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Let battle begin

As the election date is set for May 6 and the campaign
machine whirs into action, the threat of a hung parlia-
ment seems increasingly real.

Last month’s Budget and subsequent reaction from
the opposition parties — followed by a rather wasted live
chancellors’ debate - have already given a pretty strong
taste of what we can expect.

The glaring focal point of the battle is the ‘tax on jobs,
in the form of higher national insurance contributions,
and the controversy over the Tories’ ‘seduction’ of busi-
ness leaders into contesting it.

It is good that David Cameron has suggested cutting
that tax increase, but he has yet to propose a viable
option for where his spending cuts might eventually
fall.

The danger with any election is that both parties focus
on smearing each other’s reputation so passionately that
the lack of voter trust in any party
Perhaps _Anthony becomes even more apparent
Bolton will come  than usual. This will be particu-
back to England larly the case against this back-
and run for office drop of economic instability.
While the ‘change is good’
argument versus the ‘stick with us’ line is usually the
norm, in the current climate, it rings ever truer. However,
for exactly that reason, all it might take to win back an
iota of trust in either party would be some fundamental
figures to support the policies being proposed.

‘Dave’ is often said to be hung up on style but lacking
in substance. Poor Gordon Brown has not yet thrown off
the shackles of the mess seemingly left by Tony Blair.

And Nick Clegg, well, Nick who? If there were a politi-
cian more lacking in gravitas, I'd like to meet him. Vince
Cable, on the other hand...

At least in our own industry, results are quantified,
albeit largely on a fund’s past performance, despite the
warnings to the contrary.

It would be interesting to see which funds sold best if
the marketing literature was rife with comments slag-
ging off their rivals.
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Sovereign debt is often regarded as a risk-free option but this is not always the case

Time for a history lesson on debt

Sovereign debt is often
regarded as risk-free, even
though the history of govern-
ments defaulting goes back
thousands of years.

The theory, in a modern democracy, is
that governments can either raise the
money in taxes or, in extremis, print it.

Thelatter means inflation-linked bonds
are much more deserving of the risk-free
label than conventional debt.

But even this protection can only be
afforded to domestic creditors. In a world
of floating exchange rates, foreign credi-
tors risk being paid back in a devalued
currency.

Since 2007, sterling has fallen 25-30
per cent against the dollar and euro,
meaning foreign creditors have lost at
least a quarter of their money.

In theory, creditors will eventually get
wise to such tactics and demand a higher
yield to compensate. Emerging markets
have traditionally been forced to borrow
in foreign, rather than local, currencies to
prevent them from using this option.

Even domestic creditors, however,
ought to consider whether the ‘risk-free’
epithet is deserved. Governments do not
have an infinite credit limit. The exam-
ples of Iceland and Greece illustrate this,
in different ways.

Iceland liberalised its banks in the early
1990s, and they went on a lending spree
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that eventually made them an amount 10
times the size of their economy. High
domestic interest rates caused many
Icelandic individuals and businesses to
borrow in foreign currency.

But then the banks collapsed, and the
currency fell 50 per cent. Foreign cur-
rency debt was unaffordable. Government
debt has leaped from virtually zero to 80
per cent of GDP. But Iceland is a country
of only 300,000 people. Passing the debt
from individuals to government is an
accounting issue. It does not help pay
back the cash.

Growing debt burdens

Worries about Greece’s abilities to service
its debt have caused yields on its 10-year
bonds to hit 6.5 per cent. The huge prob-
lem is that Greece already has a debt-to-
GDP ratio of more than 100 per cent. So
with yields on its debts averaging 5-6 per
cent, Greece is paying 5-6 per cent of its
GDP in interest.

Unless its economy grows that much,
the debt burden will keep getting bigger.
And there is little chance of Greek nomi-
nal GDP growing that much within the
eurozone — a high inflation rate would
only make Greek business even less com-
petitive, leading to more unemployment
and a bigger trade deficit.

Greece can't solve the problem by deval-
uing its currency, since it is in the euro, or

by cutting short-term rates, which are set
by the European Central Bank and are
already very low. It can move its budget
into surplus by cutting public spending
and raising taxes, but that may lead to a
decline in GDP. Repaying the existing
debt will still be difficult. Any EU, or IMF,
loan package will not help if it requires the
Greeks to keep paying 6 per cent on its
debt.

What is true of Greece might yet become
true of other EU nations, such as Portugal.
And if the UK does not get its finances
under control within a couple of years, it
too could face a crisis. After all, gilt inves-
tors were wiped out by inflation after the
second world war and again in the 1970s.

So investors should think about wheth-
er other issuers are more truly risk-free
than some governments. Insurance com-
panies like Legal & General already take
this view.

There are supranational bodies, such as
the European Investment Bank and mul-
tinationals like BP or Shell, whose for-
tunes are not tied to one economy.

A diversified portfolio of blue-chip
names may turn out to be safer than rely-
ing narrowly on the abilities of govern-
ments to tax their disgruntled popula-
tions.

Philip Coggan is Buttonwood columnist at
The Economist

Why green really is this season’s colour

An underreported ann-
ouncement in Alistair
Darling’s Budget was a hefty
£2bn commitment to green
technology.

It is a sector in which investors have
shown a growing interest and now
seems to be central to any sort of gov-
ernment-sponsored industrial revival.

Itis also a sector that has a key role to
play in delivering on policy pledges,
since governments around the world
have agreed to cut carbon emissions
over the coming decade.

While the recession represented a
pause in the rise in emissions growth, as
well as in political focus, green issues
are creeping back up the agenda in
Westminster and across the world.

Also, economic recovery - especially
of the spectacular kind seen in the
emerging markets of China, India and
Brazil - means more carbon thrown
into the atmosphere.

The UK government had long relied
on the strength of the financial centre of
the City of London to create growth,
jobs and prosperity and to finance
increased spending on public services.

But with financial services represent-
ing such a large percentage of the UK
economy, directly and indirectly, Britain
was disproportionately hit by the credit
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Stock selectionis
notoriously difficult

but with that risk
come greater returns

crunch and recession.

Britain’s was a longer and deeper
downturn because of its reliance on
financial services. And the shock of the
effect of this imbalance was palpable in
ministers who, like the rest of us, had
not countenanced the risk implications
of the powerful sector.

There is no going back to a long-gone
industrialised past in the UK, but this is
perhaps a positive move to develop
strength and innovation in this sector,
which remains in its infancy. The City
will of course be there to lend a hand,
and investors will want to consider
increasing exposure in their portfolios.

The creation of a green bank, which
would attract government and private
funding in equal measure, should make
green technology more attractive for
investors. After all, it is often associated
with untried and untested develop-

ments and uncertain demand, as well as
the ‘Betamax syndrome’ that discards
alternatives (however superior) once a
standard is adopted.

Nevertheless, with ambitions ranging
from improved public transport to
renewable energy and the cutting edge
of technology, there will be some excite-
ment among investors. Aside from the
obvious and explicit developers of green
products, there will be opportunities for
engineering companies and those
engaged in infrastructure. Plus, the evi-
dence is that with successful projects
developed at home comes expertise and
consultancy opportunities abroad.
Offshore wind power is also being
pointed to as a key part of the future
energy mix and featured in the Budget.

Stock selection is notoriously difficult
in such infant sectors, which invariably
will include some smaller operations.
With that risk, of course, come bigger
potential returns. But for those seeking
broad exposure without the complexity,
a new generation of collective funds
could be the most straightforward way
ofbuilding green technology and renew-
able energy exposure into forward-
looking investment portfolios.

Stephen Barber is an academic who advises
Selftrade on markets and investments



