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Blue wave... Red flags... Amber lights

Some tech stocks have plunged on fears
about Democrat policies, but plenty of
investments have escaped carnage.

The results are in: the Democrats scored a
resounding victory in the mid-term
elections, wresting back control of both
the Senate and the House of
Representatives. This is what | wrote in a
preview a couple of weeks ago:

“The key thing to look out for will be the
magnitude of the shift in favour of the
Democrats and what signals that might
generate for the Presidential election in
2028. This might be one of those cases of
‘be careful what you wish for’. A more
progressive President would probably be
more in favour of regulating Al, which,
although possibly right for humanity,
might not suit the more near-sighted
investment community.”

We didn’t have to wait till 2028 for
investors to express their opinions, as
companies exposed to spending on data
centres sold off sharply. These included
semiconductor manufacturers and
memory providers, the companies that
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Quick take:

e Democrat threats to data centre
buildout and Al development have
hit some equities.

e But US consumer staples has shown
its qualities as a defensive sector.

e Government bond prices have risen,
illustrating their role as diversifiers.

supply the kit to make the chips, and the
highly indebted ‘neoclouds’, which rent
out to customers the servers and chips on
which Al computing takes place. The
neoclouds’ future depends on increasing
demand for computing power and the
ability to fund the supply, largely with
debt.

Selling was widespread on Thursday,
pushing the S&P 500 Index down 4.4%
and dragging global indices lower too. It
was, in industry parlance, a classic ‘risk-
off’ day, with only the defensive consumer
staples sector eking out a 0.05% gain. By
contrast, the technology sector fell almost
7%.
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And yet, Wednesday had seen an initial
burst of optimism. Getting past the
election was viewed as a ‘clearing event’,
allowing investors to focus on facts rather
than speculation. The result also
encouraged the belief that fears of re-
escalation in the Middle East were
overdone, especially with high-profile
Republicans, including Vice-President JD
Vance, blaming the Iran War for their
defeat. That led to sharp falls in the oil
price, and hence hopes that interest rates
might not have to rise much further, if at
all. It turned out to be a bit of a ‘sucker’s
rally’.

Our Head of Asset Allocation penned a
piece on the day that looked at what the
results might mean for domestic and
foreign policy, and hence for financial
markets.

Al (that’s French for ‘ouch’ - albeit with an
‘e’ on the end)

So much dust was thrown up last week
that it’s going to take time for it to settle.
Our Chief Investment Officer wrote a
piece on Friday that put this drop into
context, with a long-term frame of mind.

Let’s look at the threat to the Al trade.
There had already been increasing
scepticism about the sustainability of the
Al-related capex boom, mainly owing to
the increasingly prevalent view that it’s
going to be a challenge to generate
enough revenue across the industry to

deliver a sufficiently high return on capital
to justify the spending.

As a result, investors have demanded
greater compensation in the form of
higher yields on credit, while also putting a
lower valuation on Al-exposed equities,
especially those with higher leverage
and/or a business model predicated on
borrowing to build capacity. Last week’s
events accelerated that trend.

Simply put, Democrat threats to delay or
cancel data centre buildout and curtail
development of frontier Al models weigh
heavily on calculations of share price
value, despite strong current conditions.
Tighter regulation, reduced tax incentives,
and fairer treatment for local residents,
amongst other potential new burdens, add
to the cost of development. Some projects
might never break ground let alone break
even. All of that points to a higher risk
premium - investors will demand a higher
earnings yield (or, to put it another way, a
lower PE ratio), to hold the stocks.

One consequence is that a bird in the
hand is deemed to be worth a lot more
than any number of birds you can imagine
in the bush. Hence the rotation into the
leading hyperscalers - companies that
operate computing infrastructure at a
very large scale - with existing capacity. If
capacity is constrained (and nobody is
really disputing the rising demand for
compute) then pricing power should be
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stronger. Furthermore, if capital spending
(capex) estimates are going to be
reduced, that improves free cash flow: the
cash a company generates after
accounting for cash outflows to support
operations and maintain its capital assets.
On that thesis, the credit default swap
spreads of the biggest hyperscalers
declined last week. A higher spread means
a higher cost of insuring debt against
default.

The other side of the trade that saw share
price gains posted on the week by
hyperscalers such as Amazon, Alphabet,
and Microsoft (and a decline of less than
1% for Meta, which owns Facebook) was
carnage in semiconductors, with the MSCI
Global industry sub-sector index falling
13%.

This has thrown up some extreme
anomalies. For example, on current
consensus earnings estimates as compiled
by Bloomberg, leading chipmakers such
as SK Hynix, Samsung, and Micron are on
2-year forward PE ratios (if we go a little
far in the future, looking at forecast
earnings for 2028) of 1.7x, 2.2x, and 3.3x
respectively.

Does that sound like a bubble? Nvidia, the
leading chip designer amongst the mega-
caps, is on 9x. Companies such as Cisco
and Sun Microsystems were (in)famously
on PEs of around 100x at the peak of the
dotcom bubble!

Maybe the bubble is not in the valuations,
but in the earnings themselves. There has
been no hint of swingeing estimate cuts
from analysts so far, although it would not
be unreasonable to expect some
trimming, at least. But it’s still very difficult
to know by how much.

Crossed wires

US consumer staples companies overtook tech last week, year-to-date, but tech
retook leadership this week.
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Pragmatic politics?

It’s not clear how soon the political
answers will be provided. The next
Congress will not be formed until 3
January . Also, it’s not the case that all of
the Democrats’ wins were achieved by the
more ‘progressive’ (in other words, left-
wing) candidates. There’s a strong centrist
representation and Congress will, in the
optimistic case, try to find a balance
between calming the Al-related concerns
and maintaining economic momentum.
Also, with an 80-odd seat majority in the
House of Representatives, the Democrat
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leaders might be less beholden to the
more extreme members.

Let’s hear it for diversification (again)!

As is often the case when markets make
big moves, reports focused on the
negatives, conveying a sense of doom. But
balanced portfolios held up quite well
(again) last week as sector and
geographical diversification paid off.
Whisper it quietly, but European equity
markets were actually up on the week.

Government bonds also played their part,
without necessarily blowing anyone’s
socks off. After all, there are still those
pesky fiscal deficits to consider. But prices
went up (and yields went down). We’ve
been more constructive on government
bonds recently owing to the higher yields
available. In the UK specifically, investors
are also giving Andy Burnham'’s
government the benefit of the doubt when
it comes to keeping the deficit under
control (although that time bomb is ticking
and needs defusing).

But there’s a lot left to unpick here, and we
shouldn’t be impatient when it comes to
expecting equities to resume their
uptrend, which we believe they will. But
neither do we see evidence to suggest a
more aggressive sell-off - certainly no
financial crisis (which seems to be on
everyone’s worry list every time equity
markets have the slightest wobble -
stocks are inherently volatile). Hence the
‘amber light’. You may proceed, but
exercise a little caution and look both
ways!
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Regional highlights

UK. There was little by way of economic
data last week. However, the Bank of
England raised the base rate from 3.75%
to 4%, very much as expected. Not so
expected was the vote split and hawkish
tone of the statement. An 8-1 majority
supported a quarter-point increase; the
one dissenter voted for a full 0.5% hike to
4.25%. Six other members also hinted that
they are likely to vote for the same
outcome soon unless there is a sharp
reduction in inflationary pressures,
something that would most probably be
driven by lower fuel and energy prices. On
that front, one positive point to emerge
from last week’s US mid-term elections
was a lower oil price as concerns about an
imminent escalation of hostilities in the
Middle East was reduced. Markets are now
pricing in a 50% probability of another
base rate rise at December’s meeting. To
prepare you for the worst, the Bank now
expects headline inflation to rise from
3.5% in September to a peak of 4.9% in its
central scenario and to as high as 6.2% in
its adverse scenario. It will then fall to 2%
within two years and to 1.8% in three years,
on the Bank’s projections. But overall, of
course, prices won't actually come down -
they just won't rise as fast.

US. The first Friday of the month brought
the regular batch of employment data. It
showed the US economy in good shape.

The headline growth in non-farm payrolls

came in at 165k in October, well ahead of
the expected 70k and September’s 29k.
The unemployment rate dropped from
4.2% to 4.1%. With wage growth rising at
3.1% vs expectations of 2.9%, there are
signs that the labour market is tightening
again. We also saw this in job openings
figures earlier in the week, as well as in
private-sector hiring data from ADP.
However, there was not enough to add to
inflationary pressures. That view was
underlined by data showing that
productivity has improved more than
previously thought. The Federal Reserve
has a dual mandate: “maximum
employment” and “stable prices”. If the
labour market is steady, it can focus more
on the stable prices element. The outlook
on that front was helped by lower oil
prices last week. Futures markets are
pricing a 75% probability of another
quarter-point Fed Funds rate rise in
December, rising to a more certain 101%
by January - in other words, they’re
pricing in a quarter-point rise, with the
possibility of more than that.

Europe. Headline inflation in the eurozone
increased from 3.8% in September to 4%
in October, always a psychological shock.
At least the core rate (stripping out food
and energy) remained relatively well-
contained - and unchanged at 2.5% - but
it’s the headline rate that consumers
experience. There are still limited signs of
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second-round effects becoming visible in,
for example, wage demands, but the
higher headline rate provides some
vindication for the European Central Bank
in raising its deposit rate twice already to
2.5%, moving faster than either the Fed or
the Bank of England. As in other regions,
what happens next will depend
enormously on events in Ukraine and the
Middle East, owing to their big influence
on energy prices.

China. October’s consumer price data
shows an economy continuing to struggle
at the household and consumer level.
Headline CPl came in at 0.7%, with the
core rate at 0.8%, both slightly below
forecasts. The real estate boom and bust
hangover experienced by residential
homeowners is very persistent. And the
government’s desire to expand the
country’s manufacturing capabilities has
created overcapacity in some industries.
The Communist Party plenum failed, yet
again, to deliver a robust policy solution.
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