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Just staying afloat
“Economic stabilisation confirmed” trumpeted headlines 
last week after the National Institute of Economic and 
Social Research suggested UK GDP might have risen in 
April and May. For helmsmen in stormy financial waters 
looking for sunnier climes, “Economic stabilisation con-
firmed” has become the new “Land ahoy!”

But cries of “Overboard!” may not be more than a year 
away once investors remember the unsustainable debt 
crisis has not disappeared, but merely steered its foreclosed 
yacht onto government balance sheets.

A ‘double-dip’ second recession may loom once govern-
ments start to raise taxes, cut spending and possibly swap 
bank debt held by insurers for equity, which would reduce 
payouts to pensioners and encourage spenders to save.

The impact on stock markets could prove severe. During 
the last comparable financial bust in the late 1980s and 
early 1990s, the FTSE All-Share recovered 20 per cent in 

six months. It then moved side-
ways for more than half a year 
before rising 45 per cent again and 
then moving sideways for another 
18 months.

As the latest turbulence rumbles 
on, those sidewinding shifts could 

look more like nosedives. Government finances are in a far 
worse state than under Margaret Thatcher’s Conservatives, 
who had undertaken years of controversial cuts before 
Black Monday. Today’s fiscal restructuring could leave pri-
vate pockets far emptier.

The crucial unresolved difficulty is timing. Labour is 
unlikely to take unpopular economic measures before the 
general election next year or sooner, although the pre-
Budget report in the autumn may force its hand. But by 
leaning towards the economic austerity of the Tories,  
voters are arguably favouring more draconian guidance.

As the full extent of the financial devastation becomes 
clear, however, investors may not be as concerned about 
market timing as about whether policymakers can save the 
UK from the long-term fate of Japan.
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Comment
Investing in a market with few guarantees
Investors may prefer certainty, but in its absence, some diversification is worth pursuing

The true meaning of signs of recovery
Conditions are tough despite recent good news, and more solid improvement is needed
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It is Newton’s ‘new idea’, but 
it is also an old one. Asset 
managers should have the 
freedom to switch between 
different asset classes to give 

investors a balanced portfolio that out-
performs cash over time. It all sounds 
like the ‘balanced managed’ pension 
funds of the 1990s.

Newton is quite right to say the fund 
management industry became too 
obsessed with the product – funds that 
aimed to outperform narrow bench-
marks, like the FTSE 100 – and not 
enough with the outcomes investors 
want. Clients care about whether their 
pensions will give them a decent life-
style, whether they will be able to afford 
to pay for children’s weddings and so 
on. 

Of course, what clients would most 
like is certainty. If they put £1,000 a 
month into a pension pot, they want to 
know their annual income in retirement 
will be at least, say, £20,000. But cer-
tainty is difficult to deliver in financial 
markets. The cost of providing guaran-
tees is huge – that is why so many com-
panies are abandoning their final-salary 
pension plans. It used to be thought that 
insurance companies had strong enough 
balance sheets to offer guarantees, but 
after Equitable Life and the collapse of 
AIG, that argument no longer looks 

tenable. One can get a guaranteed real 
return by buying index-linked gilts, but 
the real return is so low that it requires a 
very high savings rate.

In the absence of certainty, one must 
aim for diversification. The fashion over 
the past decade has been for the ‘Yale 
model’, after the US endowment, which 
successfully moved into hedge funds, 
private equity and timber in the 1980s. 
In 2005-06, all these risky asset classes 
(along with equities) gained ground 
because of low interest rates – but then 
they all lost money in 2008. 

Worse still, many of these asset classes 
tended to generate higher fees for the 
managers, and thus lower net returns for 
clients – a problem I have dubbed ‘catch-
two-and-twenty’.

Allocation options
The practical choice, then, is whether 
clients (with the help of their advisers) 
create their own asset allocation or rely 
on the fund manager to do it for them. 
The argument against the latter is that 
the balanced managed funds of the 
1990s failed in their task (just like with-
profits funds). Funds became overcom-
mitted to equities at the height of the 
dotcom bubble. 

If one had to pick on a fund manager 
to make the right asset-allocation deci-
sion, the shrewd and affable Iain Stewart 

would be at the head of the list. He runs 
Newton’s Absolute Intrepid fund (about 
to be renamed the Real Return fund) 
and returned 74.6 per cent over the five 
years to the end of March. That was  
67 percentage points ahead of the MSCI 
World index and, more significantly, 
beat his own benchmark of Libor plus 4 
per cent a year.

Of course, balanced funds always look 
good when coming out of bear markets. 
Ruffer’s Total Return fund was a big suc-
cess during the 2000-03 bear market 
and then lagged during the subsequent 
recovery. But it is back once again as the 
top performer in the IMA Cautious 
Managed sector over one, three and five 
years. 

These funds are perhaps going to play 
their biggest role in the world of defined 
contribution pensions. Companies will 
want to offer ‘default’ options that will 
not be too risky for their employees, and 
balanced managed funds are just the 
ticket. 

What they need to do is stick to their 
knitting, and not chase fashionable 
investment areas as they emerge over 
the next few years. Better to earn a 
steady 8 per cent a year than to lose  
30 per cent by pursuing a higher return. 

Philip Coggan is Buttonwood columnist for  
The Economist

Both sterling and the price 
of oil are at seven-month 
highs, while house prices 
and high-street sales have 
fallen again. But mortgage 

approvals are stronger and factory 
output has improved. With a spring in 
the step of the FTSE, what are inves-
tors to make of it? 

There are few people in public life 
who have enhanced their reputation 
as a result of this recession. In parlia-
ment, Vince Cable bucks the trend, 
while among the Bank of England’s 
Monetary Policy Committee mem-
bers, it was David Blanchflower’s lone 
voice that called for interest rate cuts 
before it became fashionable. 

Retiring from the MPC, Mr 
Blanchflower has opined recently that 
decline has slowed and there are ten-
tative signs of recovery, but that condi-
tions remain tough and we are “not 
out of it yet”, with months of unem-
ployment to come. 

While stock markets have rebound-
ed off the back of good news, there is 
very little underpinning recovery in 
the UK and Europe. And while all eyes 
are on the US to pull the world out of 
recession, China could be just as 
important. 

From the US, perhaps the biggest 

industrial news to emerge has been 
the General Motors bankruptcy. Once 
the biggest company in the world, the 
decline of GM will affect jobs in the US 
and in Europe. 

Though manufacturing continues 
to contract in the US – albeit at a 
slower pace – the sector actually 
expanded in China during May. 

At $770bn (£474bn), China remains 
the biggest foreign investor in US gov-
ernment bonds. But as one of only a 
handful of countries that will record 
positive growth in 2009, China has 
sought assurance from the US 
Treasury that Chinese investments in 
the US are ‘very safe’.

The irony is, amid all this mixed 
news, shares have actually experi-
enced a genuine bull market since 
March, having firmly broken through 
the 20 per cent gains. 

While indicators such as earnings 
ratios suggest the market to be of rea-
sonable value, there is perhaps too 
little value to expect much further 
progress in the short term, and some 
investors must be considering taking 
profits.

For the Bank of England, managing 
the incipient recovery will be even 
more precarious than handling the 
downturn. 

While government and central 
banks threw money at the recession 
and dropped interest rates rapidly, if 
late, more difficult judgments lie 
ahead.

In the UK, quantitative easing has 
meant printing pounds and holding 
base rates close to zero. Such policy is 
ultimately inflationary, and public 
borrowing is skyrocketing. 

At some point, monetary policy 
needs to be tightened to control price 
rises, as does fiscal policy to reduce 
the deficit. 

Markets appear to be fair value and 
offer opportunities for those seeking 
quality or drip-feeding funds. But 
investors will want to see firmer eco-
nomic indicators before they call a 
real equity-market recovery.

Stephen Barber is head of research at Selftrade

“There is very  
little underpinning 
recovery in the  
UK and Europe”
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