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Interest rates for the Eurozone and US
diverge
Important interest rate announcements were made in June, both in the UK and the US.
The US Federal Reserve announced its seventh 0.25% increase in interest rates since
December 2015, taking the level to 1.75%-2.00%. The rise had already been incorporated in
market prices by the time it arrived, so of more interest were the press release and other
papers which accompanied the announcement. These pointed to two more rate rises in 2018,
and possibly three more in 2019. They also dropped a long-standing reference to interest rates
remaining, “below levels that are expected to prevail in the longer run”.
The following day the European Central Bank (ECB) decided to leave rates unchanged, again
a widely anticipated move – the ECB has kept its main interest rate at zero since March 2016.
The market again focused on the background papers, which revealed the ECB’s tapering of its
quantitative easing (QE – so-called money printing) programme, will come to an end in
December and that interest rates were expected to be unchanged, “at least through the
summer of 2019”. The first part was no surprise, but the statement on interest rates was not
expected. The markets reacted accordingly, pushing the Euro down against the US dollar.
Controlling market shocks
The relationship between central banks and investment markets is a curious one these days
as the banks go out of their way to make sure markets are kept informed. As a result, the

markets are now more interested in the next-but one action. The market responses to these
recent rate announcements are two good examples.
The need for the banks to flag their intentions was underlined by the ‘taper tantrum’ of 2013,
which happened when the Chairman of the US Federal Reserve first suggested that QE could
be scaled back. Nobody thought QE would continue forever, but the mere hint that it might end
gave global markets a shock, causing sharp movements in share prices, bond yields and
currency rates.
Ultimately, the message from both the US and the Eurozone is the same: interest rates are set
to rise, albeit at different paces, and QE will no longer be a prop to markets.
For insight into what this might mean for your investments and whether any changes are
necessary, please talk to us.

National Savings & Investments focusing on
smaller investors
National Savings & Investments (NS&I) has introduced limits on its offerings for
wealthier savers.
In mid-June NS&I announced a revision to the terms of its popular Guaranteed Growth and
Guaranteed Income Bonds. The interest rates were left unchanged, but the maximum
investment per person, per issue was cut by 99%, from £1 million to £10,000.
NS&I ostensibly exists to help small savers, but in recent years it has raised investment limits
– for example to £50,000 on premiums bonds – to meet the funding levels set by the
government. In the past NS&I has also emphasised tax-free savings certificates, which were of
most appeal to top rate taxpayers.
Fortunately for existing investors, their former investment limits will continue to apply if they
reinvest. The dramatic reduction means that NS&I will no longer offer an easy solution for
anyone seeking fixed rates on large sums of capital without having to worry about the £85,000
FSCS deposit protection ceiling.
National Savings and Investments has long been something of oddity in the world of
government finance. For example:
•

•

As a means of raising money for the Treasury, it makes little sense. NS&I collects small
sums from retail investors, usually for terms of no more than five years. In contrast, the
Debt Management Office (DMO) is well practiced at raising billions for the government
from institutional investors, some of it borrowed for terms of over 50 years, and pays
lower interest rates for its gilts.
NS&I has a value-for-money target for the cost of its capital raising, but the Treasury
can override this. The classic example was the 65+ bond promising 4% return, issued
shortly before the 2015 election.

It could be argued NS&I is right to discourage large fixed terms deposits that, even before tax,
pay less than the going rate of inflation (2.4% CPI, 3.3% RPI in May). There are plenty of
alternatives available, many of which offer a higher income. If you would like to discuss these
options with us, please get in touch.

Understanding what goes in to the FTSE100
The latest quarterly review of the FTSE 100 revealed common misunderstandings about
how the index is drawn up.
Every quarter FTSE Russell, which operates all the FTSE indices, decides which companies
are promoted or demoted from the FTSE 100 index.
There had been speculation that the June review would see Marks & Spencer (M&S) replaced
by Ocado. The high street chain has been a member of the Footsie since the index first
appeared in 1984, so for the bricks and mortar shopping experience to be supplanted by an
online-only retailer that did not arrive on the stock market until 2010 made for a good headline.
However, M&S did not check out of the FTSE100 and survives until the next quarterly review.
What the journalists missed is that a company listed in the FTSE 100 is only ejected if its
ranking drops below 110. Similarly, promotion into the FTSE100 requires a ranking of 90 or
higher.
These rules are designed to avoid a large quarterly churn at the bottom tier of the index, and it
works – only one other company, GVC Holdings, entered the index in June.
GVC is gaming company, based in the Isle of Man and listed in London. The main reason it
entered the FTSE100 was that it took over a more familiar betting name, Ladbrokes Coral. To
do so, GVC issued more shares and thus increased its all-important market capitalisation.
June’s changes to the FTSE100 remind us that the construction and operation of stock market
indices are not as simple as might be imagined. Whether you are considering investing in an
index tracker fund or comparing fund performance against an index, it is a point to remember.

Top earners increase their share of tax
payments
HMRC’s latest statistics provide an insight into the income tax paying population.
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The figures reveal changes in the distribution of tax revenue over the last decade, with a
growing share now coming from higher earners.
The pie chart shows the proportion of 2018/19 tax expected to be paid by taxpayers in various
bands of income. For example, the smallest wedge shows that the bottom 50% of income tax
payers (those with annual income of up to £25,500) will provide 9.5% of all income tax
receipts.
At the opposite end of the scale, the largest wedge is the top 1% (with incomes of at least
£177,000) who will supply 27.9% of the £185 billion of income tax the Treasury hopes to
receive for the current tax year. In other words, over a quarter of income tax comes from ‘the
1%’.
The Exchequer’s dependence on a small group of wealthy taxpayers is nothing new. However,
the concentration has grown since the start of the decade. For example, in 2010/11 – when
additional rate tax first appeared at the 50% rate – the contribution from the top 1% was

25.0%. For the top 10% of taxpayers (with income of at least £57,500 in 2018/19), the tax
share has risen from 53.5% in 2010/11 to 59.7% this tax year. Over the same period the
bottom 50% have seen their share drop from 11.3% to 9.5%.
There are many reasons for the squeeze on high income groups. For example, the political
imperative of above-inflation rises in the personal allowance has kept taxpayer numbers flat,
which means more revenue must be extracted from a static taxpaying population suffering low
earnings growth. Keeping a tight rein on the higher rate threshold and freezing the additional
rate threshold at £150,000 have both added to the concentration on higher earners.
With the Chancellor dependent on high income taxpayers, he cannot afford to cut their taxes –
hence the freezing of both the additional rate threshold and the £100,000 starting point for the
taper of the personal allowance.
If you want to reduce your tax bill, the answer is not to wait for the next Budget – when taxes
may rise to pay for the NHS funding boost – but to check with your financial adviser that you
are making the most of the current tax rules.

Saudi Arabia: the next emerging market
The June 2018 review of constituents for the main Emerging Markets Index has produced a
few surprises.
The MSCI Emerging Markets Index is one of the most important global stock market indices.
JP Morgan, the US investment bank, estimates that nearly $1,500 billion is either
benchmarked against the index or directly tracks it, so there can be considerable implications
for stock markets if the constituent countries of the Index change.
Last year’s MSCI review saw Chinese mainland shares promoted to the Index, with that
process now starting to take effect.
The 2018 review heralds two potential new arrivals in the MSCI Emerging Markets from May
2019:
•

•

Saudi Arabia should join the Index in a two-stage process (as is now happening with
China). The first stage follows the May 2019 half-yearly index review, and the second
as part of the August 2019 quarterly review.
Saudi Arabia will initially account for 2.6% of the Index, but it could become more
important when Saudi Aramco, the state oil company, is partially floated, probably next
year.
Argentina is set to return to the Index, having been demoted to ‘Frontier Market’ status
in 2009. Ironically, the MSCI announcement almost exactly coincided with confirmation
that that IMF had agreed $50 billion of stand-by credit for the country.
At present Argentina represents almost a fifth of MSCI's Frontier Markets Index, so if it
does move across, there will be a significant rebalancing of that index.

Emerging markets have attracted considerable investor attention of late, partly because of
China's ascendancy, but also because they appear to offer better value than developed
markets.
If you wish to consider the regularly evolving emerging markets investment options, please talk
to us.

