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BOND YIELDS RISE WITH INFLATION EXPECTATIONS
This week saw a small but significant rise in bond yields, continuing a trend which started in January and which is most likely due to increasing 
inflationary pressures and expectations of rates rising faster than previously thought. In the short-term equities have faltered too as investors reassess 
valuations of companies in the light of potentially higher discount rates. We would expect the direction of equity markets to change once there is a little 
more certainty about future rate hikes. Past Fed boards would have been quick to act to fix expectations, will the new chairman take a different attitude? 
Only time will tell. 

Intriguingly we are now nearing the value on the US 10 year (3 per cent) where many bearish bond fund managers have been telling us they would buy 
back in. We were last at 3 per cent at the end of 2014, when the consensus was that yields would go to the moon. Reading the coverage in the papers 
this week has inspired a sense of déjà vu.

UK: PRICE PRESSURES AT HOME SUSTAIN HIGH INFLATION
The year-on-year rate of growth in the Consumer Prices Index (CPI) remained at three 
percent in January. This was 0.1 percentage points above the consensus forecast and 
makes January 2018 the twelfth consecutive month when inflation exceeded the Bank 

of England’s two-percent target. This time however, it is attributable mainly to domestic cost 
pressures instead of more expensive imports, which have been the leading explanation for the 
high inflation seen since the referendum depreciation. Prices of imported materials and fuel 
have actually been growing more slowly since January 2017.

Instead, the Bank of England last week published evidence of higher wage pressure despite 
headline wage growth remaining below inflation. Year-on-year services price growth increased 
from 2.5 percent in December to 2.8 percent in January while year-on-year goods price growth 
fell from 3.4 to 3.2 percent. Prices of services are thought to be more sensitive to labour costs 
while goods are more sensitive to currency movements. This suggests that domestic wage 
pressures are indeed becoming more important for consumer price growth.

US: PROBE LAUNCHED INTO VIX MANIPULATION
This week it has been revealed that the Financial Industry Regulatory Authority, a 
Wall Street regulator, is investigating potential manipulation of the Cboe Volatility 
Index or Vix. The Vix is a volatility benchmark or “fear gauge” which has been cast 

into the spotlight in recent weeks with the stark rise in US stock market volatility. On Tuesday 
a whistle-blower alleged to the Securities and Exchange Commission that that the index was 
being manipulated by trading firms using sophisticated algorithms. It is suspected that trading 
in Vix options and futures contracts helped exacerbate the sell-off in US equities by heightening 
uncertainty.

This news comes as it was revealed that the US also experienced higher-than-expected 
consumer price inflation in January. The US Consumer Price Index rose by 0.5 percent on 
a month-to-month basis, 0.2 percentage points higher than forecast. Compared to January 
2017, consumer prices were 2.1 percent higher, exceeding the Fed’s two-percent target. This 
puts additional pressure on new Fed chairman Jerome Powell to raise interest rates more 
aggressively in the coming months.

SOUTH AFRICA: STOCK RALLY AS RAMAPHOSA REPLACES ZUMA
On Wednesday, Jacob Zuma reluctantly resigned after nine years in control of Africa’s 
largest economy. His live television announcement came just hours after stating that 
he would resist orders from his ruling party, the African National Congress (ANC), 

to step down. The following day he was replaced by Cyril Ramaphosa, who defeated Zuma’s 
ex-wife to become leader of the party two months ago. In his first speech as president he 
announced that he would tackle corruption in the party with the ex-leader facing multiple 
allegations on this front.

Following the announcement, the South African rand spiked against the dollar, extending gains 
which started materialising two months ago with Ramaphosa’s election victory. It is currently 
trading at $0.086. Partly as a result, South African equities also climbed with the FTSE/JSE Top 
40 large-cap index spiking 3.9 percent. A rally in UK-listed equities exposed to South Africa also 
contributed to FTSE 100 gains, helping the large-cap index to recover some of the losses made 
during last week’s sell-off.

THE MARKETS THIS WEEK
FTSE 100
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