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No need to panic
Just how much risk can a government assume before
becoming risky itself?

Last week’s announcement of the nationalisation of
Freddie Mac and Fannie Mae raised this interesting
question. The supposed removal of systemic risk from
the financial system was surely not a removal job at all –
merely a change of address.

While it is foolish to think the US government, which
is in charge of the money supply after all, will fall, what is
painfully obvious is that the classic definition of a bank-
rupt – someone not being able to meet their liabilities
from their assets – surely applies to most western
nations. Does this matter? The answer is no. Fiscal
health is often offset by an unhealthy budget deficit.
Unless this economic slowdown troughs into a long

recession, the question of how
much the US – or the UK for that
matter – owes is purely academic.

The move by the US to shoul-
der the mortgage burden for
Middle America was pure eco-
nomic adrenalin for the markets.
Despite woes reported by

Lehman Brothers, there is still a sense that the economic
environment may be improving. The much-vaunted
recession in the UK – despite last quarter’s zero growth
portending ill – may be avoided. 

So should Alistair Darling follow suit as some of the
middle market newspapers have been demanding? In
essence, nationalising Northern Rock was one of the first
moves in this increasingly deadlocked game of fiscal
chess. Recognising the inevitable – much to the delight
of the Liberal Democrat’s Vince Cable, proved right all
along – brought Labour closer to socialism than it’s been
in 30 years. What Darling and Gordon Brown must do
now is restore confidence to the markets. If there are
indeed a few green shoots of recovery, then they will need
nurturing. No more talk of the worst financial crisis in
60 years. Now is not the time, Darling, to panic.
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What Darling and
Gordon Brown
must do now is
restore confidence
to the markets

Comment
Various signals, yet only one thing to do
Given the UK economy’s dire state, clients’ money is best invested in international funds  

Infrastructure, that solid and safe refuge
One catch: popularity of the asset class in this crisis could mean demand outstrips supply

It is always good to be
proved right – yet painful to
realise that it actually was at
my own expense. 

I have been forecasting in
these columns that sterling was overval-
ued and set for a decline. The pound has
indeed been heading steadily lower
against the euro. But it was only in
August that it chose to fall against the
dollar, so when I returned from a holiday
in the States I found my credit card bills
had been translated at a dismal rate.

Investing on the basis of currency
movements is a complex task. All too
often, the currency moves in one direc-
tion while the underlying asset market
moves the opposite way, each cancelling
the other out. This year has been a good
example. The pound may have declined
against the euro. But any benefits from
diversification have probably been wiped
out: eurozone stocks on 3 September
were down 23.6 per cent in local curren-
cy terms, whereas the FTSE100 had
slipped just 14.8 per cent.

Of course, a fall in sterling is good for
exporters and dollar-based stocks.
Pharmaceutical stocks started
September higher than they were a year
ago, even as the FTSE100 was 900
points lower. The general retailing sector
– with a largely domestic bias – has
almost halved from its level of early

September 2007. It could be argued,
therefore, that the best way of exploiting
weaker sterling is simply to play the
domestic markets. Unfortunately for
investors, however, they have to either do
their own stock picking or rely on a fund
manager. There are not, I believe, any
specific UK mutual funds that target
overseas earners.

Admittedly, there is also a danger with
overseas-focused funds. The manager
may decide to hedge the currency posi-
tion, wiping out the gains arising from a
further sterling fall. Usually, however, it
is possible to find out in advance whether
the fund manager is doing so. 

Other markets
The good news about overseas diversifi-
cation from a UK-based investor’s point
of view is that Britain is not that impor-
tant. Yes, if the euro strengthens against
the pound, it weakens the position of
German exporters selling goods in
Birmingham and Manchester. But there
are plenty of other markets around the
world. However, when the euro strength-
ens against the dollar, that is a problem
for European manufacturers.

Another reason why overseas diversifi-
cation looks smart is that the UK econo-
my looks in a mess. Whereas chancellor
Alistair Darling surely didn’t mean it was
the “worst in 60 years”, Britain does face

big trade and budget deficits, the after-
effects of a consumer boom and an over-
valued housing market and an overde-
pendence on the struggling financial
sector. The OECD thinks Britain is the
only major economy facing recession this
year. 

There is not much the government can
do about it and the Bank of England is
also constrained while inflation is more
than double its 2 per cent target. The
FTSE100 index seems likely to stay in
the doldrums. Although it may offer
value if it falls much below 5000, it
seems unable to break significantly
above the 5500 mark.

If you had to guess whether or not the
UK economy would outperform other
developed – let alone emerging –
economies over the next couple of years,
you would surely guess that it wouldn’t.
You would surely say that fair value for
sterling/dollar was more like $1.50 than
$1.80. You would surely have more con-
fidence in the European Central Bank to
control inflation or in the Federal
Reserve to engineer growth than you
would in the Bank of England to juggle
those two objectives. Given all that, you
would surely be moving more of your
client’s money into international funds.

Philip Coggan is Buttonwood columnist for
The Economist

There is something very
attractive about infra-
structure as an asset class.
It is real for a start, fund-
ing sizeable projects from

rail to roads, bridges to tunnels, public
services to communications, ports to
airports, power to water. It is also truly
international, encompassing not only
Europe and North America but also –
and more importantly – the rapidly
growing emerging economies of India,
China and Brazil. But despite its some-
what defensive nature, economic con-
ditions can still worry investors.

In these lean economic times, with
price rises eating into investment per-
formance everywhere, infrastructure
is inflation-busting and a haven
against weak equity markets: it com-
bines income and growth and offers
solid, durable, predictable returns
over the longer term. These funds
enjoy returns from projects irrespec-
tive of what is going on in the stock
market or indeed the economy. After
all, even in recession police stations
still function, children go to school,
airports remain open and drivers
cross toll bridges. These reasons alone
make the sector suitable for inclusion
in most diversified portfolios, but only
partially explain the clamour to invest. 

While infrastructure funds them-
selves tend to suffer from early under-
performance (because the cash takes
time to find its way into projects) and it
has to be said that fund prices have
risen considerably over the past year
or more, there is a very big reason for
the interest. China alone, which has
seen economic growth in double digits
for a decade, is spending 10 per cent of
its GDP on infrastructure and it is esti-
mated that more than $20trn
(£11.4trn) will be spent worldwide in
the sector over the next decade.
Meanwhile the OECD has predicted
that a whopping $53trn is needed by
2030 to keep pace with development
goals. That is a lot of investment with
solid, foreseeable returns. 

But the news isn’t all rosy.
Infrastructure has not entirely avoid-

ed the effects of the credit crunch, with
some funds divesting to reduce the
average weighted cost of capital. That
is, feeling the squeeze, they are reduc-
ing debt. That said, throughout 2008
infrastructure has continued to raise
cash relatively successfully despite the
otherwise hostile funding environ-
ment and this year might indeed turn
out to break records for the sector. 

The economic environment is some-
thing of a double-edged sword for
infrastructure because it has two con-
tradictory effects. The first is that it
makes the sector more attractive as
risk-conscious investors eschew the
more volatile alternatives in favour of
good, solid long-term returns. This is
especially true of the mighty pension
funds in Europe and the US, which
have shown particular interest, but it
can also be seen among retail investors
and private equity. 

However, slowing economic growth
in East and West alike inevitably
applies pressure to the brakes of some
of these projects. The result could well
be demand for the asset class out-
stripping timely supply of projects.
That’s something we see little of these
days: too much liquidity.

Stephen Barber is head of research at Selftrade 

“After all, even in a
recession the police 
stations still function,
children go to school,
airports stay open”

         




