
helped that in 2019 Germany's
financial regulator BaFin

took the“unusual step of
banning short-selling against
the company”.
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nheritance tax (IHT) is the most
unpopular tax of them all. YouGov
research suggests 59% of Britons
think IHT is unfair - more than they
criticise any other tax they might have to
pay. The polling group found support for
reform of IHT from across the political
spectrum - even Labour voters
considered the tax as more unfair than
any other in the survey.

There are some good reasons for these
attitudes. Many people resent the fact that
income and wealth on which they have
already paid tax will be taxed for a second
time when they pass it on to their heirs.
They also dislike the idea their death could
trigger a nasty tax bill — the last thing
families want to be worrying about when
they’re grieving. And with IHT usually
payable at a rate of 40%, the bill can be
sizeable — as much as £270,000 on an estate
worth £1m once the nil-rate band (the non-
taxable element of your wealth) is taken off.

Perhaps worst of all, there is real anger
that what was once a tax aimed at the
very wealthiest families has become
something that even people with
relatively modest estates may need to
worry about. [HT is potentially payable
when someone passes on wealth totalling
more than £325,000, a threshold that has
not increased since 2009. There is now an
additional allowance for people who pass

on their home to their direct heirs,
but even this only takes the allowance
to £500,000.

Even with the sharing of allowances
between spouses, given the rapid growth
of house prices in recent years, many
ordinary families are now caught in the
[HT trap. And each year, this trap springs
shut on more people. In the 2018-19
financial year, the most recent period for
which figures are available, almost 30,000
families handed over more IHT to HM
Revenue and Customs (HMRC) than ever
before — some £5.36bn. That represented
an average tax bill of £179,000 each.

More IHT pain ahead?
The problem may get worse: 2018-19 was

the ninth successive year in which IHT
receipts increased and the Office for
Budgetary Responsibility, the
independent body that scrutinises the
public finances, expects the total bill to
reach £6.3bn by 2023-24. The proportion
of deaths that trigger an IHT bill has more
than doubled over the past decade.

[HT is something of a political
minefield. Inheritance Tax has frequently
been criticised by Conservative
politicians; Sajid Javid, the former
Chancellor, even floated the idea of
scrapping it altogether in the run-up to
last year’s general election. However, with
the cost of the Covid-19 pandemic putting
huge pressure on the public finances, the

inheritance tax bill

government cannot afford to lose the
revenues that IHT generates.

Indeed, if there are to be changes to IHT,
the tax may become even more onerous.
There are plans to finally begin increasing
the IHT threshold from the 2021-22 tax year
onwards, albeit only in line with inflation.
But who knows whether this will now go
ahead? After all, estate duty, the forerunner
of IHT, went as high as 80% in the years
following World War II, when the UK was
looking for ways to pay down the debts it
had amassed during the conflict.

How to protect your wealth

[t’s not all bad news, though. There are
some relatively straightforward ways to
protect your wealth from IHT, reducing or
eliminating altogether the bill your heirs
will face. It’s important to stress this isn’t
tax evasion or even tax avoidance; rather,
it’s perfectly legitimate and sensible
financial planning.

Some [HT planning options are
relatively well-known. Making small gifts
to others - including your eventual heirs
— will reduce the size of your estate and
therefore the potential IHT bill due on it.
You can make larger gifts too: these are
known as potentially exempt transters
(PETs), because the rules say you must
live for at least seven years after gifting for
them to no longer be considered relevant
for IHT purposes. Trusts are another
option. When you move your assets into a



trust, they no longer count as part of
your estate, so there will be less wealth
on which the taxman can charge THT.

However, these well-known IHT
mitigation strategies do have drawbacks.
With PETs, for example, you're relying
on living for seven years to secure the
[HT saving. Also, money you give away,
whether through a PET or to a trust, is
no longer available to you - what
happens if, say, it turns out you need the
money to cover the cost of long-term
care in a residential home?

Business property relief

For this reason, IHT-planning strategies
that rely on a tax concession known as
business property relief (BPR) are
becoming more popular with those
willing to take on a degree of investment
risk. BPR is less well-known than other
[HT planning opportunities, but it has
certain advantages.

“You could say BPR is IHT planning
for those in the know,” says Alex Davies,
chief executive of Wealth Club, the UK’s
largest investment platform for high net
worth and experienced investors. “Not
many investors are familiar with it, but
those who are really like it.”

“YouGov research
suggests that 59%
ol Britons think
IHT is unfair”

The idea is simple. Any investments in
your estate that qualify for BPR will, under
current rules, not count for IHT purposes
as long as you have owned them for at
least two years at the time of your death.
This part of your estate can be passed on to
heirs with no IHT to pay at all.

BPR was introduced in 1976 to help
owners of family-owned businesses to
pass those businesses on to their heirs
without having to break them up to cover
the cost of IHT. That remains the case, but
the relief has been steadily extended over
the years and now applies to a much
wider range of assets — you do not need to
run the business or own all of it for it to
qualify for BPR.

Indeed, most unquoted companies -
that is, companies whose shares are not
listed on the stock market - potentially
qualify shareholders for BPR, even if you
only own a small proportion of their
shares. Importantly, shares in many
businesses listed on Aim, the London
Stock Exchange’s junior market, also
qualify. Aim-listed shares can even be
held in an individual savings account
(Isa), which protects them from income
tax and capital gains tax, so you can get
these benefits as well as BPR.

One advantage of BPR is that this is a
much quicker way to plan for IHT, since
your investments qualify after two years,
rather than the seven-year waiting period
with PETs. You also retain access to your
investments, should you need the money
for other purposes, and you stay in
control, with your wealth held in your
own name. Another plus point is that
BPR-qualifying investments do not count
towards your IHT allowance, so this can
still be set against the rest of your wealth.

Against that, all investments can fall in
value as well as rise, which means you’re
taking a risk by holding some of your
wealth in this form. Unquoted companies

ADVERTISEMENT FEATURE

and Aim-listed shares have, in the past at
least, been particularly volatile, so this
risk is elevated. They can also be more
difficult to sell - less liquid in the
investment jargon. For this reason,
investments that qualify for BPR are
better suited to experienced investors
who are happy to accept the risk of losses
as well as gains.

One option, points out Davies, is to
leave the process of managing a BPR
portfolio to an asset manager specialising
in this area. “I've always been a fan of DIY
investing but this is one area in my
opinion where it is best to leave it to the
professionals,” he says. Davies’ view is
that for many people, the risks of BPR
will be outweighed by the advantages,
particularly if they take expert advice.
“The specialist asset managers will invest
with capital preservation as a priority, but
you could still lose your money,” he
warns. “However, if your estate could
potentially face a 40% inheritance tax
bill and you don’t like the idea of giving
money away, it could well be a risk
worth taking.”

How to beat the inheritance tax trap
is available to download at
www.beat-iht.co.uk

Brought to you by

W' WealthClub

Advertorial sponsored by Wealth Club Ltd, which is authorised and regulated by the Financial Conduct Authority. This is not advice nor a personal
recommendation to invest. If unsure, seek advice. The products mentioned are high risk and illiquid and only for high net worth or sophisticated

investors. Capital is at risk. TAX RULES CAN CHANGE AND BENEFITS DEPEND ON CIRCUMSTANCES.
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Boris throws open the doors

The quarantine is over; the real difficulties only now begin. Emily Hohler reports

Britain’s “long national
hibernation” is coming
to its end, Boris Johnson
has said, but he will “not
hesitate to put on the
handbrake” if required.
On 4 July, ahead of
other countries, pubs,
restaurants, cinemas
and places of worship
will open in England.
The two-metre social-
distancing rule will be
reduced to “one metre
plus” with mitigations
such as mask-wearing.
Johnson 1s expected to
announce the lifting

of the UK’s 14-day
quarantine arrangements from certain countries
soon. The government is “walking a tightrope”,
says the Financial Times. Prominent scientists,
including David King, the government’s former
chief scientific adviser, have misgivings. Sir David
warned that it was not yet safe to relax social-
distancing rules indoors. Johnson, whose approval
ratings (along with those of the government) have
taken a big hit due to the handling of the pandemic,
acknowledged that this is “one of the biggest calls of
his premiership”, says George Parker, also in the FT.

A risky gamble?

It 1s hard to avoid a sense that, “in a race to head
off a terrible recession, lockdown is being exited
somewhat on the fly and corners are being cut”,
says The Guardian. The reduction of the social-
distancing rule was “transparently driven” by the
desire to open up the hospitality industry. The chief
scientific adviser, Patrick Vallance, and the chief
medical officer, Chris Whitty, “conspicuously
failed to offer full-throated support”. There are
“orey areas and hopeful assumptions”. The new
guidelines for pubs, which may involve registering
customers’ details, seem “ambitious”. Self-policing

STAY , CONTROL | SAVE
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Johnson: the long hibernation is over

distancing rules on
“exuberant summer
nights” will pose a
“mighty challenge”.
Although the daily
number of new
infections is declining,
it 1s still averaging
more than 1,000 -
more than France or
[taly. A resurgence of
cases in Germany and
China have “underlined
the stakes”. It would

be less of a gamble if
the UK had an effective
track-and-trace system
in place.

©5hutterstock

Testing on a massive scale is the way forward
In the report published by his Institute for Global
Change, Tony Blair says that a wide range of
rapid tests are under development and argues
that, with “government funding, commitment
and accelerated permissions”, they can be rolled
out faster, says William Hague in The Daily
Telegraph, who agrees that this should be an
“overriding national strategy”. While the cost
could run into billions, it would be “very little
compared to the costs of one day of lockdown”.
Lockdown is not only harming the economy,
it 1s “increasing inequality, social tension and
unaffordable debt”, says Hague. Cancers and
other illnesses have gone undiagnosed, hundreds
of thousands are likely to lose their jobs, and the
education of millions of young people has been
“severely damaged”. The almost instant point-of
use tests, used on a “truly massive scale” each week
as people arrive from abroad, go to a conference
or even just go out, could “produce the data to act
quickly and avoid further lockdowns”. Taking them
would become our way of life, but that is “better
than mass unemployment and widespread other
IlInesses becoming our way of life instead”.

Trump turncoat goes on the attack

ux
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Bﬂlmn a self interested crusade

adversaries’

In a scathing interview on
Sunday night, John Bolton,
Donald Trump’s longest-serving
security adviser, said that he
would not be voting for Trump in
the forthcoming presidential
election and that he posed a
“danger for the republic if
re-elected”. In an interview with
ABC News to promote his book,
The Room Where It Happened,
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Bolton described the president
as “stunningly ill-informed”,
“erratic and impulsive” and
motivated only by his wish to get
re-elected, says Aime Williams
inthe FT. He said that Trump was
“played like a fiddle” by Russian
President Putin and could be
“manipulated by other foreign
", including China.
However, critics are asking
why, if Bolton was so opposed to
Trump, he didn't testify in the
Impeachment hearing into the
president’s alleged misdeeds
regarding Ukraine. Indeed, in
orderto “be inthe room” and
pursue “uber-hawkish foreign
policies”, Bolton was also
apparently “willing to destroy
the governmental structures
that could check the president”

says Jon Gansin The New York
Times. Bolton's “lonely, self-
interested crusade” against
Trump speaks volumes about
“where Washington finds itself”.
There is clearly a sizeable
majority who aren’t enamoured
of Trump, says Aaron Blake in
The Washington Post. Sliding
approval ratings reflect growing
discontent at his response to the
pandemic and the George Floyd
protests and an election
forecast by The Economist puts
Joe Biden’'s likelihood of winning
the presidential election at 85%
and Trump'’s at just 14%.
Whatever the truth or motives
behind Bolton’s memoirs, there
are “plenty” of voters who buy
Into his view that a second
Trump term could spell “chaos”.

e |

Betting on
politics

As President Trump’s
polling woes mount,
punters continue to
move away from him.
With £39.5m already
matched on Betfair,
Joe Biden's odds have
tightened to 1.74 (57.4%),
while Trump’s have
lengthened to 2.72
(36.7%). This is quite a
change, given that two
months ago Trump
(pictured) was odds-on
to bere-elected, and as
late as last month was
still favourite. Of course,
betting markets have
underestimated Trump
before, giving him a 25%
chance this time four
years ago, but his polling
situation in the key
statesis far worse now
then it was previously.
Indeed, for the first
time, punters seem to
think that Trump is more
likely to be replaced (for
whatever reason) as the
Republican candidate,
than Biden is as the
Democratic candidate.
You can get 1.05 (95.2%)
on Biden being the

Democratic nominee,
while Trump s 1.06
(94.3%) to be the
Republican candidate.
Given that Trump
controls virtually all of
the delegates to the
Republican conventionin
August, the latter bet
looks somewhat
tempting, but the odds
are just too shortto
recommend.

Instead, | recommend
you take the 1/8 (88.9%)
on Trump to win Indiana.
It's a solidly Republican
state that has voted for
the GOP in every election
(with the sole exception
of 2008) from 1968
onwards, and which
Trump won by a margin
of 19% in 2016. Even
today, the latest polls
give him a 10% lead over
Biden. Unless Trump'’s
core support completely
deserts him, and they
seem to be largely with
him, he should be able to
carry the state.

moneyweek.com
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City view

Gunning for a deal Down Under

It might seem a minor matter compared with Brexit, but a trade agreement with Australia 1s a big deal

Matthew Lynn
City columnist

It 1s only the 14th largest economy 1n the
world. It is almost 10,000 miles away.
And 1t mainly specialises in mining, with
some sheep farming on the side. As official
talks start, many will dismiss a trade deal
with Australia as nothing more than a
minor side-show of interest only to a few
swivel-eyed Brexiteers intent on recreating
the Empire. That 1s a mistake.

A gateway to the East

It’s not hard to understand why leaders

on both sides were so keen to get the talks
started. Australia doesn’t have a trade

deal with the EU — it is negotiating one at
the same time — and while we were inside
that trade bloc Australia’s exporters faced
tariffs and often quotas, especially on
agricultural goods, when they were selling
into the UK. All of a sudden, its companies
will have a huge new market. Of course,
Australia has done just fine without that.
Until this year, it had witnessed the longest
recorded economic expansion ever. It is

a rich country. But a deal with what was
historically one of its most significant
partners will help it to grow faster.

For Britain, by contrast, it might seem
like a minor matter compared with the deal
we hope to strike with the EU. After all, the
EU is the largest economic bloc in the world,
with a combined GDP more than 15 times
the size of Australia’s. Yet the Australian
deal matters a lot and arguably even more
than an EU one. Here’s why.

Firstly, Australia can be a gateway to
the far faster growing Pacific for British
firms. True, the Australian economy is not
especially large, and New Zealand is just a
rounding error in global output. But both

® Theresa May (pictured)
has been in demand
from big banks and
American
universities since
stepping down as
prime minister
last year, says The
Times. In that time,
she has agreed to
give eight speeches
around the world, for which
she was paid on average
£100,000 for each,
according to the register of
MPs’ interests. May has also
declared 14 occasions when
she received hospitality
from Heathrow airport for
use of its VIP package,
worth £4,200 each time. The
service includes chauffeur-

moneyweek.com

Who's getting what

driven cars and use of
the royal Windsor
suite.

® Dutch bank
ING’s chief risk
officer, Steven
van Rijswijk, will
be taking over
from Ralph Hamers
inthe top job when
Hamers leaves to take
charge of Swiss rival UBS in
the autumn. Van Rijswijk has
worked at ING in various
parts of the business for 25
years, including in the
bank’s wholesale banking
division. He joined the board
three years ago. While
details of his new pay
package have yetto be

A more important
trading pariner
BNl 1han he seems g

4

countries are a part of a Pacific economy
that i1s booming. Over the course of this
century, Asia will be the world’s fastest
osrowing bloc, followed by North America,
with Europe some way behind. Regardless
of what policies are pursued, demographics
make that a certainty. Europe’s population
is declining and its output will fall with it.
A UK-Australia deal will help plug British
companies into that market. The UK has
already applied to join the Trans-Pacific
Partnership that will link countries such

as Canada and Australia with Singapore,
Japan and Vietnam among a ring of fast-
growing Asian states. That is a potentially
huge market — and a deal with Australia is a
great starting point.

announced, van Rijswijk
was paid a total of €1.8m,
Including a base salary of

€1.2m, for 2019. Hamers
earned €2.6m in total.

® Close Brothers has
appointed Adrian Sainsbury
to head the merchant
banking group from
September, replacing
Preben Prebensen.
Sainsbury will be paid a
£550,000 annual salary, says
the FT. He joined the bank in
2013 as the chief executive of
the commercial division, and
from 2016, he served as the
ma naging director of the
banking division. Prebensen
Is leaving after 11 years at
the helm.
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Next, in a global trading economy
based increasingly on digital services,
language and culture matter far more
than proximity. The internet doesn’t have
transport costs, so it doesn’t
matter whether the customer is ten
thousand or one just one mile away. There
1s a huge English-speaking world into
which we can sell e-books, music, design
and consulting services, legal advice and
financial products. Already the bulk of
our exports are services, and an increasing,
percentage of those are completely digital.
Our trade with the English-speaking
world can grow far faster than it can with
anywhere else — Australia is the perfect
place to start.

A template for future agreements
Finally, and perhaps most importantly,

it will be a template for future post-

Brexit trade deals. The first deal the UK
strikes will set the tone for each one that
follows, and it will establish the kind of
commercial relationships the UK wants.
What should a deal look like? It should be
open, tariff-free, with no quotas, and with
no restrictions on takeovers, and it should
maximise the opportunities for companies
and individuals to deal freely with one
another on whatever terms they choose.
But it should also respect each country’s
sovereignty, and ditch all the cumbersome,
legalistic baggage that has hampered other
trade deals — and the EU most of all — over
the last decade. Deals with Japan, the US,
China and of course the EU are all far
more important in terms of size. But if

the Australian deal works, and is seen to
work, the UK can replicate it with other
countries. Australian and British firms
will probably be trading happily with each
other long before Brussels ever gets around
to agreeing a deal with the UK.

Nice work if you can get it

Too many companies are returning top
brass pay to previous levels having cut
them as a gesture of solidarity during
the pandemic, says Kate Burgess in the
Financial Times. That’s acceptable for
firms such as utility Severn Trent that
turned to neither taxpayers nor
shareholders for help. Others “should
adopt the brace position” and prepare
for a backlash. Foxtons, the estate
agent, for example, “risks irritating
investors and staff” as it returns its top
executives to full pay after just two
months. CEO Nic Budden’s £1.2m total
package last year was “more than 30
times that of the average agent’s
remuneration”. The company raised
cash from shareholders, furloughed staff
and deferred what levies it could,
including national insurance. It will take
a long time for many big businesses to
fully recover. “Top brass pay should
recover at an equivalent pace.”
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Washington DC

States struggle with virus: Southern and western states, including
California, Arizona and Texas, have reported spikes in new cases
of Covid-19. Hospitalisations nationwide rose 5% within 24

hours on Tuesday, the biggest increase since 14 April, and the third
increase over the previous five days. “Further big increases are
inevitable,” says Ian Shepherdson, chief economist at Pantheon
Macroeconomics. Larry Kudlow, the top economic official at the
White House, dismissed fears of a second wave of the virus. “We’ve
oot the testing procedures [in place],” he told CNBC. Meanwhile,
the number of newly unemployed people applying for benefits has
shown signs of stabilising. New applications edged lower by 58,000
to a seasonally adjusted 1.5 million in the week ending 13 June.
“While it is the fewest weekly applications since mid-March, it also
showed the pace of layoffs is no longer significantly easing,” says
Eric Morath in The Wall Street Journal. Struggling freelancers and
businesses are relieved that Steven Mnuchin, the Treasury secretary,
is considering extending the deadline of 15 July for tax filings. The
date has already been postponed once, from 15 April.

Minsk

Europe’s last dictator is in trouble: Thousands of
Belarusians took to the streets in ten cities across the
country this week to protest against President Alexander _
Lukashenko’s (pictured) re-election campaign,
says Mary Ilyushina on CNN. Opposition activists
have accused Lukashenko of attempting to
eliminate candidates from the presidential
race after two of his main opponents were
arrested. Known as “Europe’s last dictator”,
Lukashenko has ruled the former Soviet
republic since 1994 and is running for the sixth
time. “The situation threatens to spin out of

Berlin

Light at the end of the tunnel: Authorities in the western German
state of North Rhine-Westphalia scrambled to contain an outbreak
of Covid-19 after 1,500 workers at a meat-packing factory tested
positive for the virus, says BBC News. A total of five localised
outbreaks have been reported in Germany. But this hardly amounts
to a second wave, according to Ian Shepherdson of Pantheon
Macroeconomics. Meanwhile, the widely monitored Business
Climate Index, from the Institute for Economic Research (Ifo),
indicates that “the rebound in Germany has been a little quicker,
and the slump in GDP probably smaller, than we had anticipated”,
says Andrew Kenningham, chief Europe economist at Capital
Economics. The index recorded the biggest monthly increase since
1990. But in Europe’s seven biggest economies the slow distribution

of state aid for businesses risks hampering the recovery, says
Alexander Weber on Bloomberg. “Less than 15% of [the money]
made available by governments via banks as loan guarantees for
business has been used.”

control for Lukashenko,” Belarusian expert Maryna
Rakhlei told Andrew Higgins in The New York Times.
He is struggling “to silence the protests as they are largely
on social media and spread like forest fire”. A key problem is that

Lukashenko’s handling of the Covid-19 pandemic has been “slow and tin-eared”,

says Sean Williams on Wired. The country has registered nearly 60,000 cases and over
350 deaths, but experts agree the true figure is far higher. Reliant on oil and machinery
exports, the economy is tanking. GDP is expected to shrink by 4% this year.

Buenos Aires

Debt restructuring talks poised to collapse:
Argentina’s negotiations with foreign creditors
over the restructuring of $65bn of debt are close
to collapsing, “threatening to plunge the economy
even deeper into crisis”, say Benedict Mander and
Colby Smith in the Financial Times. Both sides
refuse to budge, with the Argentinian government
saying it “cannot responsibly commit” to

Fidelity, maintained the government had “walked
away from a sustainable and sensible solution”

The way we live now: France’s tax on bad grub
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France’'s eternal campaign against
malign foreign trends undermining
Its way of life has moved up a notch.
“French senators want to introduce a
tax on bad food amid evidence that
the nation is endangering its health
by adopting lazy eating habits,” says
Adam Sage in The Times. The fee
would be levied on foods containing
high levels of salt, sugar and fat.

The idea is to stop the population
from hoovering up more and more
“Anglo-Saxon-style pre-cooked
meals”. Senators “hold out little
hope” of convincing people to
abandon prepackaged food
altogether, but they think

they had offered, which among other
adjustments reduced the average

coupon rate to 3.6% from 4.25%.

The creditors may take Argentina to

court. The economy has been in recession
for nearly two years and was “all but
paralysed” when the nationwide lockdown
began, says the Buenos Aires Times. GDP
creditors’ demands. The country’s largest group shrank by 5.4% year-on-year in the first

of creditors, including BlackRock, Ashmore and quarter of the year and unemployment rose
to 10.4% in that same period. The second-
quarter numbers will be grim.

manufacturers could adopt better
practices. The “tax on bad grub”
would resemble the levy imposed on
soft drinks two years ago, which
varies from €3.08 per 100 litres for
drinks containing less than one
kilogram of sugar per 100 litres to
€24 .12 for those with 15 kilograms of
sugar. The amount of sugar added to
drinks fell after the soft drink tax.
France is known as the land of
“unripened vegetables and
sophisticated home-cooking”, but
the precooked meal market has
grown by 4% a year since 1960; the
time people spend in their kitchens
has fallen by 25% in 25 years.

moneyweek.com
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to the relief of the hospitality sector ' ¥

Pretoria

Can SAA take off again?: The South
African government has received
unsolicited proposals from unnamed
private investors and potential airline
partners interested in forming a new
national airline based on South African
Airways. The demise of the national carrier, which has been in
bankruptcy protection for six months, has been blamed on Dudu
Myeni (pictured), who was appointed chairwoman of SAA by her
close friend, the former president Jacob Zuma despite having no
relevant prior experience, says The Times. Myeni has been declared
a delinquent director and banned for life from holding directorships
by a high court judge who labelled her as “grossly negligent™.

The news about the possible restructuring comes just days before a
vote on a rescue plan by administrators that proposes a bailout of
at least 26.7bn rand (£1.2bn) to include funds to pay lenders and

an 80% cut in the workforce, says Bloomberg. The government is
“having to tread a fine line between its desire for a viable national
airline” and the need to provide yet another unpopular bailout. The
domestic airline, SA Airlink, wants to block any rescue attempt; it is
owed 700m rand by SAA and wants the carrier liquidated.

moneyweek.com

News

Economy reopens: Much of England’s hospitality and leisure sectors will reopen for
business on 4 July with a relaxation in the two-metre social-distancing rule. Prime
Minister Boris Johnson warned the latest easing of the lockdown could be reversed
if there is arise in infections of Covid-19. Chancellor Rishi Sunak is drawing up plans
for deferred tax rises and cuts to public spending in his autumn Budget, the
Financial Times reports. Atemporary reduction in VAT for the hospitality sector as
early as July could also be on the cards. Britain’s carmaking industry has also called
for a cutin VAT and more government support. The important services sector,
however, is showing signs of recovery. An interim IHS Markit/Cips purchasing
managers’ survey for the sector rose to 47 in June, from 29 in May. Despite the
reading of less than 50 still indicating a contraction in activity, the rise was the
biggest since records began in 1998. Meanwhile, formal negotiations for a trade
deal with Australia began this week (see page 11); the aim is to conclude them by the
end of the year. And Japan said it has just six weeks to agree a trade deal with us if
its parliamentisto ratify it in time for it to apply from 1 January 2021.

Tokyo

State struggles to process

aid claims: Around 40%

of the cash allocated to

Japan’s households to

temper the impact of

the coronavirus has yet

to reach its recipients,

says Bloomberg, despite

being approved in late

April. The money is “stuck

In Japan’s ageing administrative

pipeline, blocked by paperwork, complexity

and a lack of staft”. Other elements of Prime

Minister Shinzo Abe’s (pictured) $2.2trn

aid package aren’t faring much better. Only

14% of the $920bn earmarked for smaller

firms has been lent out and only 5.8% of aid

to companies maintaining their payrolls.

A key problem appears to be that Japan’s

government apparatus 1s unusually small;

it employs 6% of the population, far below
the rich-country average of 17.7%.
The delays also highlight the need for
“digitalisation and reform”, according
to Fujitsu’s Martin Schultz. All the
delays may help explain why there is
little sign of the V-shaped recovery
seen elsewhere. As Miguel Chanco
of Pantheon Macroeconomics notes,
the rebound expected in June is far
too weak to save “even a sliver of the

/ second quarter”.

Singapore

Lockdown loosened as election looms: Singapore is heading to

the polls on 10 July after Prime Minister Lee Hsien Loong said he
believed an election could be held safely despite concerns that it
could prompt a rise in Covid-19 infections, say John Geddie and
Aradhana Aravindan on Reuters. The country has one of Asia’s
highest tallies of Covid-19, but it eased strict lockdown measures
last week after they had been in place for over two months.

It received praise for its early containment efforts, implementing,
one of the world’s strictest lockdowns to tackle a surge in imported
cases and outbreaks in cramped workers’ dormitories. Despite its
small size, Singapore has been the worst-hit Asian country, says Yen

Nee Lee on CNBC, with over 42,400 confirmed cases. The island

state’s “open and trade-dependent economy” has been severely
affected. GDP contracted by 0.7% year-on-year in the first quarter
and 1s expected to shrink by between 4% and 7% this year. The
government announced four rounds of fiscal stimulus worth almost
100 billion Singapore dollars (£57bn) —20% of GDP.

Lee warned the country has yet to feel the full economic fallout
from Covid-19: “Despite all the measures we have taken, there

will be more business closures, and more retrenchments”.

Unemployment, already at a ten-year high of 2.4%, “will go up”.
26 June 2020
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Should the triple lock be scrapped?

It had been a key plank of the government's offer to older voters, but the promise to gold-plate the
state pension Is looking increasingly unaffordable. Simon Wilson reports

What is the triple lock?

It’s the guarantee, introduced by the
coalition government in 2011, that the state
pension is increased each year by either

the (CPI) inflation rate, the rise in average
earnings, or 2.5% —whichever of those
three is the highest. The lock applies to both
the “basic” state pension and the higher,
flat-rate pension paid to people retiring
since April 2016. This year, for example,
the pension rose by 3.9% in April, in line
with the rise in average earnings last year.
But when the government introduced the
triple lock, it did not foresee the prolonged
stagnation in real earnings growth,

which has meant that a guaranteed 2.5%
increase has served pensioners very well
compared with workers. In the ten years
since the financial crisis, state pensions have
increased 37 % 1n cash terms, compared
with less than 20% for average earnings.
The triple lock has become part of the Tory
pitch to older voters: it was reaffirmed in the
party’s election manifestos in 2015, 2017
and 2019. But now, chancellor Rishi Sunak

is reportedly preparing to dump it.

Why does it need unlocking?

The triple lock has been criticised for years
as no longer appropriate in an age of low
wage rises and growing inter-generational
inequality. But now there’s a particular
problem due to the wild fluctuations in
wages expected as a result of the Covid-19
shutdown. Depending on the depth of the
recession and the strength of the rebound,
the government could be facing a massive
pensions liability as wages fall but then
bounce back by as much as 18% in 2021.
This year, wages have “artificially” slumped
as a result of the furlough scheme. But next
year, they are expect to bounce back as
people go back to work full-time, or are
made redundant. Under the existing triple
lock, pensioners will still get 2.5% next

year. Butin 2022
they’ll benefit from

in 2021 earnings.
Plainly, that’s “not
fair on working people”, says The Sunday
Times. “The triple lock should be stood
down and replaced by a double lock to give
pensioners 2.5% or the inflation rate.”

What are the figures?

The latest forecasts from the Office for
Budget Responsibility (OBR) suggest that
average earnings will fall 7.3% in 2020,
but rise by 18.3% in 2021. They reckon

inflation will be 1.2% this year and 2.3%
next year. Of course, these figures may

turn out to be way off the mark: there is too
much uncertainty about the post-Covid-19
recovery to be sure of much. However, what
this scenario means for state pensions is
that, with the triple lock still in place, the
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“Retaining the triple lock
the huge bounce back would cost £34bn more than
an inflation-linked option”
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flat-rate pension would rise by 2.5% in
2021 and 18.3% in 2022. That’s a two-year
cumulative rise of 21.3%. For the flat-rate
pension received by people who have retired
since April 2016, that means a jump from

£175.20 a week to £212 .45.

How does that compare to no triple lock?
[f the state pension rose in line with the
OBR’s predictions for average earnings,

it would increase 9.7% over the next

two years (down 7.3%, then up 18.3%).
Clearly, that’s still a decent uplift. Or, if
the pension rose in line with predicted
inflation it would rise by just 3.5% (1.2%
and then2.3%), rising to £192.15 a-week.
And if the triple lock became a double

lock (removing the earnings link), it would
increase by 5.1% (two years of 2.5%)

over the same period to £184.07. That
“double-lock” scenario i1s what many
pundits are expecting to happen — perhaps
with a promise of
reintroducing the full
triple lock after two
or three years.

What's the effect on the public finances?
These might sound like small sums, but
there are an awful lot of pensioners.

The triple-lock promise “simply wasn’t
designed for a world where inflation or
earnings are veering so wildly from one
year to the next”, says Tom Selby of

AJ Bell. According to his analysis, based
on previous OBR costings and its estimates
for future inflation and earnings, retaining
the triple lock for 2021 and 2022 would
cost over £22bn more than a straight

link to average earnings and £34bn more
than if it were only protected in line with
inflation. That’s a big chunk of money

and compares to overall UK government
spending of £109bn on pensioners in

: h’h‘ Happy days for pensioners — but
_ \ N they might not last for much longer
L Ll i g ' -4 -

2018-2019 (expected to rise to £115bn in
the current year, on OBR figures).
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So what will the government do?

The government has two options, says
Selby. “Carry on with the state pension
triple lock and create a colossal chasm

in the public finances, or revisit the

policy and risk the wrath of millions of
pensioners.” However, any break of the
triple lock is likely to kick off a new round
of debate about its long-term sustainability.
Rather than remove the earnings link,
most previous proposals to modify

it have proposed removing the 2.5%
ouarantee. According to the Social Market
Foundation, removing that guarantee
could save the government £20bn over the
next five years.

Is the triple lock really unfair?

Some defenders of the triple lock (such

as Stephen Bush in the New Statesman)
argue that attacking it on grounds of
inter-generational fairness is misconceived.
That’s because today’s pensioners are only
ooing to benefit from it for a fairly short
period of time. In the long run, the triple
lock represents a strengthening of the state’s
role in pension provision and the people
who will benefit most from decades of
guaranteed increases are the young.

And there’s certainly a lot of ground to
make up. Currently, the UK devotes a much
smaller percentage of GDP to state pensions
and other benefits for pensioners (around
5%) than most other advanced economies.
However, the bigger picture is that the triple
lock is already becoming unaffordable,
given demographic trends, and Britain
already has a relatively big and sophisticated
private system; it makes sense to rely more
on that to help ease the burden on the state
over the longer term.

moneyweek.com
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Have small companies

ountless studies have shown
that over the many decades
following World War II, there
have been two essential

building blocks to building wealth over

the long term. The first is that shares,
otherwise known as equities, have

greatly outperformed bonds (albeit that

has become a little less clear cut in
recent decades). The second lesson is

that within those equity markets, it has

been a case of “the smaller the better”.

In simple terms, although companies

with a smaller market capitalisation
(market cap - the number of shares
outstanding multiplied by the share
price) are much riskier, the long-term
returns from holding these stocks
greatly outweighs those risks,
producing returns far superior to
holding government bonds, or even
leviathan-scale businesses with a very
large market cap.

Small is beautiful

We can see this clearly in one of the
longest equity index series on record,
namely the Numis Smaller Companies
index (NSCI). This is backed up by a
regular annual review, written by Paul
Marsh and Scott Evans of the London
Business School. The index was created
32 years ago by Professors Marsh and
Elroy Dimson, and is the definitive
benchmark for monitoring the
performance of smaller and mid-sized
companies in the UK.

According to these academics, a £1
investment in the NSCI made when it
launched in 1955, would have been
worth £6,417 by the end of 2018, with
dividends reinvested. The same
investment in the minnows index, the
Numis 1000 (made up of even smaller
companies), would have grown to
£15,213, while a corresponding
investment in the FTSE All-Share
would have yielded just £991.

This research is backed up by
countless other studies in the US and
beyond. There has, in effect, been a
“small cap premium” - take more risKk,
and you get greater rewards. The
consensus view among many small cap
fund managers is that smaller
companies can be nimbler, more
focused on domestic markets and thus
capable of sustaining higher long-term
earnings growth.

lost their edge?
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“structural factors have
given global mega caps
a distinct advantage”

The rise of the behemoths

However, this small cap premium varies
hugely over time, and in recent months
and years, the tectonic plates beneath the
modern investing landscape appear to
have started moving in new directions.

If we take a look at the market moves in
recent months in the US, for instance, a
very different picture emerges. The five
largest stocks in the benchmark US equity
index, the S&P 500, now account for
about a fifth of its total market
capitalisation. That’s higher even than the
18% concentration level reached during
the dotcom bubble in 2000.

Many strategists now maintain that we
are witnessing a “scale-always-wins,
winner-takes-all” process at work. In
simple terms, various structural factors
have given global mega caps a distinct
advantage which has flowed through into
stronger share price strength (in relative
terms) compared to small cap equities.
And the trend has been turbo-charged
during the recent market rally, with very
large cap stocks dominating returns.

Will small caps come back?
Analysts at US firm State Street have
been digging around inside a broad stock

market index called the MSCI World
index. They discovered that during the
panic and subsequent sell-off, the
breakdown of the losses in equities
varied between the constituents. The
mega cap stocks (defined as the top five
stocks across key markets, which makes
up to 20% of the index) showed little
impact from Covid-19. The top five
emerging market companies contributed
less than 5% of the index’s loss, despite
having a 23% weight within the index.
The number becomes more extreme for
European companies — at just 1% - and
“even more staggering for the US, in
which the top five actually recorded

a gain, but the rest of the index was
responsible for 100% of the entire loss.
Whilst most have suffered due to the
virus, the virus has also solidified

the mega caps!”

Small caps, and especially those within
perceived growth sectors such as
technology and healthcare, have
subsequently aggressively rebounded in
the months following the March panic.
But the mega large cap leviathans
continue to dominate. So are we
genuinely seeing this permanent
“winner-takes-all” shift, as some have
hinted? Or is this a passing fad with small
caps eventually re-asserting their edge?
The one thing that financial history
teaches us is that most markets and
trends eventually revert to the mean (the
average) over the long term - in which
case small caps’ day will surely come.
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A weak pound and strong dollar are
unlikely to keep bolstering returns for
British investors over the next decade

Currency effects have done a great deal to

improve returns for British investors over the last

few years. The gross total return on the MSCI
World index in US dollars has averaged slightly
under 6% per year over the last five years. The
return in sterling terms has been slightly over
11% per year. You didn’t even have to invest in
markets that have done well in both currency
and stockmarket terms — such as the US, which

is more than 50% of the MSCI World index — for
this to work in your favour. The MSCI Emerging,

Markets has returned less than 1% per year over
the same time in US dollar terms, but more than
5.5% per year in pounds.

The less-happy implication is that if sterling
were to recover over the next five years, it would
become a drag on international returns. And
the pound now looks cheap by
historic standards. The Bank
for International Settlements
calculates real effective exchange
rates (see below) back to
1964 for a basket of 27 countries: this shows
sterling near historic lows ever since the Brexit
referendum in 2016. The only time it was lower
was in 2009, during the global financial crisis.

Cheap currencies tend to rise eventually
Forecasting currency movements is an awkward
business — there i1sn’t much evidence that any
method works consistently and broadly. That
said, some research® suggests that real exchange
rates may be a useful predictor of medium-

term changes in exchange rates under certain
circumstances. They are only helpful when
looking at countries that have floating exchange
rates (that includes most developed economies,

| wish | knew what a real exchange rate
was, but I'm too embarrassed to ask

Cris Sholto Heaton
Investment columnist

“Sterling has been

near historic lows
since 2016

Investment strategy

The end of a tarlwin

The pound has not
recovered since Britain
voted to leave the European Union

but excludes a lot of emerging markets, which

intervene to manage the value of their currencies)

and follow an inflation-targeting policy (central
banks adjust interest rates to target a set level of
inflation, which 1s what most major economies
now do).

This suggests that sterling is
likely to strengthen in the years
ahead. That said, there are some
caveats. First, sterling’s weakness
partly reflects the extreme uncertainty around
Brexit, which is not over. Second, it’s not clear
that inflation-targeting will remain the dominant
approach in the post-Covid-19 era — there might
be more focus on stoking growth —and so real
exchange rates might adjust through higher
inflation instead. Still, given that sterling — and
many other currencies — look cheap against the
US dollar, there is a decent chance that the dollar
will weaken (see right). Hence high US exposure
seems unlikely to provide the long-term currency
tailwind that it has done for more than a decade.

*Martin Eichenbaum, Benjamin Johannsen
and Sergio Rebelo, Monetary policy and the
predictability of nominal exchange rates, 2019

taxes and their effect on
price, the RER between two
countries might persistently
be higher (or lower) than one

The currency exchange rates
that we see and use every day
are nominal exchange rates.
They tell us what we get if we
swap a unit of one currency for
another-forexample, a pound-
dollar exchange rate of $1.25
means that we get 1.25 dollars
for every pound. This is all that
matters if we are buying
something from abroad or
sending money internationally.
But it doesn’t tells us everything
we want to know about the
value of different currencies.
For more insight into this, we
can use the real exchange rate
(RER), which combines the
nominal exchange rate with the
ratio of the price of goods or
services in the two countries.
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Say that a burger costs $5in the
US, but £3 in the UK. Then the
real pound-dollar exchange rate
based on burger prices is
1.25%(3+5)=0.75. This is lower
than one, which says the pound
is undervalued (the RER will be
one if the burger costs the same
in both countries once both
exchange rates and local prices
are taken into account).

In practice, a real exchange
rate is calculated by using the
price of a basket of goods and
services (eg, aconsumer price
index) not one item. And we
consider the trend in the RER
Index over the long term, rather
than at a single point in time.
Due to frictions such as trade
barriers, transport costs or local

and what really matters is
whether it is much higher or
lower than usual.

We are often interested in
how cheap or expensive a
currency ison a global basis.
For this, we can consider its
effective exchange rate
(EER), which is an index that
measures the nominal value
of a currency against a basket
of other currencies (eg, a
country’s major trading
partners). The real effective
exchange rate (REER) is an
index calculated in the same
way using RERs and provides
a measure of a country’s
competitiveness. A low REER
means its exports should be
more competitive on price.
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Stephen Roach,
senior fellow,
Yale University

“Scorn has
long been
heaped on
those daring to
question the
supremacy of the US dollar
as the world’s dominant
reserve currency,” says
Stephen Roach, the former
chief economist at Morgan
Stanley. Butthe time is
coming when America can
no longer count on this
“exorbitant privilege”.
Theresultis likelyto be a
35% decline in the real
effective exchange rate for
the greenback.

The seeds of this shift
were sown by a persistent
shortfall in US domestic
savings: in the first quarter of

2020, net national saving
was just 1.4% of GDP. This
forces the US to draw heavily
on surplus savings from
abroad to invest and g<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>