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Welcome
After more than half a decade of ‘emergency’ interest 
rates, the prospect of an imminent (?) base rate hike 
from the Federal Reserve has put some market par-
ticipants on edge. This is understandable, especially 
when considering that there is a whole generation 
of financial practitioners out there that have never 
worked under ‘normal’ interest rate conditions. 

But after six years of being on life support, the us and uK economies now seem to be ticking along at a 
healthy, albeit modest, growth rate, and such low interest rates now appear to be unjustified... 

But wait! “Where’s the inflation?” I hear you ask. And well you might! There is a deflationary tidal wave 
sweeping through the global economy, driven by a rapidly slowing Chinese economy and the concomitant 
rampant bear market in commodities. Add to this the growing tendency towards currency devaluation, and 
you have a very potent argument that raising rates now might tip the global economy into a deflationary death 
spiral, as the pressure exerted on prices through higher interest rates adds fuel to an already raging fire. 

Hawks would respond with the observation that core inflation (which strips out volatile elements like fuel and 
food costs) is in fact running at a relatively healthy c. 1.7% in the US, and that the Fed risks getting behind 
the curve if it insists on further delays. Indeed, there is even an academic strain of thought that contends that 
this recovery has been the most protracted in living memory because, rather than in spite, of unprecedented 
monetary easing and intervention. If higher interest rates prove to be the supply-side stimulator of the Aus-
trian school, rather than the demand-side destroyer of the Neo-Keynesians, then all this fuss could prove to 
be a storm in a teacup... 

Nevertheless, “Black Monday” was a painful reminder that markets don’t go up in a straight line forever, lead-
ing some to proclaim the onset of a new bear market. At Master Investor, none of us claims to be in possession 
of a crystal ball, but what I would say is that the recent setback feels more like 1987 than 2007. I may be wrong. 
China clearly has some very serious teething problems as its fledgling capital markets acclimatise to a much 
slower growth rate and the inevitable de-leveraging that follows such a colossal debt-binge. Its policymakers 
have a lot with which to contend... 

But China’s pain is, to some extent at least, the West’s balm. Lower demand for raw materials has dealt 
consumer-based economies a welcome respite from rises in energy and food costs; and Western nations are 
not yet reliant on China for exports to an extent at which its deceleration would pose a major threat to their 
recovery. Recent data showed that growth remains well underpinned in the US, still the driving force of the 
global economy. Europe is beginning to show signs of life. 

At times like these, it pays to hold one’s nerve. As investors, we require low prices; but as humans, we crave 
high prices. I leave you with these eternal words of wisdom from Warren Buffett:

“If you plan to eat hamburgers throughout your life and are not a cattle producer, should you wish for higher or lower 
prices for beef? Likewise, if you are going to buy a car from time to time but are not an auto manufacturer, should you 
prefer higher or lower car prices? These questions, of course, answer themselves.

But now for the final exam: If you expect to be a net saver during the next five years, should you hope for a higher or lower 
stock market during that period? Many investors get this one wrong. Even though they are going to be net buyers of stocks 
for many years to come, they are elated when stock prices rise and depressed when they fall. In effect, they rejoice because 
prices have risen for the “hamburgers” they will soon be buying. This reaction makes no sense. Only those who will be 
sellers of equities in the near future should be happy at seeing stocks rise. Prospective purchasers should much prefer sink-
ing prices. “

Best regards

James faulkner, editorial director
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mellon on
the markets

By Jim mellon

As I write this, I am in Edinburgh, at the International Arts 
Festival. While there are many dramatic performances 
taking place in this beautiful city during the four week 
show, there is considerably more (expensive) drama going 
on in world markets. 

But it wasn’t just Asia; in other 
countries directly affected by Chi-
na, the chickens have come home 
to roost. Australia’s mining based 
rentier economy is teetering on a 
nasty brink, and I remain convinced 
we will see further declines in the 
AUD. After all, there was noth-
ing miraculous about Australia’s 
twenty-odd year boom – it just digs 
up stuff and sells it to China. Not 
very much more apart from suntan 
cream and board shorts. And now 
China isn’t buying so much, and the 
price of the iron ore etc. that Aus-
tralia sells has fallen by more than 
half.

And of course, oil and gas exporter, 
and serial territorial expansion-
ist, Russia, is fried toast in current 
markets. 

So what now? Well, I confess to be-
ing a little early about getting back 
into some markets, but I don’t think 
this is a time for universal panic and 
despair, although I note that Evil is 
less sanguine than me.

MeLLon on THe MArKeTS

“those of us 
acquainted 
With dutch 
tulip BulBs 
and south 

sea BuBBles 
could see it 

coming.”

The utter collapse of Chinese mar-
kets has taken many by surprise, 
particularly those who don’t read 
much history. But what is genuinely  
surprising  is the way that the Great 
Fall has had a contagious effect on 
other markets, with the US, 
Japan, Germany and to a lesser ex-
tent, the UK, falling sharply also. In 
addition, almost everything to do 
with emerging markets has been 
massacred, which is definitely not a 
surprise, given the parlous state of 
some of them.

China earlier this year displayed 
many of the signs of a stock mar-
ket mania in full force; one million 
brokerage accounts being opened 
every week, record margin lending, 
shares that no one had ever heard 
of going up like rockets. Those of us 
acquainted with Dutch tulip bulbs 
and South Sea Bubbles could see it 
coming.

At the same time, the remarkable 
strength of the US dollar was over-
due for a reversal. China’s cack han-

ded managed devaluation (and by 
the way there is plenty more to 
come there) was a trigger for rising 
concern about other Asian econo-
mies, particularly those, such as 
Malaysia and Korea, which have 
strained finances. Indeed, until last 
week , the Malaysian ringgit had 
fallen by a quarter against the US 
dollar this year, and suspicions of 
a huge “mislaying” of funds by the 
Prime Minister added to the fiery 
pot of decline.
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“australia’s mininG 
Based rentier 

economy is teeterinG on 
a nasty brink.”

MeLLon on THe MArKeTS
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MeLLon on THe MArKeTS

I wrote last time that I thought the US 
market was priced to perfection, and so 
it was. It has fallen sharply but it is still 
priced in angelic territory, and I would 
caution about being too quick to get back 
in there. I have covered our short in ap-
ple, which was a conviction trade at the 
Master Investor Show, but I wouldn’t 
be in any rush to buy it. The CEO, Tim 
Cook has come out and said that China 
remains a robust area for Apple, but I 
wonder if he is spouting a bit of propa-
ganda. After all, China’s economic mas-
ter has being fudging the national ac-
counts for years. As I have said before, 
China’s growth is 2-3% in real terms 
and not the posited 7% so beloved of the 
Politburo. So it might prove with Apple. 

Germany, which has done so well from 
exporting to China, has been affected 
by this turmoil, as well as the rebound 
in the Euro (which was something that 
was going to happen when all of those 
who forecast a stronger Euro at 1.40 to 
the dollar forecast parity only a year or 
so later!). The daX fell by 20% from its 
peak, and I think that is too much, so I 
am now a buyer. 

I was a buyer of the Japanese yen at 
the 124 to dollar range, but now would 
be neutral. Although Japan has invest-
ments in China, I don’t think the two are 
comparable. Japan’s market is not over-
priced, and there is little margin debt. I 
would be a strong buyer of the Nikkei at 
these levels. Japan’s corporate earnings 
are poised to rise sharply, and there is 
little outlet for the massive savings of 
the population in an environment of 
zero or negative interest rates. 

The usual chatter of whether and when 
interest rates will rise in the US goes on; 
I am not sure this is particularly impor-
tant. Clearly, the Chinese problems and 
the fall in US markets will affect Fed 
thinking, but even so I would be sur-
prised if they don’t raise interest rates 
slightly, to normalise matters, and pos-
sibly, restore qe at the same time, which 
might seem paradoxical but would be 
warranted to mitigate the shock of ris-
ing rates at the short end.

In fact, given the China story, which in 
some ways is exaggerated and in other 
ways not, I wouldn’t be surprised to see 
a more direct form of QE – for instance 
printing money to fund infrastructure 
etc. – in some key markets. Which ones? 
Possibly Europe, and possibly Japan, 
though it is not clear that Japan needs 
more roads to nowhere. 

In terms of currencies, I would be a sell-
er of euros at the 1.17 level, and indeed I 
wouldn’t be surprised to see the ECB do 
something to push the currency back at 
that level. Europe’s economic recovery is 
just too fragile to support a strong cur-
rency. 

I think some emerging markets are just 
too cheap, and I am looking at Brazil 
right now as an example. I would con-
tinue to be a seller of the australian dol-
lar. I remain a holder of Greek shares 

(rock solid in the turmoil!), and I am op-
timistic that Japan will do well.

Avoid the US for now, the UK is blah, and 
get ready to buy china. A few months 
ago, many commentators were push-
ing China. It will be years before those 
who followed their advice will get their 
money back. But at 8x PE (admittedly 
with economic problems ahead and a 
big debt problem), China isn’t expensive 
anymore and one day soon it will be the 
world’s largest economy. I would dip a 
toe in to a reputable ETF and avert your 
gaze as the roller coaster goes up and 
down in the next few months. 

Among stocks, I still like fanuc in Japan, 
Kuka in Germany, and synergy pharma 
in the US. 

Plenty to be getting on with... Oh, and 
the good news about this “perfor-
mance” that has been going on while I 
am at the Edinburgh Festival is that a lot 
of hedge funds will have been crushed. 
Yeaaah!!!

happy hunting!

Jim mellon 

“i Would Be 
a stronG 
Buyer of 

the niKKei 
at these 
levels.”
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MeLLon on THe MArKeTS

amazon wants drone lanes in the sky

At the time mostly dismissed as a gimmicky PR stunt, it seems Amazon was serious after all. With the in-
creasing number of unmanned aircraft, both professional and amateur, Amazon has called for the creation of 
high-speed sky lines to allow for the safe flying of automatic drones. 

What Jim read this month...

http://www.thetimes.co.uk/tto/technology/article4511405.ece

http://www.thetimes.co.uk/tto/technology/article4510998.ece

https://www.newscientist.com/article/dn27923-100m-project-uses-worlds-best-radio-
telescopes-to-find-aliens/

https://www.newscientist.com/article/mg22730312-100-the-battery-revolution-that-will-
let-us-all-be-power-brokers/

robots could destroy us all, says hawking

This reassuring article is another gem from the Times, as super-genius scaremonger Stephen Hawking voic-
es his concern over the use of Artificial Intelligence for warfare. He and a thousand other high profile signa-
tories call for a ban on autonomous weapons that could kill without human involvement. 

$100m project uses world’s best radio telescopes to find aliens

Yuri Milner, a Russian Venture capitalist, has launched a $100 million project to bolster the search for extra-
terrestrial life. The first stage of the project will focus on the closest million star systems and look to pick-up 
‘leaked’ alien signals, the equivalent of stray alien TV broadcasts, and then hone in on the source and find 
intelligent life. Although, chances are we’ll just be getting the re-runs.

the battery revolution that will let us all be power brokers

The bane of the modern man, low battery. The race is on to provide more efficient and longer lasting batteries 
to power our increasingly tech dependent world. But with advances in the way batteries are made, they are 
becoming cheaper, more accessible and rechargeable, meaning that we could soon be able to generate, store, 
and distribute our own electricity from home. Power to the people and all that.

http://www.bbc.co.uk/news/technology-33945098

apple car clues emerge from letter to test facility

Despite managing to overlook anything untoward penned by Corbyn, the Guardian (of all newspapers) has 
managed to get its hands on correspondence between Apple engineer Frank Fearon and officials from Go-
Mentum Station, a car testing facility. The letters apparently fuel the rumour that Apple is building a car, 
dubbed ‘Project Titan’. 
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Around the World in a Dozen Properties (Part 6) 

around the World in a dozen properties (part 6) 

By sWen lorenz

Sunnier times 
ahead for Spain?
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Around the World in a Dozen Properties (Part 6)

A 12-part series of articles by Swen Lorenz, reporting on 
easy-to-access investment opportunities in high quality 
real estate around the world. 

This series looks at investments on a country-by-country basis. 
The truth is, however, that it should really be done on the basis of 
regions or even cities. Most countries we have looked at so far are 
fairly big, and even the property market of a medium-sized coun-
try is usually split into different regions, some of which couldn’t 
possibly be any more different from each other in terms of price, 
quality and prospects. 
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Take Germany as a prime example. In 
the West, booming prices across the 
board; in the East, one bright spot (aka 
Berlin) combined with depopulated re-
gions where tens of thousands of apart-
ments are being torn down because they 
are deserted and essentially worthless. 
Investors who got into Germany in 
2005/06, when the country’s real estate 
was priced even below its replacement 
value, made a fortune if they invested in 
the right region, but only very modest 
returns (if any) if they put their money 
into the wrong part of the country.

There are currently a lot of similari-
ties between Germany back in 2005 
and present day Spain. Germany’s real 
estate boom started with the introduc-
tion of REITs, or Real Estate Investment 
Trusts, i.e. publicly listed investment 
trusts that offers investors different 
tax advantages and the ability to buy 
and sell their investment on a daily ba-
sis through an exchange. With the in-
troduction of REITs came large private 
equity groups that bought up portfo-
lios of tens of thousands - sometimes 
even more than a hundred thousand - 
apartments. Foreign capital sparked the 
turnaround of the German market and 
Germany turned into a property market 
juggernaut from there onwards.

Spain also recently introduced REITs, 
as one of the measures aimed at inject-
ing life back into the Spanish property 
market. Between 2007 and 2013, prices 
in Spain fell 35% across the board, ac-
cording to the official statistics of the 
real estate registrar. Take into consider-
ation that in some regions transactions 
essentially stopped happening, and it 
is likely that the aforementioned figure 
is an understatement. Some statistics 
speak of a “real” loss in value of Span-
ish property of 58%, which is nothing 
short of extraordinary. The most famous 
example for the kind of bloodbath that 
happened in Spain is the sale of Ciudad 
Real passenger airport, which was built 
for €1.1 billion and subsequently sold for 
a ridiculously paltry €10,000 (with the 
new investors agreeing to invest €100 
million into getting the dormant airport 
relaunched as a cargo hub). Major cities 
weren’t protected either, and prices for

prime real estate in Madrid also fell by 
30% to 40%. Imagine that kind of fall in 
a place like London!

a slow recovery

The good news is that since 2014, prices 
have been rising again. So far, they have 
recouped one fifth of the losses incurred 
during the bust. In other words, whereas 
London, Berlin and a few other markets 
have long reached entirely new highs, 
Spanish prices still have a lot of catch-
ing up to do before they even reach their 
pre-crisis levels. 

Some regions though may never again 
see those pre-crisis prices, at least not 
in our lifetime. Spain has regions where 
supply and demand is so out of whack, 
and the quality of real estate so ques-
tionable, that prices are unlikely to go 
anywhere. Also, the economy has a long 
way to go before it truly shakes off some 
of its structural issues, such as the high 
levels of youth unemployment; in 2013, 
a staggering 56% of Spain’s young were 
unemployed. That figure is now down 
to 49.2%, but it’ll be years before the 
country has a chance to get back to any-
where near normal. Even the high per-
centage of young people working in the

Around the World in a Dozen Properties (Part 6) 

informal economy doesn’t change that. 

There’ll be a number of other regions 
though where the recovery is likely to 
continue, and might even gather pace. 
The two economic centres of the coun-
try, Madrid and Barcelona, are where 
things are likely to stabilise and move 
forward the fastest. Cities adapt faster 
to changing economic environments, 
and they are also the first place where 
foreign investment gets washed ashore 
once the initial panic is over. It’s actu-
ally already evident in the case of Spain: 
private equity firms like Cerberus and 
Blackstone started moving into the 
country in 2013, and sovereign wealth 
funds from the Middle East have also 
been buying up Spanish assets, includ-
ing retail and hotels.

Barcelona is increasingly turning into 
Europe’s no. 1 “urban resort” and will 
continue to be seen as an attractive 
place to make a long-term investment. 
Madrid, as the country’s capital and 
with more than 5 million inhabitants, 
will also naturally remain one of Spain’s 
powerhouses. There are also certain 
coastal regions where demand has 
picked up again. However, these areas 
tend to be more attractive to investors 
looking to buy their holiday home rather 
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than for investors who are purely look-
ing for a financial return and a low-risk, 
liquid asset. 

The recovery is also being driven by a 
number of macro factors. Following 
years of contraction, Spain’s economy 
is currently up 2.7% over the past 12 
months. Banks have begun lending 
again, and the return of local buyers has 
led to new mortgage approvals growing 
by 27% compared to a year ago. Whereas 
before the crisis close to 40% of all the 
mortgages in Spain were taken by for-
eigners speculating with properties that 
generally they hardly ever lived in (if at 
all), now overseas buyers account for 
just 3% of outstanding mortgages. The 
increase in demand is currently mostly 
due to people buying property for ac-
tual use or for renting instead of merely 
looking for capital gains, which gives 
the market a much stronger foundation 
to stand on.

There has also been a trend of new 
groups of buyers moving into some 
markets. British and German buyers 
used to dominate foreign purchases in 
the residential market before the crisis, 
but now there is also a much larger con-
tingent of Asian, Middle Eastern, Amer-
ican and Swiss buyers - buyers that 
generally pay in cash and don’t require 
a mortgage. A newly introduced visa 
scheme helped, too. Launched in Sep-
tember 2013, a “Golden Visa” scheme 
that offers residency to foreigners who 
invest more than €500,000 led to nearly 
500 transactions during the first year. 
Not enough to make a difference to the 
overall market, but following the kind 
of bust the Spanish market experienced, 
every incremental improvement helps 
to build new momentum.

reits already playing a 
major role 

During 2014, more than €10 billion of 
investment found its way into com-
mercial real estate in Spain. Of that, a 
quarter came from the “Socimis”, as the 
REITs are called in Spain. Their funding 
in turn is heavily based on foreign in-
vestors looking for an easy, liquid way to 
grab a piece of the action. As ever, buy-

ing a listed security is much easier than 
purchasing and managing an actual pie-
ce of real estate.

For those who are looking to invest with 
a view to an attractive financial long-
term return, rather than wanting a place 
in the sun or the trouble of managing 
individual tenants themselves, the ob-
vious answer is to look at REITs with 
heavy exposure to Barcelona and Ma-
drid. Incidentally, this leads us to one 
very obvious candidate: merlin proper-
ties, the new giant in the Spanish real 
estate industry. 

Having listed on the Spanish market just 
last year, Merlin quickly rose to become 
the country’s largest property holding 
company. It made headlines by buying 
a minority stake in Testa, the property 
holding of a financially stricken Spanish 
construction firm, Sacyr. Two months 
ago, in a transaction valued at €1.8 
billion, Merlin purchased all remain-
ing shares of Testa. What’s noteworthy 
about the transaction is not just the size, 
but also the fact that Testa was widely 
known as the highest quality portfolio of 
real estate in the country.

With a portfolio worth €5.5 billion, the 
company is now the single largest in-
vestment entity in the Spanish real es-
tate market. It’s portfolio is focussed on 
Madrid (71%) and Barcelona (11%), the 
two powerhouses of Spain. The majority 
of its investments are in office buildings 
(53%), with hotels (12%), retail (11%) 
and residential (8%) adding to the mix. 
Currently, 98% of the available space 
is rented (or 92% if space that is cur-
rently out of commission because of re-
furbishments is counted as empty). The 
Madrid and Barcelona office portfolio is 
recognised as virtually irreplicable, with 
many international firms and corporate 
headquarters as anchor tenants.

The next largest Spanish property com-
pany has €1.3 billion in Spanish real es-
tate, leaving Merlin towering over the 
rest of the industry. Foreign investors – 
i.e. investment funds, hedge funds and 
private investors – are likely to favour 
investments into Merlin because of the 
liquidity its shares offer and the high 
quality of the portfolio. Once the trans-

action to purchase Testa has been ex-
ecuted, the company will be financed 
with 50% equity and 50% debt, i.e. 
the company is not highly geared and 
therefore particularly suited for long-
term investors who want to put the in-
vestment aside and sit tight for three, 
five or ten years. The dividend yield is 
currently around 2.5%.

Having a player like Merlin emerge is 
also a clear sign that Spain’s property 
market is going through a process of 
globalisation and is becoming more in-
tegrated with the financial sector - just 
as Germany did 10 years ago! The data 
clearly indicate that the worst of the real 
estate crisis is behind the country, and 
Spain is now entering a two speed re-
covery where Barcelona and Madrid will 
lead the way. 

The shares of Merlin listed in June 2014 
at €10, and are now trading virtually 
unchanged at €10.25. Those seeking to 
squirrel away some money into rela-
tively cheap real estate and not have to 
worry about its management could do 
worse than take a closer look at Mer-
lin Properties. Once the market has di-
gested the Testa transaction, and the 
significant issue of new shares that was 
necessary to fund it, the price for Merlin 
shares should improve. Longer-term, 
getting in on the Spanish opportunity 
could turn out to be as good a decsion as 
investing into Berlin a decade ago. 

Around the World in a Dozen Properties (Part 6)

“the neXt 
larGest span-
ish property 
company has 
€1.3 billion 
in spanish 

real estate, 
leavinG mer-
lin toWerinG 
over the rest 

of the
industry.”
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James faulkner: thanks for tak-
ing the time to speak to master 
investor. could you begin by giv-
ing our readers a brief overview 
of michelmersh Brick holdings 
(mBh) and its history, for the ben-
efit of the uninitiated? 

Martin Warner:  We started in 1997 with 
the acquisition of two brickworks in the 
Home Counties manufacturing about 
10 million bricks serving local markets 
where the product had been manu-
factured for generations and supplied 
product to match the local vernacular.  

We made further acquisitions buying 
three more works over the years so that 
we now produce 70 million products, 
having floated on AIM in 2004. We also 
have significant land assets that come 
along with the brick making, some of 
which can be used for landfill and some 
for residential development.

Jf: most people are aware that the 
housebuilding and construction 
sectors are acutely cyclical. Where 
do you think we are in the cycle 
right now and what implications 
does that have for equity investors?

MW:  We are at the beginning of a new
cycle for brickmaking. These tend to be 
much longer than in the construction sec-
tor because the industry is so capital inten-
sive. Since the 1980s, when the last major 
investments were made in the industry, the 
UK market has been oversupplied as con-
struction, especially housebuilding, declined. 
The last recession saw a brutal reduction in 
capacity, so imported bricks are now needed 
to fill the gap. 

MW: As noted above we are at the start of 
a new cycle with brick demand exceeding 
supply recovering from a very low base. 
Coupled with an undersupply of new hous-
ing the overall dynamics for the industry 
are pretty resilient even when interest rates 
do rise. These have long been expected and 
all the pundits seem to think they will be 
slow and gradual.

Jf: from the point of view of a uK eq-
uity investor looking to gain exposure 
to the sector, why not go straight for 
the jugular and simply invest in one of 
the housebuilders? What distinguish-
es building materials suppliers such as 
michelmersh as an investment?

MW: We are now at the beginning of this 
new cycle which is highly capacity-con-
strained so I think the dynamic is differ-
ent.  We will now see a normalising of the 
market over the medium term after many 
difficult years. 

Jf: michelmersh puts a strong em-
phasis on its stable of brands whilst 
operating in an industry that produces 
what most people would consider to be 
a fungible product. What’s the logic 
behind this?

an intervieW With 

Martin 
Warner

manaGinG director of michelmersh BricK holdinGs

An InTerVIeW WITH martin warner

Jf: With interest rate rises apparently 
on the horizon, does that necessar-
ily entail a cooling off of construction 
activity? much attention is paid to the 
break higher interest rates exert on de-
mand, but very little is mentioned about 
the positive impact on the supply of 
credit as banks find it more profitable 
to lend. What is your take on this? 
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An InTerVIeW WITH martin warner

“We are in the BeGinninG of a neW 
cycle for brickmaking. these tend 

to Be much lonGer than in the 
construction sector Because the 
industry is so capital intensive.”
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An InTerVIeW WITH martin warner

largest brick manufacturers, were re-
cently acquired by private equity. What 
implications does this have for the in-
dustry?

MW: It is hard to comment on this apart from 
the fact it should bring a more financially 
disciplined market place at this point in the 
cycle.

Jf: the uK currently imports around 
20% of its bricks. What would it take 
for domestic manufacturers to plug the 
supply gap? is there still a lack of confi-
dence to invest in new capacity in spite 
of the recovery? 

MW: To build a new plant requires a good 
supply of mineral, planning consent with all 
the problems this entails, a cheque in the or-
der of £60–70 million for a 100 million unit 
plant, and several years to bring on stream. 

The challenge for a large part of the industry 
now is to invest in existing plant after a long 
period of underinvestment and this is likely 
to be where most resources are directed in 
the forthcoming period.

MW:  We started with bricks which fit the lo-
cal landscape and our products enhance the 
street scene. The price of a brick is less than 
the price of a Mars Bar and yet they last at 
least 150 years longer! Half the market is 
repair and maintenance. The first thing a 
potential buyer sees when he drives up is the 
front of the property and for a small amount 
of money something that looks absolutely 
right can be built so our products are also 
very often favoured by architects and indeed 
local planners as well as developers.  

Probably the best example I can give is that 
when St Pancras Station was redeveloped 
there was no other manufacturer who could 
match the appearance and size of the 100 
year old brickwork. 

Jf: michelmersh recently returned to 
the dividend list for the first time since 
2007. given that the recovery in the 
housing market has been in place for 
several years, why did it take so long for 
michelmersh to resume paying a divi-
dend? 

MW: The industry has lagged because when 
the market crashed in 2008 there was a 
massive stockpile of bricks on the ground – 
about 10 months’ supply. It took until 2013 
for these to be sold down. This illustrates the 
point about long cycles.

Jf: Whilst turnover climbed by 13% 
during the first half of this year, the 
majority of profit growth was account-
ed for by an increase in margins. given 
that the number of brickworks has 
actually declined since 2007, is there 
scope for further margin progression 
on the back of supply constraints?

MW: We are now expecting that this new 
cycle will start to bring normalised returns. 
Our focus now is to improve efficiencies in 
our business by incremental investment – 
for example we have just finished our new 
expansion project at our Freshfield Lane 
works which is bringing extra capacity on 
stream and we have installed more robots 
at our Blockleys site. We will continue to in-
vest to improve efficiencies which will bring 
margin improvement.

Jf: the General election cast a cloud 
of uncertainty over the housebuilding 
sector. now that that cloud has been 
lifted, has the market responded in 
kind? is the current government doing 
enough to stimulate the sector?

MW: There is stimulus in the sector from the 
‘Help to Buy’ scheme, but there are capacity-
constraints in every part of the market. One 
of the biggest is the planning system which 
is certainly not getting any easier and al-
though this is recognised by Government it is 
difficult to see much change coming.

Jf: hanson and ibstock, two of the uK’s

“the challenGe for a larGe part of the 
industry noW is to invest in eXistinG plant 

after a lonG period of underinvestment 
and this is liKely to Be Where most 

resources are directed in the 
forthcoming period.”
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US InTereST HIKe In SePTeMBer?

By Bill Blain

US interest 
hike in 
September? 
really?  
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US InTereST HIKe In SePTeMBer?

A few lifetimes ago, in early August, the 
editor asked me to write about optimal 
portfolio composition ahead of the 
then expected US rate hike in Septem-
ber. I scribbled up a note on how global 
growth remains sub-par, under threat, 
and how a rate hike might just result in 
the surprising outcome of lower bond 
yields as more and more global money 
would flock towards the mighty dollar. 
I then took a week off to enjoy what we 
laughingly call an English Summer... 
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While I was out, the China Syndrome fi-
nally exploded. 

Global markets were a sea of red. Ex-
pectations of a Fed hike in the face of 
such global dislocation evaporated. But, 
the following day, as Asia continued to 
nosedive, the Occidental markets stabi-
lised. There are definitely bargains out 
there in equities! 

But where does the bursting China Bub-
ble leave us? To answer the question 
what happens tomorrow, it’s important 
to understand what happened yester-
day, so here goes...

Seven years after the Global Financial 
Crisis exploded with the collapse of 
Lehman Brothers in 2008, global mar-
kets remain perverse and difficult to 
call. The current threat list includes ob-
vious ones like the ongoing China crisis, 
the oil and commodities collapse, Greece 
Elections, and emerging markets strug-
gling to cope with the strong dollar. 

Policy responses have been disappoint-
ing. For all the talk of co-ordinated G7 
action to stimulate global growth, what 
we’ve seen is competitive devaluations 
and protectionism. Central banks have 
pumped money into the system through 
QE, but zero interest rates, cheap en-
ergy, minimal inflation and low wage 
pressure have done nothing to stimulate 
real global growth.  

For the last seven years we’ve seen 
global growth fail to meet expecta-
tions, fizzle out and disappoint. Market 
sages have been talking about the “new 
normal” - low growth and low inter-
est rates going on forever. I call it Null 
Entropy. The end of the commodities 
“super-cycle” and low oil prices are 
proving long-term fixtures rather than 
short-term featurettes.

Any portfolio strategy has to address the 
realities of low growth, low inflation and 
potential long term stagnation. Some 
economies – notably the US, the UK and 
even some European states – are seeing 
some signs of real growth, but it’s still 
sub-par. Other economies remain in 
crisis. And should that surprise us? The 
countries in the recovery room are those 
with the most market based economies.

Prior to the China bubble exploding, the 
consensus was that the US Fed would 
announce its first rate hike since 2007 
as early as September. When it comes it 
will be a modest 0.25% rise. What will 
it entail for growth, stocks, commodi-
ties, foreign exchange and bond prices, 
and how should these assets figure in a 
portfolio mix?

As I write this note, the market is dis-
counting a Fed hike. Many banks say 
it won’t now come till 2016. However, 
I suspect it may still come this year. 
In normal markets, rate hikes produce 
fairly predictable and uniform outcomes 
– fear and panic in bond markets (as 
higher rates imply lower bond prices), 
countered by optimism in stocks (on the 
back of rising growth prospects), and 
strengthening currencies (as money fol-
lows higher rates). In such perfect mar-
kets, choosing an optimised portfolio is 
fairly simple – buy stocks for growth, 
rising rate currencies, and sell bonds. 
And since dollar rates are rising, be long 
the dollar. 

However, this time it’s different. 

First, there are the markets: Seven years 
of central bank financial repression and 
the unintended consequences of quanti-
tative easing have distorted asset prices 
across the financial markets, creating a 
host of knock-on effects in the relative 
values between asset classes. Ultra-low 

US InTereST HIKe In SePTeMBer?

yields forced “yield-tourists” to go hu- 
nting for returns in less familiar mar-
kets. As a result we’ve seen stronger 
bond sectors and stock markets than the 
metrics justify – fuelling the suspicion 
current asset prices are bubbles in the 
wake of QE distortions.  

 

The fact that bond yields remain so low 
is causing less concern than it should. 
The foundations of the global collapse 
of 2007 were firmly rooted in overly 
easy monetary policy – it was too easy 
for banks to lend money, building up 
the debt crisis and US housing ructions 
that toppled money markets leading to 
the drying up of bank funding. The end 
of easy money precipitated a funding 
crisis for Northern Rock and sank half-
a-dozen structured bond investment 
funds, before escalating out of control 
and into the near total rolling collapse 
of the banking sector in 2008. Only the 
swift action of central banks, led by the 
Fed, kept the financial system open and 
afloat. 

These were brutal days as the surviving 
US banks underwent forced recapitali-
sation. It worked – the US banks have 
repaid their bailout cash and are func-
tional again. The situation in Europe is 
far less clear – banks and sovereign debt 
remain intimately linked in mutual co-
dependency under the ECB. European 
banks show disturbingly few signs of 
ever being fixed. 

“seven years 
after the 

GloBal finan-
cial crisis eX-
ploded With 
the collapse 

of lehman 
Brothers in 
2008, global 
marKets re-

main perverse 
and difficult 

to call.”
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US InTereST HIKe In SePTeMBer?

Global investors haven’t felt pushed to 
invest in risk/reward assets. While in-
terest rates have languished at millen-
nial lows, the expectation had been a 
glut of entrepreneurial growth. Instead, 
investors have preferred to park cash in 
safe places rather than risk investing 
in high risk/low reward projects. What 
we’ve proved is that ultra-low rates 
act as a disincentive to risk-taking and 
funding risk ventures. When container 
rates from Asia are at record lows be-
cause of limited demand, when global 
steel capacity usage is only 68%, and 
global commodities grind lower every 
day, why take the risk of building new 
factories? 

As global business risks rise in the wake 
of the commodities crisis and crashing

Asian demand, that raises increased 
risks for corporate debt and stocks. 

Low rates have distorted and 
damaged economies. 

Ultra-low bond rates have caused cor-
porates to borrow billions from the bond 
market. But rather than invest that cash 
in new factories or other forms of job 
creation, the cash has been used to shore 
up pension schemes or to buy back 
stocks, pushing up (and further distort-
ing) stock prices. The only beneficiaries 
have been CEOs seeing their bonuses 
rise on higher stock prices. Increased 
income inequality is just one effect! 
Weaker corporate credits and leveraged 
balance sheets are another.

Second, there is the global economy. It 
remains critically vulnerable to reces-
sion. The fact that banks haven’t been
lending hasn’t helped. They have been 
constrained by draconian new capital 
regulations and requirements, and by 

over $200 billion of fines stemming 
from their crisis inducing behaviours. As 
the investment banks have been forced 
to give up market making across secu-
rity markets, many investors fear being 
trapped by illiquidity if markets turn – 
hence market reactions are likely to be 
exacerbated.

Fears that flooding markets with QE 
cash would create inflation have proved 
utterly wrong. There is almost zero in-
flationary pressure in the global econ-
omy. Commodity prices have crashed. 
Oil prices have tumbled. Low rates, low 
commodities and low energy prices have 
not created perfect lift-off conditions for 
economies - instead we’ve seen stagna-
tion. Deflation rather than inflation has 
become the market’s fear. 

Attempts to drive global growth through 
trade agreements and growth initiatives 
have become mired in political trea-
cle with a strong protectionist theme 
emerging. Abenomics – credited with 
perhaps rescuing Japan after 25 years of 
decline – is basically devaluation by any 
other name. 

“fears that floodinG 
marKets With qe cash 

Would create 
inflation have proved 
utterly Wrong. there 

is almost zero 
inflationary pressure 

in the GloBal 
economy.”
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• stocks 

In recent months we’ve seen a distinct 
softening in global stock markets, re-
flecting a lack of confidence in future 
growth and doubts about current valu-
ations, culminating in August’s Black 
Monday. The biggest loser has been 
China, but that was patently a bubble 
that has now conclusively burst. More 
worrying are the travails of strong
firms like Apple, highlighting how 
tired markets are. Apple produces 
and sells lots of high value goods, yet 
when it only beat estimates by a small 
amount, the stock crashed by 16% as 
negative concerns such as declining 
China sales and the lack of new prod-

US InTereST HIKe In SePTeMBer?

If I were pushed to recommend port-
folio approaches for September and 
the “we-might-get-a-US-rate-hike” 
scenario I’d go with the following:

short term

Bonds are likely to rally on ongoing 
weakness and demand as global inves-
tors pile into the US Dollar and treas-
uries in particular. This is counter-in-
tuitive as bonds should slide on a hike, 
but this time is different. 
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uct pipeline came to the fore. Some 
folk think Apple’s time as a top stock is 
past, but I rather see it as a canary-in-
the-coalmine for stock markets. If it’s 
in trouble, then so is everything else.

• currencies

Most major nations have been playing 
a game of competitive devaluations to 
make exports more attractive. China 
tried to address its deepening dismal 
economic woes through devaluation. 
The effect has been to favour the dol-
lar – which will clearly continue if the 
US is the only economy to hike rates – 
which begs the question: does the US 
actually need to hike? And a strong 

let’s look at the underlying asset markets themselves:

dollar simply creates greater stress in 
emerging markets!

• bonds

When bond yields spiked higher in the 
US, Asia and Europe in March, many 
called the end of the bond bull mar-
ket. The corrections told us a new bear 
market had arrived with bond prices 
likely to see further significant losses 
as the global economy recovered and 
bond buyers priced in central bank rate 
hikes. However, the bond sell-off has 
stalled. 

stocks are likely to weaken on the 
threat of higher rates, but clearly some 
are good defensive long term plays.

Bonds – defensive corporate bonds 
and secured debt. 

currency – dollars, dollars and more 
dollars.

long term

I go for the old adage that “Americans 

usually do the right thing after first ex-
hausting every other possibility.” On 
that basis, buy US stocks on weakness 
and sell bonds into strength! 

Bill Blain is Head of Capital Markets and 
Senior Strategist at Mint Partners. 

“some folK thinK 
apple’s time as a 
top stocK is past, 
But i rather see 

it as a canary-in-
the-coal-mine 
for stocK mar-

kets. if it’s in 
trouBle, then 

so is everythinG 
else.”

26  |  www.masterinvestormagazine.co.UK  | sept 2015

http://www.spreadex.com/financials/trading-platforms/mobile-trading/%3Futm_campaign%3DPress%2BAds%2B-%2BMaster%2BInvestor%26utm_content%3DTrade%2Bon%2Bthe%2BGo%2BP53%26utm_source%3DPress%2BAds%26utm_medium%3DMaster%2BInvestor


Trade on the go, visit www.spreadex.com from your smartphone or tablet

Financial Trading
www.spreadex.com

Trade Up@spreadexfins

CREDIT WHERE CREDIT’S DUE 
FOR US AND FOR YOU

Spread betting losses can exceed deposit/credit limit.

Spreadex is one of the few spread betting
companies still willing to offer credit (subject to
client status). This means our clients can gain
greater leverage to trade on the world’s markets
without having to first deposit funds.

Find out more, click here.

SharesCreditNEW_Layout 1  07/04/2015  15:50  Page 1

http://www.spreadex.com/financials/trading-platforms/mobile-trading/%3Futm_campaign%3DPress%2BAds%2B-%2BMaster%2BInvestor%26utm_content%3DTrade%2Bon%2Bthe%2BGo%2BP53%26utm_source%3DPress%2BAds%26utm_medium%3DMaster%2BInvestor


Hiking rates 
before the bust
One of the biggest issues with interest 
rates relates to the fact they are not freely 
established in the market but instead de-
pendent on a key benchmark rate set by 
the central bank, which it sets according 
to its own goals and views on the econo-
my. As a result, only by pure coincidence 
would interest rates reflect the natural 
levels that result from the interaction be-
tween market forces. Under such condi-
tions, a distortion is created, and interest 
rates no longer reflect fundamentals and 
so lead to erroneous economic decisions.
To be fair, that is the main goal of a cen-
tral bank: it wants to create the illusion 

economics corner

by filipe r. costa

“Everything that goes up must come down. But there comes a 
time when not everything that’s down can come up.”
- George Burns

you should consume or invest more than 
you ought to, or the opposite, at times. 
The central idea – to help smooth the 
business cycle and eliminate part of the 
systemic risk – is praiseworthy. But if 
such intervention is prolonged and sig-
nificant, with the central bank convinc-
ing you to invest and consume more than 
the market warrants for a prolonged 
time; then bigger distortions may be 
created and one should ask whether the 
central bank isn’t creating the business 
cycle itself rather than smoothing it. 
Since the 1980s, central banks have been

increasing the degree of intervention, 
being ever more successful in keeping 
consumer inflation low but creating ever 
more distortions. At a junction when 
central banks seem to have spent all their 
ammunition to reflate the economy and 
are preparing to reverse policy, it is time 
to take a look back and try to understand 
what is coming. The near future may be 
tough for investors.

economics corner
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“the near future may Be 
tough for investors.”

economics corner
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central banks have sight 
but no vision

To keep a long story short, there are 
many theories about the effects mon-
etary policy may have in the real econ-
omy, but almost all agree that in the 
long term the real economy cannot be 
boosted through it. In the long term, 
any increase in the supply of money 
will lead to increases in prices. But, as 
Keynes said, “in the long run we are all 
dead”, and then monetary policy may 
be helpful in stabilising the short-term 
volatility of the business cycle. That 
is at least what Paul Krugman and the 
Post-Keynesian school of thought be-
lieve. When the economy is derailing 
and prices are sufficiently low, lowering 
interest rates may then help boost the 
economy towards full employment and 
smooth the business cycle, they argue. 
But, without disagreeing, one could ask 
whether seven years of uninterrupted 
intervention is in fact smoothing the 
business cycle; or whether such a pro-
longed period of intervention isn’t proof 
of the ineffectiveness of monetary policy 
in the real economy.

While some central banks keep a dual 
mandate, monetary policy today is al-
most solely charged with targeting an 
inflation level. Central banks then find 
justification for their action from the 
deviation of inflation from their target 
and measure that inflation with a very 
simple measure that tracks the rise in 
consumer prices. But these CPI meas-
ures just account for a few products that 
were produced within a certain period. 
What about products that were consumed in 
the period but that were produced in an ear-
lier period? What about financial assets and 
real estate? These are ignored at large. 
No need to care about that... markets 
are rational, remember!? This way, cen-
tral banks ignore any effects that derive 
from their action other than the effects 
on CPI. Because CPI readings have been 
low, central banks were able to keep in-
terest rates near zero for seven years. 
But the risks have expanded, as other 
prices are booming without accompa-
nying fundamentals, sowing the seeds 
of another crisis. With the central banks 
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now preparing for a policy inversion, 
massive corrections are also expected – 
and have in fact already begun.

ignoring fundamentals

Sharing the Austrian School of Eco-
nomics’ view, the Bank of International 
Settlements (BIS) has been expressing 
its concern about the effects of exces-
sive global easing, claiming that central 
banks will end up slowing the recovery 
by entrenching excessive reliance on 
debt and leading to misallocations of 
capital (malinvestment, as the Austrian 
School dubs it).

The central bank’s asset purchases lead 
to higher prices, which creates a feed-
back effect, attracting new buyers into 
the market. These buyers will bid up 
the prices of pre-existing assets, push-
ing prices even higher and leading to 
increases in investor sentiment, which 
further contributes to more buying and 
additional price increases. The feedback 
loop goes a long way towards explaining 
why funds are directed away from the 
real economy, in the direction of finan-
cial markets, to create an asset bubble. It 
also goes a long way towards solving the 
puzzle of why increases in the money 
supply do not lead to proportional in-
creases in consumer prices, but rather 
in prices in a broader sense.

By the same token, as the current inter-
est rate is no longer set in the free mar-
ket, it will be lower than the natural rate 
(the level resulting from the interaction 
of market forces), giving faulty signals 
about the economy and leading to ineffec-
tive allocations of capital between indus-
tries, favouring long-term projects with 
distant and more uncertain cash flows. 
As soon as the rates are normalised many 
of these projects will show negative NPVs 
and will end up being shut down. The 
longer interest rates stay at these artifi-
cially low levels, the greater the number 
of unreliable projects that will be aban-
doned in the future. The extreme central 
bank intervention of the last few years 
has planted the seeds of the next reces-
sion. The US Federal Reserve, under Ben 
Bernanke and now Janet Yellen, adopted 
an extremely expansionary policy which 
saw the monetary base rise by a factor of 
4.6x from $875 billion in August 2008 to 
$4,036 billion at the end of July 2015.

“the eXtreme 
central BanK 

intervention of 
the last feW years 

has planted the 
seeds of the neXt 

recession.”
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Because central banks concentrate on 
the effects their policies impart on a 
narrow measure of consumer prices, 
they fail to foresee the largest part of the 
impact of those policies. Consumer pric-
es remain low because the target of the 
policy has been financial assets, which 
are owned only by a few in the econo-
my. The increase in the wealth of that 
minority has not really flowed through 
the economy to increase disposable in-
come and lead to a sustained increase in 
consumption that would press prices of 
real assets up. The inflation created by 
a massive asset purchase programme 
occurs in financial assets, not in real 
assets. During the period between the 
announcement of QE1 at the end of 
November 2008 and the end of QE3 in 
October 2014, the S&P 500 rose 135.4% 
while the real economy grew by 10.8%. 
The massive asset purchase has limited 
real effects (if any), as the US economy 
grew at an annualised pace of 1.3% dur-
ing the QE period. When this happens, a 
massive disconnect between prices and 
fundamental value occurs. 

A good way of getting an overview of 
how the market is being valued from 
a historical perspective, is by taking a 
look at the Cyclically-Adjusted Price-
Earnings Ratio (CAPE), developed by 
the Nobel-Prize winner Robert Shiller. 
The current reading (at time of writing) 
points to 26.07, which is 58% above its 
historical mean level of 16.5x. For more 
than a century, every time the market 
deviated too much from its historical 
mean, it ended up reverting. That hap-
pened across the years with no excep-
tion, so there’s no reason to believe 
this time will be different, and thus one 
should expect the market to mean-re-
vert once again.

The human being is affected by cogni-
tive bias. When interest rates decrease 
very quickly and are kept at low levels 
for prolonged periods of time, sentiment 
rises. Theory shows that when distor-
tions end, sentiment deteriorates, the 
contemporaneous returns for equities 
also rise but the future returns are poor. 
That happens because, when distortions 
end, sentiment decreases and prices re-
vert to fundamentals. It is difficult to 
estimate how long markets can 
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stay above fundamentals, but the ir-
rational exuberance usually lasts until 
some event occurs, which triggers a re-
versal of sentiment. A normalisation in 
monetary policy is that kind of event. At 
a time when the equity market seems 
overvalued by 58% in the US, there are 
three options: (1) corporate profits rise 
at a never-before-seen extremely high 
rate, such that sentiment stays high for 
longer, which is very unlikely; (2) prices 
crash for the price-earnings ratio to re-
vert to historical levels, which is very 
likely; or (3) as soon as prices start de-
clining, the Federal Reserve stops policy 
normalisation and pushes for another 
round of QE, which I wouldn’t say is un-
likely at all.

not all equities are created 
equal

The normalisation of interest rates is the 
kind of event that brings sentiment down 
to earth and helps deflate bubbles. Re-
cent literature on the effect of sentiment 
on equity prices states that not all shares 
suffer the same boost during high sen-
timent periods. Stocks whose valuations 
are highly subjective and that are dif-
ficult to value are usually more exposed 
to overvaluation. Small stocks, young 
stocks, high volatility stocks, stocks with 
a lack of track record, non-dividend-
paying stocks, extreme growth stocks, 
unprofitable stocks: all are more exposed 
to such overvaluation. When the rate 
normalisation starts, those are the stocks 
that will suffer the most. 

“the 
normalisa-

tion of inter-
est rates is the 

Kind of event 
that BrinGs 
sentiment 

doWn to earth 
and helps 

deflate 
bubbles.”
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Investors should benefit from sell-
ing these stocks while purchasing 
those more established big capitalisa-
tion stocks with a long track record of 
positive profits. Facebook, Linkedin and 
Twitter are just a few examples of com-
panies that have been helped by years 
of positive sentiment to trade at unre-
alistic price-earnings levels. Investors 
will certainly realise how unrealistic 
the assumptions on which they based 
estimates were when sentiment dete-
riorates. These stocks are much more 
exposed to a potential crash than those 
trading on low price-earnings and low 
price-book ratios. By this token, the 
whole mining and oil industry seem ex-
tremely undervalued, in particular for 
those who are looking for long term op-
portunities.

At the market level, The CAPE ratio is a 
very good way of having an idea of how 
overvalued it is. At this point, valuations 
are much more favourable for European 
equities where price ratios are still con-
servative and normalisation is distant. 
Spain, Italy, Portugal and Greece show 
CAPE ratios between 10x and 13x and 
offer the best opportunities inside the 
Eurozone. The UK market is still a go, 
where the same ratio is around 13x. Eu-
ropean emerging economies like Hun-
gary, Russia and the Czech Republic also 
offer good long-term opportunities.

there is no emerging 
markets asset class

Emerging markets are among the 
countries that benefited the most from 
quantitative easing in the developed 
world. In 2008, when a liquidity squeeze 
led to the Lehman collapse and the sub-
sequent credit crunch, investors pulled 
money out of emerging markets, lead-
ing to a collapse in equity prices in these 
markets. The subsequent interest rate 
cut and quantitative easing decreased 
the yields offered in the developed world 
and seduced investors into returning to 
emerging markets. The capital inflow 
allowed many developing countries to 
keep interest rates low and led compa-
nies to increase debt to levels that are 
concerning. While the developed world 
has been undergoing massive delevera-

ging, the developing world has been 
increasing debt levels at an astonish-
ing rate. Debt creation jumped from $8 
trillion to $23 trillion between 2007 and 
2014 in those countries. A large part of 
the debt was issued in Eurobonds, as lo-
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cal companies saw the low-yielding US 
market as a huge opportunity to finance 
their projects at a very low cost. But with 
the US dollar increasing in value at a 
rapid rate, the countries where debt has 
grown fastest may end up in trouble.

At a time when rates haven’t even begun 
to rise, the dollar is already very near 
one-year highs against all currencies of 
the 10 largest emerging markets. If rate 
hikes occur at a faster pace than antici-
pated the dollar will continue to rise, as 
capital outflows from emerging markets 
will accumulate quickly. This problem 
will be worse in countries where infla-
tion is high and that carry large current 
account deficits that are financed with 
capital inflows. On this front Brazil and 

South Africa are particularly vulnerable. 
Additionally, their high dependence on
China’s demand for commodities makes
them extra vulnerable, as China is trying
to transform itself into a consumer-
based economy. Accordingly, com-
modity prices are near year-lows and 
markets have not seen the bottom yet. 
Brazil, Venezuela, and South Africa will 
be vulnerable to the evolution of com-
modity prices and Chinese demand. 

“While the developed World has Been under-
GoinG massive deleveraGinG, the developinG 
World has Been increasinG deBt levels at an 

astonishing rate.”
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India is in a different situation as the 
country depends on crude imports, and 
mostly exports to the US. It is also not 
dependent on capital inflows to finance 
current account deficits.

A currency crisis similar to what hap-
pened in 1997 shouldn’t be discounted 
but investors need to analyse emerging 
markets country by country. There’s no 
such thing as an emerging markets as-
set class in the sense that such a group 
is no longer a homogeneous one. Vul-
nerabilities vary widely from country to 
country. However, a rate hike will nega-
tively impact all these economies as we 
already had a small preview of it in 2013 
when Ben Bernanke first mentioned the 
tapering. At that time, emerging mar-
kets crashed. Now they may face a “su-
per taper tantrum”. Nevertheless, and 
as mentioned above, many emerging 
markets look undervalued, particularly 
in Europe. Those represent good oppor-
tunities and their proximity to the Eu-
rozone insures them from at least part 
of the risks that affect other regions of 
the globe.
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What about fixed income?

In terms of fixed income, in general one 
should expect that, all else constant, 
debt with longer maturities might ex-
perience larger price volatility than debt 
with shorter maturities. But while Eu-
rope keeps the status quo in terms of 
monetary policy, yields on longer ma-
turities in the US and UK, where rates 
are expected to rise faster, may be lim-
ited. That is because European inves-
tors will seek out better yields in these 
countries, which will increase demand 
and help cap the yield increase. I would 
say that rate hikes in the US and UK will 
make it harder for the ECB to keep a flat 
yield curve and I would expect the long 
term debt yields in Europe to start ris-
ing, in particular because the rate hikes 
will expose the massive bubble that ex-
ists is in European bond markets.

a few final words

Rather than helping to smooth-out the 
business cycle, the departure of central 
banks from fine-tuning policies in fa-
vour of active interventionism has only 
resulted in exacerbating the cycle, crea-

ting ever-bigger distortions with ever-
larger consequences. Far from being a 
success case, the zero interest rate policy 
is a trade-off between short-term bene-
fits and long term costs that spread over 
generations and countries. After seven 
years, the most obvious effect of mon-
etary easing is the huge asset price in-
creases, which is without a comparable 
improvement in economic growth and is 
the result of central banks’ having sight 
but no vision. Now, that interest rates 
are heading towards normalisation, 
most of the damage will be exposed.

It is not possible to create growth based 
on credit without any accompanying 
savings. For an economy to experience 
sustainable growth, one needs to save 
some part of what has been produced. 
When that doesn’t happen, what we 
create is debt that sooner or later will 
grow to insurmountable levels and lead 
to another crisis. Then comes the central 
bank with a few more years of low in-
terest rates and by then some new tools 
with which to create new distortions and 
keep asset prices high. This will repeat 
until the day when not everything that’s 
down can come up.
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opportunities in focus

Waiting for 
Godot

By victor hill

In the dark days of the 1930s Depression, policy-makers were 
divided into those who believed that the best response to the 
crisis was to stimulate demand and those who believed (for good 
classical economic reasons) that demand should be choked.

oPPorTUnITIeS In FoCUS

In the current policy crisis – for that 
is what it is – the only real intellectual 
controversy is between those who be-
lieve that inflation is the peerless enemy, 
and those who believe that deflation is 
the real ogre.

If you don’t happen to have much of a 
leaning either way, you are not alone.  
The debate is currently being argued 
out, far from democratic intervention, 
within an elite patriarchy (and matriar-
chy) of elders.  They are called Central 
Bankers.  And your view does not count; 
because in Post-Crash Capitalism, they 
are the people who get to decide what 
happens, not people like you or me.

Economic priorities change with eco-
nomic conditions.  Demand management, 
to obtain full employment was the uni-
versal economic mantra from the 1940s 
to the late 1970s.  This gave way to the 
fight against inflation in the 1980s; and 
then to sustainable non-inflationary eco-
nomic growth from the 1990s to the late 
noughties of the new century.  

First they set interest rates (the price of 
money); secondly, they regulate the
banking system; and thirdly (and most 
obscurely) they maintain price stability.  
But in practice, these three things are all 
one and the same.

And that thing is: managing the money 
supply.  Crudely, too much money in the 
system (and most money is in the form 
of credit) and prices go up (inflation).  
Too little money in the system and pric-
es go down (deflation).

The first function – setting interest rates 
– is easy to understand.  This has been 
undertaken in the UK since 1997 by the 
nine-member Monetary Policy Com-
mittee of the Bank of England.  What 
is harder to understand is why interest 
rates in the USA have been held at near 
zero since December 2008 and the Bank 
of England’s base rate has been held at 
just 0.5% since March 2009.

If you look at the graphic of the Bank of 
England’s key lending rate over the last 
321 years you will see that such a low 

In the weird world that emerged after
the dust clouds of the Credit Crunch dis-
persed, monetary policy, previously the 
domain of academic economists, took 
centre stage.

I could not have imagined ten or more 
years ago that, by the 20-teens, mon-
etary policy would have become sexier 
than fiscal policy.  Central bank chiefs, 
these days, are more prominent and 
more influential than finance ministers.  
Globally, everybody who follows the 
markets knows that Janet Yellen is the 
Chairman of the Federal Reserve (the 
central bank of the USA) because the 
markets hang on her every word.  But 
who is Barack Obama’s finance minis-
ter? 

(Well done, if you know it is Treasury 
Secretary Jacob “Jack” Lew!  But you get 
my point).

The world is now run by this priesthood 
of unelected sages whose awesome re-
sponsibility it is to do three things, ex-
elected legislatures.
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rate is historically unprecedented. Back 
in 1694 when the Bank of England was 
established, the rate was set at 6%.  And 
for long stretches of the 18th and 19th 
centuries the rate fluctuated languor-
ously between 3% and 6%.  In the 20th 
century, rates were more volatile, peak-
ing at a record 17% in November 1979.  
But before 2008, the Bank of England 
base rate had never been below 2% in 
over three centuriesi.

So why have rates been so low for so 
long?

When Gordon Brown handed over con-
trol of interest rates to the Bank of Eng-
land in 1997 – following the trend of 
other major economies – we thought 
that the Old Lady of Threadneedle Street, 
liberated from political chicanery, would 
be compelled to set a natural rate of in-
terest.  That is, in Keynesian terms, one 
which keeps savings and investments 
in equilibrium.  That is not how things 
have turned out.

Instead, the Old Lady, just like the Bank 
of Japan, the Fed and most recently the 
European Central Bank (ECB) has set a 
rate which she believes will maintain 
liquidity in the banking system.  In dec-
ades to come, this could be seen as a 
huge gamble.  And the politicians will be 
able to turn around and say: It was noth-
ing to do with us, Gov., it was all them Cen-
tral Bankers what done it.

Why are artificially low interest rates 
bad?  Because they dis-incentivise sav-
ings (and therefore investment); they 
distort investment decisions; they en-
courage excessive borrowing and sus-
tain zombie companies which, in an or-
dinary world, would go to the wall.  In 
normal times the zombies’ assets would 
be re-allocated to more productive ac-
tivities in the glorious process of crea-
tive destruction that is capitalism.

Ultimately, I believe that zero interest 
rates imply zero growth.  Stagnation: 
that is where the world is headed, in my 
view.

And yet, you say, here in the UK we fi-
nally recovered from the 2008-12 reces-
sion and we are now growing in the UK 

at a clip of 3% - well above our long-
term trend growth rate.  Wages are fi-
nally picking up after flat-lining for 
years.  Household debt is on the rise.  
The banks have raised their capital 
cushions.  Surely, rates should now be 
back at normal levels of 3-6%?

The reason that rates are still on the 
floor is that our central bankers are 
haunted by the spectre of deflation.  Just 
consider how, as well as holding rates at 
rock bottom, they have printed money 
like crazy through Quantitative Easing 
(QE) in a desperate attempt to slay this 
ghost.  In fact, without QE, deflation 
would already be endemic.

QE is accomplished by arcane means; 
but the basics are not rocket science.  
Central banks can lend money to banks 
(inject liquidity); they can buy banks’ 
bonds; or they can tell their counter-
parts in the Treasury to issue bonds, 
which they then buy with freshly minted 
electronic money.

Central banks make the illusionist Da-
vid Blaine look like an amateur: they can 
conjure cash out of thin air.  And they 
have been doing so, on a historically 
unprecedented scale, from 2008 until 
today, pushing asset prices (including 
stocks) to now unsustainable levels.

If the spineless politicians have out-
sourced to their central banks the task 
of fighting deflation, it is because the 
central bankers know from history how 
deflation can erupt.

Firstly, deflation often follows finan-
cial crises.  This is because, after severe 
banking crises (and the 2008 Credit 
Crunch was in historical terms gigan-
tic) banks de-leverage.  That is, they 
contract their balance sheets by calling 
in uncommitted lines and withdraw-
ing deposits made with other banks.  As 
committed loans mature, they refuse to 
renew them, except to borrowers of the 
highest credit quality.

Moreover, as now, there are always calls 
after bank failures for bank capital ad-
equacy requirements to be tightened.  
You may very well think that is sensi-
ble – HBOS and others were woefully 
under-capitalised before the Crunch.  
Hence Basel III and all that jazz.  But the 
point is that this accelerates bank de-
leveraging.

By way of illustration, consider that 
much loved financial institution, royal 
bank of scotland (rbs).

In 2008, RBS was sitting on total assets 
of £2.2 trillion.  By the end of 2013 they 
had total assets of just over £1 trillion.  
So the balance sheet more than halved.  
The reduction in RBS’s assets should be 
multiplied by roughly 10 to determine 
the amount of cash that has been sucked 
out of the economy because of the mul-
tiplier effect.  That’s because when you 
spend £1, that coin is then used by 
someone else to buy something.  And so 
on, ad infinitum.  In fact, the multiplier 
effect would be infinite if banks did not 
have to hold reserves.

Now UK GDP last year was about £1.75 
trillion.  So the contraction of RBS’s bal-
ance sheet alone has reduced the money 
supply in the UK by an amount equal 
to – get this – seven-and-a-half times 
our total national output.  Now add the 
balance sheet contraction of all the other 
banks, and you begin to see that the de-
flationary impact of bank de-leveraging 
is dramatic.

Secondly, deflation can occur, as in 
the USA in the 1870s, in times of rapid 
mechanisation, when relative labour 
costs are falling as a result of techno-
logical innovation.  The 19th century 
American experience was related to the

oPPorTUnITIeS In FoCUS
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opening up of the grain belts of the mid-
West by the railroad.  Our experience is 
one of robots taking over production 
lines.  It’s not yet consensus thinking, 
but it soon will be: Google is deflationary. 

Thirdly, there has been deflation in a 
swathe of consumer products in the first 
years of this century as a result of cheap 
imported goods from China, India, Viet-
nam and the rest.  Go to Primark, about 
which i posted recently on the mi web-
site.

Fourthly, commodity price falls can 
trigger deflation.  The oil price collapse, 
which in the last month seems to have 
accelerated, is certainly deflationary.  On 
21st August oil fell below US$40 for the 
first time in the current slump.  Com-
modities generally are in free-fall.  Quite 
why this is happening is a complex in-
ter-play of technology and geopolitics 
which I would like to discuss in detail 
soon.

Fifthly, demographics.  The retirement 
of the post-WWII baby-boomers is con-
ducive to deflation.  The world’s popula-
tion is still getting bigger, but the rate of 
growth is slowing.  That means the hu-
man race is getting older - fastii.  People 
about to retire tend to stash cash and, 
once in retirement, they curtail con-
sumption.  An ageing global population 
is deflationary.

Policy makers fear deflation even more 
than inflation because they know that it 
would render the management of gov-
ernment finances a nightmare.

JM Keynes, in the General Theory of 1936, 
points out that there is an asymmetry 
between inflation and deflation.  Infla-
tion just affects prices.  But deflation 
diminishes both prices and employmentiii.  
This is because, in the Keynesian model, 
deflation stifles investment and there-
fore reduces demand.

In a deflationary world, output con-
tracts in both nominal and real terms, 
but debtors still have to repay debts that 
were taken out when price levels were 
higher.  For a person or company with 
no debt, net-net, life continues as be-
fore.  But for companies that have finan-

ced investment by debt, their capacity to 
repay that debt is enfeebled.

This is especially problematic for debt-
laden governments, which would strug-
gle to service their debt repayments as 
the economy contracts and tax revenues 
dwindle.

Both inflation and deflation have been 
regarded by policy makers as negative, 
yet perfect price stability is historically 
exceptional.  Overall, our rulers have 
opted for modest inflation – the current 
official target in the UK is still 2%.  This 
is at a level that most people will hardly 
notice if wages are rising modestly.  And 
it also acts as a surreptitious wealth tax 
on the cash-rich.

In the USA, over the 214 years between 
1800 and 2014 for which we have data, 
in no fewer than 54 of those years the price 
level felliv.  Though, for people like me 
who gained economic consciousness

“ultimately, i Believe that 
zero interest rates imply zero 

groWth.  stagnation: that is 
Where the World is headed, in 

my vieW.”

in the late 1970s, it will always seem that 
inflation is the real ogre. 

QE may now be officially over in Amer-
ica and in the UK but in Japan and Eu-
rope the money presses are working 
round the clock.  Last January, ECB 
Chief Mario Draghi inaugurated a mas-
sive 20-month programme of QE in the 
Eurozone.  Since then the ECB has been 
hoovering up Eurozone government 
bonds like crazy - much against the 
Germans’ better instincts.

Here in the UK, Bank of England Gover-
nor Mark Carney is now agnostic on QE 
and has blown hot and cold on the pros-
pect from rate rises since his appoint-
ment in July 2013.  Most recently, on 
16th July he expressed the rather vague 
view that interest rates could start to rise by the 
end of this year.  This of course was seized 
on by commentators as the strongest sig-
nal yet that policymakers are preparing to 
actv.
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There is only one model of an economy 
that has been sustained on QE and zero 
interest rates for a protracted period, 
and that is Japan over the last 25 years.  
And yet Japan’s growth problem has not 
been solved.  Japanese productivity is 
exemplary, but their demographics are 
against them.  If QE were a long-term 
wonder-cure, you would expect Japan 
(ferociously conscientious workforce, 
state-of-the-art technology) to be do-
ing better.

On 18th August, the Bank of England 
announced that Consumer Price Infla-
tion (CPI) rose to 0.1% in July on a year-
on-year basis.  BBC hacks broadcast that 
inflation was on the rise.  Yet this titbit, 
even one so long awaited and chewed 
over by the journalistic pack, is anodyne.

It would not be quite correct to say that 
it is within the margin of error.  It’s just 
totally, statistically speaking, insignifi-
cant.

But OK, if it does happen, who would be 
the winners from rising interest rates?

First of all, insurers.  Their pension li-
abilities (such as the value in today’s 
money of all future pay-outs on annui-
ties) are calculated using discount rates 
that are derived from gilt market yields.  
That means that, if UK gilt yields were 
to rise, the value of the insurers’ pension 
liabilities would fall.  Thus, their balance 
sheets would strengthen.

I talked about aviva plc (lon:av) on 
the MI website a little while ago, and I 
am still medium-term bullish on this 
stock, although the share price has been 
skiing a little hors-piste of late.

oPPorTUnITIeS In FoCUS

year.  Essentially, the markets have tak-
en the view that with bond yields rising, 
shares in REITs looked less favourable.  
(In technical terms the present value of 
their future cash flows has been com-
puted using a higher discount rate).  
This has been massively overdone.

North American REIT’s are weathering 
the storm.  Citigroup’s Michael Biler-
man believes the worst is over and is 
optimistic.  He expects that REITs can 
deliver attractive returns in the next 
year and has lifted his 12-month re-
turn forecast to plus 10-15%, with some 
stocks capable of 20%.

Always favour high quality, diversified 
real estate portfolios – diversified geo-
graphically and by property segment.  
Check out Artis Real Estate Investment 
Trust, the units of which trade on the 
toronto stock exchange (tse:aX.un).  
This is a classy Canadian real estate out-
fit with about 25% of its assets in the 
USA.

Fourthly, companies financed by equity 

Secondly, banks.  Of course, if all of a 
bank’s loan assets were extended on a 
floating rate basis then, margin-wise, 
changes in interest rates should be rev-
enue-neutral.  But, of course, it doesn’t 
necessarily work like that.  Banks fund 
their loan books from a number of dif-
ferent sources –customer deposits, in-
ter-bank deposits, discount papers, the 
bond markets, and so on.  So they are 
really focussed on the composite cost of 
funds or, if you prefer, the weighted av-
erage cost of funds.

When interest rates rise, it doesn’t nec-
essarily follow that banks’ cost of funds 
will rise.  For a start, they will probably 
not pass on the full rate rises to savers 
(depositors).  And they will doubtless 
find ways to raise their lending rates 
more than the increase in the base rate.  
Thus lending margins, overall, are likely 
to increase – a trend already in play - 
and, all things being equal, so will their 
return on equity.

I am still negative about the two banks 
bailed out in 2008 (Lloyds and RBS) 
because, as already mentioned, they 
have restored their solvency by mas-
sively shrinking their balance sheets.  
Barclays looks accident prone.  hsBc 
(lon:hsBa) has taken risks by leav-
ing the question of its eventual domicile 
unanswered and conducting a savage 
down-sizing at the same time.  (County 
towns of England now have boarded-up 
HSBC branches alongside boarded-up 
fishmongers, butchers and bakers.  It’s 
not pretty).

If I were to hold one bank stock right 
now I would go for a slim, well man-
aged niche player with an excellent 
business model like close Brothers plc 
(lon:cbg).  (By the way, it is a bank 
even though it is sometimes described 
as a finance company).  When analysing 
bank stocks, forget about the Operating 
Costs Ratio and all that brokers’ non-
sense and just focus on trends in ROE 
(adjusted for regulatory and reputation-
al risk).  It’s that simple.

Thirdly, real estate investment trusts 
(REITs) in North America.  As an asset 
class, they have taken a battering this 

“if i Were to hold 
one BanK stocK riGht 

noW i Would Go for 
a slim, Well man-
aGed niche player 
With an eXcellent 

Business model liKe 
close Brothers plc 

(lon:cbg). ”
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i. A spreadsheet is available from the Bank of England at: https://docs.google.com/spreadsheets/d/1OKo38R1blO71SGNIVuhaRZ4P2GYPpJQklmOymQiXixQ/
edit?hl=en&pli=1 
ii. Falling populations in richer countries fuel fears for future, Leo Lewis, The Times, Saturday, 22/11/2014.
iii. The General Theory of Employment, Interest and Money. JM Keynes, Macmillan, 1936.  See the final paragraph of Chapter 20, The Employment Function 
(on page 291 of the 170 Macmillan edition).
iv. My calculation sheet is available.  The price level data comes from the Federal Reserve Bank of Minneapolis website at: https://www.minneapolisfed.org/
community_education/teacher/calc/hist1800.cfm 
v. Szu Ping Chan, Daily Telegraph, 16 July 2015.

with little or no debt.  This means that
mature, cash flow-stable companies, 
which tend to have high debt burdens 
will be disfavoured, while young growth 
companies, which are overwhelmingly 
financed by equity, will get a boost.

Look out for opportunities on the AIM 
– but tread carefully, as there is more 
chaff than wheat in this barn.  If you can 
get your head around specialty chemi-
cals and materials, take a look at alent 
plc (lon:alnt), which has been going 
places of late.

And the losers?  There are zombie com-
panies out there which have been sus-
tained on life support since the crash by 
artificially low rates.  It would be unkind 
to mention names, but beware the debt-
financed pub sector on the London mar-
ket.

Last year I doubled my money on Spirit 
Pub Co. between May and November 
when they were taken over by Greene 
king (lon:gnk).  But since then, the-
sector’s debt-financed, fixed asset-

rate rises, they are doing what good vic-
ars do.  They are telling us to prepare for 
the hereafter, while they are really fo-
cussing on the success of the upcoming 
church tombola.

Of course I may be wrong and it’s im-
portant to have an insurance policy, dear 
reader – even if, at the end of the play, 
we shall both feel like those two hapless 
tramps in Samuel Becket’s Waiting for 
Godot.  Still waiting.

heavy, low margin business model has 
given me pause. 

You will have gathered that I am not 
at all convinced that interest rates will 
rise this year, next year, or even be-
yond.  The model has changed.  Yet cen-
tral bankers have to intimate that there 
will be some kind of return to normality 
in order to legitimise their new-found 
priestly status.

When Janet Yellen and Mark Carney tell 
us that we should prepare ourselves for

“looK out for 
opportunities on the 

aim – But tread 
carefully, as there is 

more chaff than Wheat 
in this barn.”

oPPorTUnITIeS In FoCUS

sept 2015 |  www.masterinvestormagazine.co.UK  |  39

https://docs.google.com/spreadsheets/d/1OKo38R1blO71SGNIVuhaRZ4P2GYPpJQklmOymQiXixQ/edit?hl=en&pli=1
https://docs.google.com/spreadsheets/d/1OKo38R1blO71SGNIVuhaRZ4P2GYPpJQklmOymQiXixQ/edit?hl=en&pli=1
https://www.minneapolisfed.org/community_education/teacher/calc/hist1800.cfm
https://www.minneapolisfed.org/community_education/teacher/calc/hist1800.cfm


The Straw That 
Breaks the 

Camel’s Back
by samuel J. rae

currency corner

A traditional approach to an interest 
rate hike in the currency trading world 
is to look long. Interest rates are the pri-
mary driver behind ups and downs in a 
currency’s valuation – the implications 
of economic data for a central bank’s 
interest rate decisions are at the root of 
news trading, and accounts for the vast 
majority of fundamental analysis. 

However, at the moment, things are a 
little different from normal. Yes, equi-
ties markets are up. Yes, unemploy-
ment is (relatively) low across devel-
oped economies. These are both things 
that signal strength. However, there is 
one key ingredient missing – inflation. 
Inflation is at pretty much zero in the 
US, the UK and Europe, and has been for 
the last half decade. Why is this a prob-
lem? Well, it suggests that the strength 
we are seeing across global economies is 
not really rooted in anything. 

Take the US, for example. When the US 

At our best guess, September looks like 
the month in which the US Federal re-
serve will boost rates (although recent 
events seem to have cooled expectations 
somewhat). We may well see the same 
in the UK, but perhaps a little later on 
down the line. As I mentioned already, 
in normal economic conditions, this 
would be fine. However, non-existent 
inflation illustrates the fragility of this 
so-called economic recovery. 

Higher rates – while likely short to 
medium-term bullish for the respective 
currencies – could be the catalyst be-
hind a quick economic turnaround and 
a reversal of current (mediocre) condi-
tions. Why? Well, both companies and 
individuals are reluctant to borrow at 
current rates. When central banks in-
crease the core interest rate, retail banks 
pass this added rate on to borrowers. If 
very few people want to borrow at cur-
rent rates, even fewer will want to do so 
when it becomes more expensive. 

currency corner

We are about six years into a recovery from the last recession. What 
does this mean? It means that we are likely closer to the next down-
turn than we are from the last. In a normal economic environment, 
this is about the time central banks across the world start to consider 
interest rate hikes in order to stop their respective economies from 
overheating. 

currency corner

government initiated its quantitative 
easing programme, it did so through 
buying bonds. The vast majority of 
these bonds were sold by so-called “as-
set agents”, which were primarily large 
investment houses such as Goldman 
Sachs and Merrill Lynch. The result of 
this was funds being injected into equi-
ties markets, but not filtering through 
to individuals. So, essentially, the 
strength we have seen in equity markets 
has come about partially as a result of 
quantitative easing.

Of course, the wealth effect that arises 
through an increased market capitalisa-
tion will stimulate spending to some de-
gree. Further, increased company value 
should translate to expansion – and this 
has likely been the driver behind the fall 
in unemployment we have seen over the 
last few years. However, the inorganic 
nature of this growth means that we 
could be in for some real trouble once 
interest rates increase.
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No borrowing equals reduced spending, 
and reduced spending translates to re-
duced consumption and employment. 
We saw this happen back in the 30s. 
What looked to be an economic recov-
ery quickly reversed when the Fed raised 
rates, and translated to a now infamous 
Great Depression. Major equity indices 
lost 50% of their capitalisation as a re-
sult of the turnaround. 

So how does this translate to forming a 
bias in the currency markets? Well, as 
mentioned, regardless of its implica-
tions, an interest rate hike will almost 
certainly initiate some strength. The 
EUR/USD has gained strength lately, 
having traded pretty much sideways be-
tween parity and 1.15 since May. Howev-
er, if the Fed does raise rates in Septem-
ber, we could quickly breach parity for 
the first time since 2002. Beyond that, 
0.9 will be the level to keep an eye on.

Notwithstanding the above, looking 
longer-term, things may not be so rosy 
for the dollar. An equities market cor-
rection that results from higher rates

rooted in zero inflation could – say 
three to six months down the line – 
weaken the dollar considerably. The 
same applies to sterling when the Bank 
of England raises the UK base rate. The 
situation in the UK from an economic 
perspective is very similar to what we 
are currently seeing in the US, and as a 
result, the implications of a rate hike are 
exactly the same.

“a traditional approach to an interest rate hiKe 
in the currency trading World is to look long.”

So, to sum up, a US rate hike in Septem-
ber will almost certainly breach parity in 
the EUR/USD. However, how long this 
breach holds remains to be seen. Cracks 
are already starting to appear in devel-
oping nations, and interest rate hikes 
could easily turn out to be the straw that 
breaks the camel’s back.
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Judgement day
By nicK sudBury 

UK interest rates have been at an all-time historic low of 0.5% since March 
2009, but Mark Carney has recently said that the decision to raise them is likely 
to come into sharper relief by the turn of this year. It was entirely appropriate 
that the Governor of the Bank of England was speaking in Lincoln Cathedral, as 
investors who ignore his warning could end up praying for mercy. 

The biggest casualty is likely to be your 
fixed income funds. When interest rates 
go up it makes the bond yields less at-
tractive and forces the prices lower until 
investors are drawn back in. 

Of course everyone knows that a rate 
increase is on the cards and bond man-
agers can adjust their portfolios accord-
ingly. The obvious thing for them to do 
is to hold shorter duration securities as 
these are less sensitive to changes in in-
terest rates. 

damage limitation 

Fraser Lundie, the manager of the 
hermes multi strategy credit fund, 
has recently reduced the duration of his 
portfolio to two years, which should help 
to protect the value of his fund when in-
terest rates finally go up. He operates in 
the Sterling Strategic Bond sector where 
the average duration of the funds is 4.5 
years. 

The same strategy is also in evidence 
at Old Mutual, where John Ventre, who 
heads up their Spectrum, Voyager and 
Foundation multi-manager funds, has 
reduced the duration of the fixed income 
component to the lowest level ever. 

With many bond funds it’s a case of 
damage limitation, but there are some
 

mandates that concentrate specifically on 
the short end of the yield curve with one 
example being aXa sterling credit short 
duration Bond. The £258m fund holds 
investment grade sterling corporate bonds 
with a bias towards shorter maturities. It 
has a portfolio of just over 200 securities 
and an underlying yield of 1.3%.

It is possible that the only fixed interest 
manager who wants rates to go up is Da-
vid Basile, who runs the rWc Global con-
vertible Bond fund. He has recently gone 
on record as saying that he can’t wait for 
interest rates to rise, which is a strange 
thing to say until you take into account the 
fact the he invests in convertibles. 

Convertible bonds are fixed interest secu-
ritie that give the holders the option to ex-
change them for shares in the same com-
pany. Basile thinks that higher interest 
rates would encourage more firms to is-
sue these sorts of securities, thereby cre-
ating additional investment opportunities 
for his fund. It would also suggest that the 
economy is getting stronger, which might 
be beneficial for share prices and the eq-
uity option embedded in the convertibles. 

absolute-return bond 
funds 

Another option is to invest in an absolute-
return bond fund. These aim to produce 

positive performance irrespective of the
general market conditions and can use 
derivatives to go long and short. This 
makes them more complex than a normal 
bond fund, but gives the manager greater 
scope to add value. 

One example is the Kames absolute re-
turn Bond fund which is run by Colin 
Finlayson who tries to generate a positive 
return over rolling three year periods. He 
can invest anywhere he wants in the glob-
al bond market and attempts to minimise 
volatility and to protect against losses. 
The fund has generated a positive return 
in 32 out of 43 months. 

“It Is possIble 
that the only 
fIxed Interest 
manager who 

wants rates to 
go up Is 

davId basIle, 
who runs the 

rwC global 
ConvertIble 
bond fund.”
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absolute insight credit is much small-
er at £579m and it also has a different 
objective. The fund aims to generate a 
return of at least the three-month Lon-
don Interbank bid rate (Libid) plus 5% 
on a rolling annualised five-year basis 
before fees and expenses. It can go long 
and short and invest in areas such as as-
set backed securities and credit default 
swaps. Over the last five years it has 
made an annualised return of 7.4%. 

dividend paying shares

Some equity funds are likely to be more 
vulnerable to higher interest rates than 
others, although the managers are do-
ing what they can to protect their port-
folios. A case in point is Hugh Yarrow, 
who runs Evenlode Income.

Yarrow invests in companies with de-
cent dividend yields and concentrates 
on those with enough free cash flow to 
increase the distributions once inter-
est rates go up. He says that businesses 
that are not able to do this have to rely 
on higher borrowings to maintain their 
dividends and this is not sustainable in 
the long-term. 

It is similar to the approach being taken 
by Jeremy Lang, the manager of the ar-
devora uK income fund. He thinks that 
the key to navigating an interest rate 
rise is to invest in reliable dividend pay-
ers that can increase their distributions. 
His largest holdings include the likes of 
Next, Sky and National Grid. 

Lang says that the companies that are 
most sensitive to increases in interest 
rates are the high yielding stocks that 
are not able to growth their dividends. 
He also steers clear of businesses with 
substantial levels of debt, as these will 
have to pay more for their borrowings. 

Bond proxies 

Another vulnerable area are the so-
called bond proxies. These are dividend 
paying blue chip shares that are consid-
ered safe because of their global pres-
ence. The problem is that many have 
seen big rises in their share prices and 
the yields could quickly become unattr- 
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active if rates go up faster than antici-
pated. 

Toby Ricketts, the manager of the sen-
tinel enterprise fund-of-funds, has 
been reducing his investment in Terry 
Smith’s fundsmith equity fund because 
of its large exposure to these sorts of de-
fensive, large cap dividend paying com-
panies. He also thinks that two other 
successful funds − cf Woodford equity 
income and cf lindsell train uK equi-
ty – could also be vulnerable on account 
of their holdings in this area. 

Ricketts has re-invested the proceeds in 
the mid and small cap sectors via r&m 
uK equity long term recovery and the 
fidelity uK opportunities fund. These 
parts of the market tend to be more ex-
posed to the British economy than the 
global mega-caps. 

Old Mutual’s Ventre has opted for a sim-
ilar strategy, although he has remained 
faithful to the investec uK special 
situations fund. Its manager, Alastair 
Mundy, favours lowly valued companies 
that tend to be more economically sen-
sitive with his largest holdings includ-
ing the likes of HSBC, Royal Dutch Shell, 
Lloyds and RBS. These could do well 
when interest rates start to rise. 

Many fund managers are wary of large 
parts of the FTSE 100 because of the 
numerous bond proxies and areas like 
the miners and oil companies that are 
struggling as a result of the fall in com-
modity prices. 

One such is Nick Roberts, the co-man-
ager of the Jpmorgan fusion fund-of-
funds range, who prefers products like 
Blackrock uK focus because of its mid-
cap bias. He also likes aberforth uK 
small companies, which has a strict 
value methodology. 

financials 

One sector that would be expected to 
benefit from an interest rate rise are 
the banks as higher rates would enable 
them to increase their profit margins. 
The Jupiter merlin Growth portfolio 
that is headed up by John Chatfeild-
Roberts has been building up its expo-
sure to this area by investing in aptus 
global financials. 

Aptus Global Financials is run by Johnny 
de la Hey from the hedge fund manager 
Toscafund Asset Management. His big-
gest exposure is to Continental Europe 
and the UK with banks and insurance 
companies making up about half of the 
assets. Other specialist funds in this 
area include the polar capital Global fi-
nancials trust (pcft) and henderson 
global financials. 

PCFT was launched in July 2013 and aims 
to generate capital growth with a rising 
stream of income from a global portfo-
lio of financial companies. At the end 
of July the £201m portfolio consisted of 
70 positions with 56% invested in the 
banks. The shares are trading on a small 
discount to NAV and yielding 2.8%. 

Henderson Global Financials is smaller 
at £63.3m, but has a longer track record 
with a cumulative return since launch 
in December 2001 of around 258%. Just 
over half of the fund is invested in bank-
ing stocks with the largest geographic 
exposure being the US at 41.2%. 

The slowdown in China and the volatil-
ity that it has created in world markets 
may delay the first increase in interest 
rates, but it is unlikely to do any more 
than that. Investors need to prepare for 
more normal monetary conditions as we 
could see a significant rotation with the 
areas that have done well in the last six 
years starting to struggle. 
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SHoW Me THe MoneY! 
THe SMALL CAP 

CASH KInGS
By richard Gill, cfa

As discussed elsewhere in this issue, the inevitable and imminent rise in central bank 

base rates of interest, both in the UK and US, will not be a positive factor for com-

panies laden with debt. It will also make life more difficult for those firms which 

need capital for expansion purposes, as debt (and indirectly, equity) becomes more 

expensive. 

So for this month’s small cap review I 
have decided to take a look at companies 
which should be able to weather any as-
sociated interest rate problems by virtue 
of their high cash balances.

It is rather obvious that having plenty of 
cash is a good thing for a business. But 
there are many reasons why. 

Perhaps most importantly, a strong cash 
position will enable a company to pay 
the bills if trading takes a downturn. 
Plenty of cash also means that investors 
can still receive consistent dividends in 
times of economic trouble. Using the ex-
cash multiple (or enterprise value) valu-
ation method benefits businesses with 
big cash balances. And as every A-level 
business student is taught, internally 
sourced capital (i.e. a firm’s own profits) 
is considered to be the cheapest form of 
funding for a company given the high 
costs frequently associated with external 
financing.

Here follows a brief review of three small 
cap companies which have strong cash

small cap corner

positions propping up their balance 
sheets and which I believe also have 
solid business models, attractive invest-
ment characteristics and good growth 
opportunities.

James halstead (Jhd)

the Business

Founded 100 years ago, James Hal-
stead is a leading commercial floor-
ing manufacturer and distributor. 
The firm operates primarily in the 
UK and Europe, with recent pro-
jects including Cardiff International 
Swimming Pool and the Daenisches-
Bettenlager retail outlets in Germa-
ny. 

Still run by the Halstead family, the 
business is one of the success stories 
of AIM and a real flagship company 
for a market which has seen its fair 
share of troubles. Halstead joined 
AIM from the Main Market of the 
LSE in 2002 and since then the share 
price has risen by 1,116%, driven by 

an almost quadrupling of pre-tax 
profits. Investors have also enjoyed 
40 years of increased dividends and 
several special payments have been 
distributed due to the highly cash 
generative nature of the business 
and easily coverable capex require-
ments.

“it is rather 
oBvious that 
havinG plen-
ty of cash is 
a Good thinG 

for a business. 
But there are 
many reasons 

Why.” 
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“the Business is one 
of the success sto-

ries of aim and a real 
flaGship company 

for a marKet Which 
has seen its fair 

share of troubles.” 

Richard Gill, CFA is the former Editorial Director of Spreadbet 
Magazine, with almost a decade’s experience of analysing small 
cap shares. He was a judge at the prestigious Small Cap Awards 
from 2013-2015 and is currently working on a range of entrepre-
neurial activities, including with crowd funding business Crowd 
for Angels – http://www.crowdforangels.co.uk
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cash ‘underlays’ profit growth

While profit growth has been more 
modest over the past five years, James 
Halstead has consistently maintained 
strong cash flow – part of the reason 
for the share price growth. Numbers for 
the six months to December 2014, for 
example, showed pre-tax profits up by 
5.3% at £21.4 million but a higher net 
cash inflow from operations of £24.78 
million. This helped to take net cash at 
the period end to £46.7 million. While 
the firm has the lowest ratio of net cash 
to market cap (5.6%) of all the stocks in 
this review, with consistently excellent 
cash flow, ceteris paribus, this should 
steadily increase.

More recently, a July trading statement 
reported that despite headwinds from a 
weak euro, pre-tax profits for the year 
to June will be ahead of last year, in line 
with market expectations and again at a 
record level.

valuation

The current share price of 405.25p is 
slightly short of the all-time high of 
439.5p seen in July, valuing the busi-
ness at £840 million. This makes James 
Halstead the ninth-largest company on 
AIM. 

Given the very strong track record, one 
would expect the company to have a 
high valuation to reflect its quality. And 
trading on a multiple of 26 times con-
sensus forecast earnings for the year to 
June 2015, it certainly has. The yield is a 
modest 2.65% but the prospect of fur-
ther special dividends means that inves-
tors could be in for an additional bonus. 

Overall, with the shares having per-
formed so well as a “buy and hold” over 
recent years that is exactly what I think 
investors should do now.

record (rec)

“Record” is a word often used in the 
James Halstead annual results in recent 
years given the consistent performance 
of the business. Perhaps the only com-
pany which uses the word more in its 
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reports is Record itself!

the Business

The firm is a Windsor based curren-
cy manager and provider of currency 
hedging services, offering institutional 
investors such as pension funds and 
charities a number of specialist invest-
ment products. There are three main 
product areas:

dynamic hedging – Record looks to 
eliminate the impact of currency move-
ments on clients’ investment portfolios 
when they are expected to be negative 
but not when they are expected to pro-
duce a gain. This product section made 
up 16% of assets under management 
(AuM) as at 30th June this year.

passive hedging – the core business, 
with 74% of funds under management, 
where the economic impact of currency 
movements are eliminated fully or par-
tially from client portfolios.

currency for return – Record enters 
into currency contracts for clients with 
the objective of generating positive re-
turns.

This article is not large enough to ex-
plain how Record does what it does, but 
be assured that the company is run by 
some very clever people. As a fund man-
ager, the firm makes all of its income via 
management fees and (when times are 
good) performance fees.

tough times but recovery signs

Record suffered badly from the 2008-09 
global financial crisis and its aftermath. 
Assets under management (AuM) fell 
from $55.7 billion at the end of the 2008 
financial year to $30.9 billion in 2012 as 
client numbers fell from 141 to 41. Un-
derlying operating margins also tum-
bled, from 61% to 32%. 

However, the firm remained profitable 
throughout and a recovery has been seen 
since, with the firm winning a number 
of new client mandates. As at 30th June 
this year AuM were almost back to 2008 
levels. Results for the year to March 2015 
demonstrated the recovery, showing 
pre-tax profits up by 18% at £7.7 mil-
lion and notably the firm’s first perfor-
mance related fee for five years. 

As is crucial in this review, Record has 
consistently maintained a very strong 
cash position and balance sheet. As at 
31st March net cash (including £18 mil-
lion of slightly less liquid money market 
instruments) amounted to £30.1 million 
– a whopping 36% of the current mar-
ket cap! Again, like James Halstead, the 
position is consistently strengthened by 
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strong cash flow, with the net inflow 
from operations in 2015 being £6.47 
million.

There were further improvements in the 
three months to June, with AuM rising 
by $1.2 billion to $56.6 billion. While 
Record saw clients fall by two to 53 there 
was a $0.6 billion net inflow of funds. 
Positive exchange rate movements im-
proved AuM by $2.1 billion on transla-
tion to US dollars but global market 
movements offset this by a negative $1.5 
billion. Fee rates remained broadly un-
changed but no performance fees were 
earned in the quarter.

valuation

Being in the financial sector – and in a 
rather “exotic” part of it – investors do 
not seem to be applying a worthwhile 
valuation to Record at present. I would 
point out that the shares have hardly 
moved from levels seen at the start of 
2013 despite AuM having increased by 
60% since then. If we strip out net cash 
then the shares currently trade on a 
historic multiple of just 9.2 times earn-
ings. They also trade at a value of just 
0.23% of AuM, when a figure of at least 
between 1-3% is often considered to be 
at the lower end of fair value for an asset 
manager. 

Onto the dividend and due to the profit 
falls Record slashed the payment by 
more than two-thirds in the 2012 finan-
cial year, from 4.59p to 1.5p per share. 
This was increased to 1.65p in 2015, giv-
ing a decent historic yield of 4.3%. But 
with the company being majority owned 
by management and staff, considering 
the enormous cash resources, and with 
trading having improved considerably, 
there looks to be significant scope to in-
crease the dividend in the coming years. 

With both yield and value on offer here 
the shares look to be worth snapping 
up for investors with a high risk pro-
file. And as a final point I would add that 
currency volatility around predicted in-
terest rate rises could also help the busi-
ness to win new clients.

costain

the Business

Into a completely different sector now 
and Costain is one of the most respected 
engineering services businesses in the 
UK, operating primarily in the energy, 

small cap corner

“as at 31st march net cash (includ-
ing £18 million of slightly less liq-

uid money marKet instruments) 
amounted to £30.1 million – a Whop-

ping 36% of the current market 
cap!”

water and transport industries. Specific 
services provided include engineering 
design, consultancy, project manage-
ment and maintenance of large infra-
structure projects. 

The company has an excellent track re-
cord of delivering on such projects, hav-
ing worked on the St Pancras Station re-
development in London and the Channel 
Tunnel Rail Link. Current projects in-
clude nuclear decommissioning work 
at Sellafield, a multitude of work on 
the soon to be opened Crossrail project 
and several projects with the Highways 
Agency to improvement Britain’s roads. 
To the temporary vexation of thousands 
of commuters, Costain is also working 
on the redevelopment of London Bridge 
Station for Network Rail.
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Building momentum

In mid-August the firm released results 
for the six months to June 2015, show-
ing adjusted pre-tax profits up by 25% 
at £11.2 million and an increase in the 
interim dividend by 15% to 3.25p per 
share. But in my opinion the real high-
light of the results was the order book, 
which increased over 12 months by 16% 
to a record level of £3.7 billion. This pro-
vides excellent earnings visibility for the 
coming years, with over £1.2 billion of 
revenues (pretty much all of consensus 
market forecasts) already secured for 
2015. Also, over £950 million of rev-
enues (75% of market forecasts) have 
been secured for 2016. Further, dem-
onstrating the firm’s strong reputation 
within the industry, 90% of the order 
book was comprised of custom from re-
peat customers.

The problem with the construction in-
dustry is that it operates on wafer thin 
margins. To demonstrate, despite mak-
ing revenues of £1.07 billion in the last 
financial year Costain generated much 
lower pre-profits than James Halstead 
– which made revenues of just £223 
million. In the first half of this year 
Costain’s net margin after tax was just 
1.56%. Due to the low margins, any cost 
overruns on projects which have a fixed 
price could potentially have a devastat-
ing effect on profits. However, this risk 
has been significantly decreased over 
the past five years, with over 90% of the 
order book now comprised of so called 
“target cost” contracts, up from 50% 
in 2010. Such deals lower risks for the 
company by sharing extra costs if there 
are overruns but also sharing the ben-
efits of cost savings.

small cap corner

valuation

For much of the current decade Costain 
has commanded a valuation which has 
given little regard to the underlying op-
erations of the business. At the nadir in 
November 2011, after stripping out the 
firm’s high cash balance, the operation-
al business was being valued at as little 
as £40 million.

However, the shares have gained near-
ly 50% since last summer following a 
stream of contract wins and solid trad-
ing results. Currently capitalised at £377  

million Costain now has an enterprise 
value of c.£250 million after stripping 
out net cash of £126.8 million as at 30th 
June. 

On forecast earnings for the current year 
to December 2015 the shares now trade 
on an ex-cash multiple of just over 10 
times, making them look expensive by 
historical standards. But with the excel-
lent visibility from the order book and 
with a dividend yield of 3% the shares 
look like a reasonably valued play on the 
growth of UK infrastructure.

“With the eXcellent visiBility from 
the order BooK and With a dividend 

yield of 3% the shares look like 
a reasonaBly valued play on the 
groWth of uk infrastructure.”
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point where investors can see produc- 
tion, and therefore earnings, in the next 
few years.

The trouble remains that dearth of good 
research. Unlike companies in other 
sectors for whom it’s not all that diffi-
cult for tipsters and journalists to make 
reasonably good guesses, analysing and 
producing forecasts for mining compa-
nies with just one or two projects calls 
for much more detail and professional 
knowledge. For miners, apart from the 
day-to-day operational risks, there are 
three main uncertainties that inves-
tors have to ponder. Firstly the capital 
cost; next the returns to be expected (i.e. 
commodity price worries); and last but 
by no means least, the price the com-
pany (and its shareholders) will have to 
pay to get its project funded. Unfortu-
nately, the latter often has little regard 
for the interests of long term holders.

How to value 
junior mining stocks

By John cornford

Smaller mining shares are among the most volatile in the market, for good 
reasons, among which at the moment is that volume is so very low that 
share traders have a large effect. Institutions, who in the past added some 
stability, just aren’t there in the face of commodity price weakness.

HoW To VALUe JUnIor SToCKS

But another reason has always made 
junior miners interesting for their scope, 
which is the fact that their earnings
cycle – where years exploring and then 
developing their mines, with many calls 
for shareholder funding – culminates 
in a period where high profits have to 
compensate for the lean years.

So the obvious investment strategy is 
to catch them just before the lean years 
come to an end. Easier said than done 
maybe; but that is how, with good re-
search, investors might hope to make 
larger returns than in the market gen-
erally.

There are around 80 small cap min-
ers listed in the UK (and many more 
in North America and Canada). But the 
mining and commodity slump of the 
last seven years has not only decimated 
their share prices and almost (although 
not quite) dried up the funding that 
many of them need to get their mines 
into production; it has also dried up the 
quality research that investors, institu-
tional as well as private, depend on to 
invest in them. 

Not all these juniors have had to slow 
or stop their projects, however. There 
is now an interesting set of miners that 
have made it through commodity price-
worries and funding shortages - to the

“there is noW an 
interestinG set of min-

ers that have made 
it throuGh commod-
ity price Worries and 

fundinG shortaGes - to 
the point Where 

investors can see 
production, and there-

fore earninGs, in the 
neXt feW years.”

A few specialist brokers publish now and 
again to their institutional clients, but 
the private investor has to rely on the 
occasional sketchy comment in a few 
investment magazines, or on a few pri-
vate client brokers whose research tends 
to be very basic – aimed at generating 
sales rather than guiding investors to-
ward the correct timing. Otherwise the 
private investor has to rely on the bulle-
tin boards, where anyone experienced in 
investment will despair at the often dire 
level of understanding displayed.

Sites like Proactive Investors are an ex-
cellent source of information, some-
times reproducing limited broker re-
search. But it is more of a PR site than 
a source of solid analysis and recom-
mendation, so investors would be well 
advised to do their own research, and at 
least read up the basics of investment as 
applied to companies with projects.

But here is a guide to help investors 
avoid buying at those spikes in share 
prices that the intermittent puffs and 
promotions by the companies (when 
they want funds) and brokers (when 
they want business) bring about.

in later issues i will be applying its 
principles to the set of companies i 
think look ripe for a re-rating at some 
point. 
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“the oBvious invest-
ment strateGy is to 

catch them Just Before 
the lean years come to 
an end. easier said than 

done mayBe; But that 
is hoW, With Good re-

search, investors miGht 
hope to maKe larGer 
returns than in the 
market generally.”

John is semi-retired after 40 years in City research of one sort or another covering most sectors, 
and an earlier career in the MoD and management consulting. As well as institutional research he 
has also long taken an interest in research for private investors, editing the long established and top 
performing Investors Stockmarket Weekly in the ‘90s, and later Small Cap Shares. In the noughties 
he worked for seven years with Hardman and published his own research for institutions via his 
FourSquare Research. He believes it is scandalous that the FCA’s misplaced rules have denied qual-
ity research to private investors - leaving them at the mercy of bucket shops and tipsters.
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I won’t necessarily produce recommen-
dations there and then, but hopefully 
we can set up readers to make their own 
decisions at the right time. 

Before that however, we must bear in 
mind some factors regarding the mar-
ket’s current view of junior mining 
companies:

1) The ‘value’ of their ‘mineral’ (cop-
per, gold, nickel etc -) resources ‘in the 
ground’ is being almost completely ig-
nored.

 2) Also being ignored is the prospect of 
achieving profitability within a relative-
ly short timeframe. 

‘how to value a junior miner’

or

(When a net present value isn’t 
a present value – and when 
(often) to ignore a broker ‘tar-
get’)

One of the most confusing topics for a 
less than experienced investor (and the 
most frequently obscured by brokers 
who rarely produce the calculations) is 
the correct valuation of a company with 
a project not yet up and running. Bio-
techs as well as miners are in this po-
sition, but the principles apply univer-
sally.

Projects are usually presented to inves-
tors with an NPV (a net present value 
– approximately the long term profit 
minus the initial cost to build). Inexpe-
rienced investors make the mistake of 
thinking that if the company ‘owns’ the 
project, then the present shareholders 
‘own’ the NPV and that, therefore, the 
NPV is the value of the company.  

That is only so if the project is up and 
running and paid for, or the company 
possesses the necessary funds to build 
it. If it doesn’t, then to raise them it will 
have to ‘give away’ or share a (some-
times extremely large) part of that NPV 
with the fund providers – whether these 
are outside lenders or new and existing-
shareholders buying new equity shares.

These costs are often glossed over (bec-
ause they need assumptions in order to 
forecast) but can be so large as to dras-
tically eat into the real value to exist-
ing shareholders. In an example I shall 
discuss later, a project loan to meet the 
usual 70% of the capital cost will ‘take 
away’ in interest, some 20% of the pro-
ject’s mooted initial NPV, while an even 
larger part will go to the extra issued 
shares to meet the equity component 
of the capex. But some on the bulletin 
boards (and even this particular compa-
ny’s broker) seem to think that the pro-
ject NPV already belongs to the existing 
shareholders, even though no funds to 
pay for it have yet been raised.

In that same example, in order to raise 
the capex, the number of shares in cir-
culation might have to expand (at an 
optimistic issue price) by nearly five 
times – substantially more than the 
42% by which (in this case) the ‘Present 
Value’ will increase after the invest-
ment has been made. So the ‘NPV/share’ 
that some investors thought they were 
worth will, in reality, be cut by nearly 
four times. Similar reasons explain why 
many junior miners are now being val-
ued at less than 1/3rd of their theoretical 
NPV.

The maths is not difficult, even though 
there are a number of factors to take 
into account, which depend on the cir-
cumstances. A low share price at which 
funding is secured, or a low rate of prof-
it on the project in relation to interest 
costs, will have a severe effect on the ul-
timate share value. Unfortunately, in the 
present state of the market, even some 
projects quite close to production are 

having to raise the equity component at 
value damaging (if not utterly destruc-
tive) to prices or (e.g. Ormonde Mining) 
having to accept harsh terms from a 
rescuing partner.

An NPV is a very imprecise guide in any 
case. Mine planners only use it (‘at the 
project level, not the ‘company’ and 
shareholder level’) to give loan provid-
ers an indication of the risk of lend-
ing to a particular project in relation to 
their appetite for risk and expectations 
of long term interest rates. It is not 
the ‘value’ today to anyone – let alone 
shareholders.

That is partly because the NPV calcula-
tion is not a ‘real’ number – being de-
pendent on an arbitrary parameter – the 
discount rate – which reflects a particu-
lar lender’s requirement. Hence a wide 
range of discount rates for the various 
NPVs reported by companies and by dif-
ferent engineering consultants for par-
ticular projects.

To simplify, for those not familiar, an 
NPV is the ‘net present value’ of all the 
cash inflows (profit) less the outflows 
(investment) year-by-year, over the 
whole of a project’s life, with each cash 
flow ‘discounted’ at a rate chosen to re-
flect the perceived risk.

The lower the discount rate used, the 
higher the apparent ‘NPV’, so that a 20 
year project’s ‘value’ at 8% would be 
about half that at nil (i.e. not correcting 
for the time value of money) whereas at 
12% it would be halved again. (The fig-
ures are different for different lives).

HoW To VALUe JUnIor SToCKS
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The rate which accords with how the 
market is actually valuing projects at 
present seems to be around 10%, al-
though for those that are near-term 
and in a benign jurisdiction, that could 
turn out to be too conservative. In other 
words, a project might be more valuable 
to present shareholders than the bare 
NPV would suggest, depending what fi-
nancing package is used. The trick is to 
know when and why that might be.

Reflecting that the discount rate is an 
arbitrary figure, technical/economic 
reports on a project usually contain a 
‘sensitivity’ analysis (like the one shown 
below) showing how the NPV varies 
with the discount rate and other factors 
like commodity price, operational costs, 
and capital cost. 

They will also usually give diagrams 
showing how at a given discount rate, 
the NPV will vary with factors like costs 
or revenue.

However, the resulting NPV remains of 
little use to an investor, who would like 
to see it translated to the more familiar 
earnings per share (EPS). This is subject 
to the biggest uncertainty of all – the 
financing that will be used to meet the 
capex and which will take away a large 
part of that NPV. For the real examples 
that I will describe in later issues, I will 
be making my own EPS estimates based 
on best guesses about the funding ar-
rangements.

Having said that, the NPV is likely to 
remain the key figure that companies 
will use when persuading investors; and 
here it needs to be said that as well as 
being no guide to shareholder value, an 
NPV is also no guide to a project’s real 
profitability, or to the desirability (for 
the shareholders) of their company tak-
ing it on. That depends on other meas-
ures, the most significant of which is 
the IRR (internal rate of return - very 
roughly the rate of return over the whole 
period on the initial investment) – a fig-
ure that is not affected by any choice of 
discount rate for the NPV.

NPVs and IRRs are therefore two com-
pletely different measures which are not 
correlated in any way, and the size of

“a proJect miGht Be more valuaBle to 
present shareholders than the Bare npv 

Would suGGest, dependinG What 
financing package is used.”

the respective numbers is, likewise, no 
guide to the real level of profitability on 
which lenders (and new shareholders) 
can rely for security. For a good min-
ing project the IRR needs to be at least 
30-40% and some are much higher, 
but others are closer to the 20% which, 
in my view, indicates an only margin-
ally attractive project  – unless for a 
solid business with guaranteed offtake 
and prices, like energy generation (but, 
again, depending on other factors in the 
equation).

By and large, one can say that the key 
factors affecting eventual value to pre-
sent shareholders are the following:

1)  The ratio of NPV to a) its capex and to 
b) the company’s present market cap - 
where for a) a high ratio is good but for 
b) not necessarily so; and

2) The IRR in relation to borrowing 
costs.

But within these, the details will be 
highly relevant. Value to shareholders is 
certainly never the bare ratio of NPV to 
present market cap, which brokers often 
latch onto (in their ignorance – or
perhaps in hope of their clients’ igno-
rance) as indicating ‘value’. In practice 
the opposite can be the case – as will be 
evidenced in our examples.

HoW To VALUe JUnIor SToCKS
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The valuation picture for a particular 
company becomes more complicated if, 
as is usual, it has other assets which, in 
normal times it would have relied on to 
prop-up its share price or to sell in order 
to part-fund its project. Unfortunately, 
in present markets, juniors are not be-
ing given much credit for exploration. 
Even when they delineate a resource, 
the market attaches very little value to 
it, and if and when it is sold – unless it 
happens to be close to or fills another 
miner’s gap in production or raw ore 
supplies – it will receive but a fraction 
of the so-called ‘in-ground’ value, for 
which market prices of less than 1% 
(even for large – and therefore consid-
ered economic to mine – resources) are 
not unheard of.

So, for any miner with a project, it is the 
‘project financing cost’ that will domi-
nate. A few (mostly large conglomer-
ates) might already have funds for the 
capex. But where, as for most juniors, 
the only sources are project loans; cus-
tomer loans in advance of receiving the 
product; equity share issues; or a rich 
partner – all can carry a high cost.

A major problem with an NPV calcula-
tion is that it might be the small differ-
ence (the net long term profit) between 
two large numbers (the capex and the 
long term return) which any mathema-
tician will tell you is highly susceptible 
to inaccuracy in the two big figures. The 
positive component of an NPV is the un-
reliable forecast of future cash inflows 
over the 5-25 year project lifetime dis-
counted at a rate that no-one knows will 
turn out correct but which will be cho-
sen to be conservative for the lender. 

And even the Bankable Feasibilty Study, 
which is supposed to be the most up-
to-date and accurate assessment by ex-
perienced engineering consultants, can 
never be taken as 100% reliable. While 
for a pre-feasibility study consultants 
will quote an accuracy of only +/- 30% 
(which means a cost or a loss could turn 
out 30% more than stated), that of a BFS 
is generally quoted at within +/- 10% - 
still a large margin for error.

In the face of all this uncertainty, it is 
not surprising that project lenders will

demand a high interest rate – and, 
therefore, investors should also apply 
their own cautious discount.

But despite the fact that valuing a min-
ing project is a very uncertain exer-
cise, readers shouldn’t be completely 
deterred. Most juniors are currently at 
such extremely distressed values that 
while making funding that much more 
difficult and, when done, more dilutive 
of shareholder value, I hope to find ex-
amples worth looking at, even if others 
turn out to be disappointing.

A distinct positive to bear in mind is that 
many projects, while stating a given 
lifespan, have scope to extend their lives 
through continuing exploration and 
later to move on to other things. That 
is because, to make any project stack up 
the profits it makes when up and run-
ning after a long period of gestation and 
spending have to be much larger than is 
the case for most industrial projects or 
businesses. They will generate largesur-
pluses of cash over and above loan re-
payments, which will become available 
for its owners to expand. 

In addition to this is the fact that smaller 
miners can be less affected by low com-
modity prices than the multi-national 
multi-commodity miners who, in order

to keep up the scale of their businesses, 
have to incur ‘sustaining’ costs – which 
can be 10-25% of their operational (or 
cash) costs. That adds considerably to 
the risk they will report losses if com-
modity prices fall even lower, while jun-
iors are usually targeting small, niche, 
mines where costs – without the need 
for ‘sustaining’ costs – can be consid-
erably lower. They, unlike the majors, 
will already be valued to take account 
of their limited lives, so will be less at 
risk of falling market ratings. In ad-
dition, they will always have that cash 
flow (not needing to be ploughed back 
into ‘sustaining’ costs) to be returned 
to shareholders as dividends, or used to 
fund expansion down the line.

neXt time -
appearance vs reality

appearance – Why aren’t my 
shares recognising closer produc-
tion?

reality – they are - but you 
haven’t noticed

The shares here are only 1/6th of their 
2011 peak, but the market cap is ½ that 
peak.
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‘oil’ have some of that! 

The Limpopo 
Dispatches 

By roBert sutherland smith

August 2015: in which your correspondent introduces a mysterious old actuary 
known as “No. 5” and talks of the prospects for oil and gas shares BP and Royal 
Dutch Shell - finding the ‘value investing’ fundamentals significantly compel-
ling, amidst all the emotion and panic coming like the sun, out of China across 
the bay - to quote Kipling.    

the local bakery who proudly told 
me only this week that her niece is 
training to be one. How is that for 
unexpected obscurantism?

I would like to introduce our old 
actuary to you by name, but he re-
fuses to divulge it, preferring to be 
known as number 5 only; mistrust-
ful, as he is, of an identity made of 
mere letters and words and wish-
ing to merge himself as completely 
as possible into restful numeracy of 
actuarial science.

“Just call me ‘5”, he says, with a 
faraway look in those old, faded blue 
eyes. The only concession he ever 
made to normal human entertain-
ment was to once watch recorded 
episodes of “The Prisoner”, in which 
the hero (the late and wonderful 
Patrick McGoohan, who is now re-
grettably beyond even pensionable 
age) is addressed as a number, in his 
encaged, potty world of surreal cap-

tivity, from which it is impossible to 
escape. Naturally, our ancient actuary 
took to the surreal world of the Lim-
popo with much aptitude. Like ‘yours 
truly’, he enjoys surreally consum-
ing roast beef and Yorkshire pudding, 
prepared by an African cook, beneath 
a southern African sky.    

Number 5 is a refugee from that now 
lost golden age of civilized retirement 
made possible by the final salary pen-
sion scheme. His philosophy – as he 
explained  one evening, over a meal of 
Umbopo’s splendid roast beef, York-
shire pudding, roast potatoes  and 
Brussels sprouts, followed by bread-
pudding – is based on the notion that 
hell is other people and that the best 
refuge from them is the lone existence 
of the consulting actuary, who mostly 
deals with numbers and, thankfully, 
not people. If it is true that he is one 
hundred and nine years old (as is ru-
moured), it is wholly in defiance of 
actuarial mortality tables and at a sig-

One of the longer established deni-
zens of our little Limpopo River fra-
ternity is an old actuary (actuaries 
seem to live longer on average, thus 
violating the profession’s own ta-
bles of mortality which they apply to 
the rest of us). He inhabits a sturdy, 
plain, functional bower near a plan-
tation of Bongo Bongo trees.

He may be spotted in the evenings 
with an old, hand driven, mechani-
cal Monroe calculating machine that 
looks a bit like a cigarette rolling 
contraption, working out the aver-
age age of an idealised defined ben-
efit pension scheme, which exists 
only as an intellectual hypothesis 
in the tunnel vision of his actuarial 
brain, which is long practiced in do-
ing probability and discounted cash 
flow calculations internally. 

It is an interesting statistical fact 
that most of humanity has never 
met an actuary. Except the lady in 

THe LIMPoPo DISPATCHeS

58  |  www.masterinvestormagazine.co.UK  | sept 2015



By roBert sutherland smith

THe LIMPoPo DISPATCHeS

“it is an interestinG 
statistical fact that 
most of humanity has 

never met an actuary.”
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nificant cost to his pension scheme 
sponsored by his old firm of actuarial 
advisors and employers Messrs “Likely 
and Approximate partners”. 

Like many consulting actuaries, he has 
sat on the advisory boards of pension 
funds pronouncing on the investment 
policy of their investment managers. He 
has been correct with astonishing con-
sistency about investments but some-
times with hindsight. (How many of us 
have not been one hundred per cent cor-
rect, after the event, when everyone is a 
winner!?) 

As he sits, consuming his third pint of 
fermented coconut juice, I ask him, 
“Number 5, what are you investing in 
now, in this great share price slump?” 
He leans towards me and replies, “The 
‘winners’, my dear man; winners!”

How wise and correct? I think to my-
self. He then adds, “Think always in 
the long term if you want to make real 
money.”But in the long term, are we not 
all dead” I reply, having read my John 
Maynard Keynes’s ‘Theory on Prices and 
Employment’. “Exactly!” says Number 
5. “It is just before that event - retire-
ment – when you need the assets. “Look 
at the unwashed and unloved shares of 
the market place, where everyone has 
heard the bad news several times over 
and there is decent income while you 
await a recovery,” he adds. 

“Is it easy to identify such companies?” 
I ask. “No!” he replies. “That is why is 
why you should not put all your savings 
in one basket (or share) – along with the 
eggs”           

no. 5’s view on oil major shares

Will the crude oil price keep on 
heading down? 

the saudi arabian position: It became 
evident last year that Saudi Arabia, 
which has the second largest oil reserves 
on the planet, is following a policy of 
preserving its share of the market; pre-
sumably, as some argue, because it rec-
ognises that hydro-carbons are increas-
ingly being replaced by renewable 

“finally Bp is out of the GraspinG fin-
Gers of america’s ‘Good ol’ Boy’ claim-
ants, Who in plunderinG the coffers of 

Bp - Without proof of loss in many cases 
- displayed all the opportunism of old 

time cornish shipWreckers.”

THe LIMPoPo DISPATCHeS

sources of energy. We have all been 
blinded by the fact that the Saudis have 
such large reserves and such a low cost 
of production, and have forgotten to ask 
questions about their government’s fi-
nancing needs. There is the easy and 
understandable assumption abroad that 
the Saudi government has tons of mon-
ey, well in excess of the needs of a coun-
try with a small population. Compara-
tively, it is a small population but one 
that has grown by six million over the 
last ten years, to around 30 million now. 

That easy assumption was challenged 
by the fact that in July the Saudi Arabian 
government joined the queue in the in-
ternational debt markets this month. It 
has raised $27 billion for government 
spending; a story that made the front 
page of the Financial Times, which com-
mented that the policy of low oil prices 
has put a strain the kingdom’s finances. 
National debt per capita is low at a re-
ported $857 per head, versus per capita 
GDP of around $22,160 per head. It has 
unemployment of around 6%. In short, 
now that oil prices have fallen, partly as 
a result of Saudi policy since last year, its 
government needs to borrow, and it has 
a rare capacity to do that. 

Saudi Arabia reportedly needs a price of 
$105 per barrel to finance its national 
budget expenditure. Moreover, it has 
just reduced production from around 
10.5 million barrels of oil per day to 10 
million barrels of oil per day. Although 
this was justified by reduced domestic 
oil demand in the autumn (less need for 
air conditioning to keep those 30 mil-
lion Saudi Arabians cool in summer) it 
was nevertheless an action slightly out 
of character. One assumes that as a very 
low cost producer, it could have sold that 

extra 500,000 barrels per day at a lower 
price and still made operating profits. 
The fact it did not choose to do so, along 
with its new role as a debt raising na-
tion, may mean that it wishes to go no 
further in pushing down the crude oil 
price and return to a more traditional 
role of managing its price through con-
trolling levels of output. The borrowing 
may be a straw in the wind.

the return of the persian lion: Iran will 
be returning as a major supplier over the 
next year or two, as its recently unused 
oil fields are brought back to technical 
and economic efficiency. If that means 
weaker prices, then there will presum-
ably be less fracking and deep sea pro-
duction, which are high cost operations 
by comparison. We are seeing big oil 
companies cutting back on such costly 
exploration for costly oil production. 
The industry worldwide is seeking a new 
equilibrium – the economist’s word for 
balancing production and exploration in 
relation to price. (One awaits a call for 
Alex Salmond to apologise to the Scot-
tish people.)   

the shrinking china dragon: The main 
problems in people’s minds about oil 
had been Saudi Arabian production and 
the awaited return of Iranian produc-
tion. We now add to those concerns less 
demand from China, making matters 
even worse. But the old serpent of eco-
nomics is a dynamic creature; it bites 
and then slithers to bite elsewhere.

objectivity: Panic has set in. Does the 
investor now join in and sell his shares 
or think about adding to his investments 
if he has the cash? Here are some good 
reasons for adopting the latter course:
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hedge fund managers with billions in 
the bank (there is a limit to the num-
ber of status indicating watches you can 
buy or bottles of fine wine you can swal-
low) were much more likely to short that 
situation than buy it. Moreover, this is 
summertime when markets are thin. 
Rapid reaction panic and markdowns 
tend to hold sway over calm objective 
thoughtfulness, at such times.  

So I suggest that oil companies are well 
worth looking at on these occasions. If 
the valuation fundamentals look right 
– as they certainly do, I suggest – then 
this is a time to buy not sell. Remem-
ber big institutions will be thinking ex-
actly in this way, with a view to averag-
ing their historic book costs. When the 
market reaches a dreaded and awaited 
big bearish event, it is usually the time 
to buy. 

bp (bp.) at 336p after the re-
sults for the six months to 30th 
June 2015

The BP share price at 336p (last seen) 
is about 31% below where it was at this 
time last year.  The FTSE 100 fell 11% 
over the same twelve months. In the 
previous December, 2013, the shares had 
been priced at 384p. BP is a big company 
with equity currently valued at just over 
£67.5 billion. It is too big to ignore, but 
it has been a dismal investment over the 

· An investment in oil shares is not the 
same thing as buying crude oil. The 
dominant characteristic of equity in-
vestment is that you are investing in 
people; the managers of the company. 
They are paid to anticipate events (not 
always easy to do) and strengthen the 
company against deteriorating in the 
face of them. The combination of man-
agement action along with a decline in 
the share price has a tendency to im-
prove the outlook for a share pretty 
quickly. That dynamic, I suggest, is al-
ready evident in oil shares. 

· The crude oil price is in any event very 
volatile, as history shows. Between 1973 
and 1974 the price of oil rose 300% from 
$3 per barrel to $12 per barrel. A quick 
inspection of an oil price chart will show 
this truth about its volatile nature very 
clearly. In 2010 highly paid, all seeing, 
investment bank economic oracles were 
predicting that the price of oil would 
soon rise to $150 per barrel. Look at 
what has happened to it since.

· The world economy is not in the state 
that the stock exchange panic indicates. 
The biggest economy in the world is still 
Uncle Sam’s, and that has recovered and 
is doing well. Europe is showing signs 
of post glacial economic improvement 
and is expected to grow more than peo-
ple thought likely a year ago. China is as 
a matter of fact far bigger than it was 
this time ten years ago. It is a source of 
significant demand and potential future 
demand as it continues the difficult and 
painful process of growing domestic de-
mand for domestic and overseas goods 
and services. That said, it clearly cannot 
keep growing at the sort of rate we have 
come to expect as it becomes so large. 
That is a significant change in terms of 
purchasing power for the new, increas-
ingly domestically driven China. Oil will 
play its role and you can bet your bot-
tom dollar that oil industry managers 
will have diversified and rationalised 
to acclimatise themselves profitably to 
changes.

· Remember, too, that UK and US equity 
markets have had a long recovery and 
run from recession. They had ceased to 
look obviously cheap and the fidgety

last few years. As a result of the Gulf of 
Mexico problems, as well as the collapse 
in oil prices, the BP share price over the 
last five years is down over 10%. Over 
the same five year period the FTSE100 
Index rose 18%.  
 
The good news for BP is that the Gulf of 
Mexico is now history, so far as liabil-
ity is concerned. Finally BP is out of the 
grasping fingers of America’s ‘good ol’ 
boy’ claimants, who in plundering the 
coffers of BP - without proof of loss in 
many cases - displayed all the oppor-
tunism of old time Cornish shipwreck-
ers. Now that, it seems, is finished. The 
company has settled too with the Fed-
eral agencies of the USA. The Gulf of 
Mexico disaster is history.  

Now BP is having to grapple with a 
much lower oil price. It plans to do that 
by some big cuts in investment and a 
rationalisation of the business; the sorts 
of things that company managers do on 
occasions like these. But does it have the 
time and the money? And can it keep 
on paying the dividend, which at time 
of writing yields 7.6% historic and last 
year cost $5.8 billion to pay? Is that divi-
dend unsustainable or is the share price 
too low if it is?

First and foremost, the latest cash posi-
tions reported by BP in their published 
accounts look encouraging. At the year

sept 2015 |  www.masterinvestormagazine.co.UK  |  61



THe LIMPoPo DISPATCHeS

“if i Were still a fund manaGer, i Would 
Be averaGinG doWn my position at this 

staGe, hooverinG up the shares of 
those foolish enouGh (or hard pressed 

enough) to be selling them.”

end, the cash position was a reported 
$30 billion; in the June accounts that 
had increased 9% to a reported $32.8 
billion. That is 5.6 times the cost of last 
year’s annual dividend payment. On an 
annual basis, operating cash flow last 
year was $32.75 billion. Capital spend-
ing, which had been $22.5 billion last 
year, had dropped to $9.2 billion in the 
first half of the current year; evidence of 
the management’s intention to cut out 
investment spending, at a time when 
doing such a thing seems supremely 
logical, possible and desirable. A balance 
sheet depleted of a chunk of $22 billion 
of unnecessary investment spending is 
going to be a much healthier balance 
sheet capable of funding the sharehold-
ers’ dividend receipts. 

On the question of cash flow, I point out 
BP is now selling on only 7 times last 
year’s depreciation charge; around 3 
times last year’s gross cash flow and 3.5 
times last December’s year-end cash in 
the balance sheet.

It is also valued (at 336p a share last 
seen) at very close to net attributable 
assets. These were shown as worth $106 
billion in the June balance sheet – which 
I estimated on the basis of an exchange 
rate of 1.55 dollars to a pound. On that 
basis, the UK share price of 336p is sup-
ported by 325p of net assets.

So, having had a look at the latest ac-
counts, what does the market think in 
terms of consensus earnings and divi-
dend forecast estimates? Basically, the 
market in its expert collective wisdom, 
reckons that after last year’s 83% fall in 
earnings, we are in for a positive change. 
The consensus estimates an 85% in-
crease in earnings this year, and anoth-
er 23% increase next. Also expected is a 
modestly progressive dividend payout. 
In short, the current market consensus 
estimates put the shares, at 336p, on a 
prospective 13.8 times earnings esti-
mates for this year and 11.2 times those 
estimated for next year. There are pro-
spective dividend yields 7.3% for this 
year and next.

If I were still a fund manager, I would be 
averaging down my position at this

stage, hoovering up the shares of those 
foolish enough (or hard pressed enough) 
to be selling them.

royal dutch shell (rdsa) 
at 1,620p

The following comments are based on a 
share price of 1,620p after the great late 
August share markets collapse. Royal 
Dutch Shell, the Anglo-Dutch oil and 
gas company, is on a historic dividend 
yield of 7% and a PER on reported fig-
ures of 12 times earnings. As with BP, it 
is a handsome dividend yield. Can it be 
sustained in times such as these? Or is 
the share price telling us that the market 
is expecting it to be cut (a usual prog-
nosis of dividend yields at this level)? So 
amidst the sell off panic of late August, 
is Royal Dutch Shell equity oversold?

The share price has come down from a 
five year peak of 2,475p nearly a year 
ago. Over a year, therefore, the share 
price has come down by about a third, 
falling much further than the FTSE 100 
Index which dropped about 11% over 
the last year. Interestingly, over the last 
week and month its share price has per-
formed only slightly less well than the 
FTSE 100 market.  

Subjecting the Royal Dutch Shell ac-
counts to observations similar to those 
employed above for BP, one sees that the 
annual dividend last year cost Euro 9.44 
billion. You may reasonably put that 
cash cost against year end 2014 cash 
holdings of Euro 21.6 billion and even 
better, an operating cash flow for last 
year of 45 billion Euros. Although it is 
conventional to speak of earnings cover 
for dividends, it is cash held and pro-
duced within the company that is key, 
because it means money going out of the 
business.

On these figures, the historic annual 
dividend cost was covered strongly by 
cash held; that is to say by 2.3 times on 
the basis of the last December’s year-
end cash figure, and 2.8 times by the 
cash held figure at June 30 (cash held 
having increased from Euro 21.6 billion 
in December 2014 to Euro 27 billion by 
June 30th 2015).

So is the market expecting no earnings 
growth and a cut in the Royal Dutch 
dividend? Unfortunately, I am unable 
to tell you that, because my usual mar-
ket source does not have such consen-
sus estimates available at the moment. 
My instinct, given the strength of the 
last and penultimate (annual) balance 
sheet is to suppose that when they ap-
pear, they will at least show an expected 
holding of the last annual dividend.    

Recent advice from the company talks 
of an unchanged share buy-back pro-
gramme with a planned 10% reduction 
in operating costs in 2016 and Euro 7 
billion cut in investment in 2016. The 
company is, conservatively, planning 
for several years of weak oil prices by re-
structuring itself through a Euro 20 bil-
lion sale of assets during 2015/16, which 
the company states it is able to achieve 
even in weak markets. It also states that 
its significant new projects are designed 
to produce material cash flow and free 
cash flow in the medium term.    

I look for No5 and see him beneath the 
moon with his hand-driven calculating 
machine working out the life and death 
calculations for the eternal final salary 
scheme model he carries in his head. He 
has left me a message: “Both BP and 
Shell look significantly oversold and 
should play a profitable part in any long 
term portfolio of shares”.   
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TeCHnICAL Corner

technical corner

Using Corporation 
Tax as a Technical 

Indicator 
By adrian Kempton-cumBer 

As Technical Traders we’re always looking for an edge in identifying trends 
and buying/selling opportunities. Typically, we use indicators based purely 
on price. The other possible element is volume, although it’s overrated as a 
tool in my view, and most of the time offers no help at all. 

This is one of the difficulties of techni-
cal trading: knowing which indicators 
– or more correctly, which combina-
tion of indicators – are of value at any 
given time for the prevailing circum-
stances. For example, a moving aver-
age is not that useful after a period of 
price stagnation, but volume might be. 

It’s a good idea to mix things up, and 
using fundamentals in TA is a great 
idea. In terms of companies, most fun-
damentals are often a matter of some 
choice: how much profit they declare, 
what reserves they have against con-
tingent liabilities, etc. Accounting and 
company announcements are very 
much an art form. 

I first got interested in looking at cor-
poration tax because it’s been such a 
political hot potato. All those compa-
nies, like Vodafone and Starbucks, that 
have really borne the brunt of criticism

are not at fault. They have an obligation 
to their shareholders to contain costs. 
In turn, their accountants have a pro-
fessional obligation to legally mitigate 
their clients’ tax bills. They can only do 
that to such effect that their client com-
pany tax bill is zero when government 
creates poorly drafted legislation (as 
they so often do) leaving, deliberately 
or otherwise, such loopholes of which 
companies can take advantage.

This then got me thinking that if a 
company is paying a decent amount of 
corporation tax then they still won’t be 
paying any more than they have to. It 
could be regarded as a sign of the health 
of a company. So I made a table of the 
highest contributors to corporation tax. 
We can see trends here, and it’s an eas-
ily obtained dataset (a simple job using 
ShareScope, which is my preference, 
and freely available on the internet). 
The important thing with any dataset is

reliability and consistency. ShareScope 
provides current year and 10 years of 
historical CT data. I’ve used the FTSE 
350 as the basis for my analysis and in 
doing so only considered the current 
constituents of the index for practical 
purposes. These are the biggest compa-
nies listed by capitalisation, so we can 
reasonably assume that we have all the 
big hitters in there.

“It’s a good 
Idea to mIx 

thIngs up, and 
usIng 

fundamentals 
In ta Is a great 

Idea.”
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Obliquely, we could say that high CT 
bills reflect poor accountancy advice, 
since a bit of international tax plan-
ning would presumably reduce their 
tax bill like Starbucks. Maybe short the 
accounting firm responsible if you’re a 
massive contrarian! 

A good reality check is to look at things 
from a reverse point of view. In this 
case, can we say that because a company 
hasn’t paid CT they aren’t healthy and 
should be shorted? In the absence of any 
other information, it still depends. There 
could be a whole host of reasons why. 
Their business might be highly sensitive 
to the economic cycle. The construction 
industry would be a good example of 
this. We need to see a pattern. 

£1 billion during the period. Vedanta is 
51st on the list over the 11 years. 

When comparing the CT to the price 
chart, remember that CT is a lagging 
indicator – it relates to the previous ac-
counting period so reflects roughly the 
fiscal year before last at the time, gener-
ally speaking. So year 1 on the CT chart 
would be roughly 2002/3 depending on 
the company’s fiscal year-end date etc. 

Looking at BP, I wouldn’t be a huge fan 
of the stock chart. It’s basically a 20 year 
reversal pattern! Superimpose the CT 
data on it and we have an even less at-
tractive picture. Of course we know that 
year 7’s negative CT was down mainly 
to the economic crisis. The lower high 
of year 8 though underpins a reversal. 
So we see not only a weak price chart, 
but also a weak CT chart. Even if we see 
a rise in the CT payable it’s hard to see 
how it could be much above the £4 bil-
lion level. The stock chart could reverse 
this month and that would at least be a 
higher low than the 2010 one, but it’s 
really not saying much when we’re ex-
cited about a stock not falling below the 
lowest point of the financial crisis! 

Commodities are generally depressed 
so let’s skip past miners and go on to 
banks. Barclays’ CT chart looks more 
impressive than its price chart! It’s real-
ly fairly range-bound but consistent CT 
payments should be the sign of a stable 
business. The price chart gives a some-
what different picture. We know banks 
have been hit with all manner of regula-
tory fines and other more cheeky charg-
es, which means that it’s somewhat im-
pressive they’ve managed to maintain 
profitability in order to keep paying CT 
at the same level. I’ve said before that I 
don’t like the banking sector while thi-
sera of fines and super-taxes persists, 
and in any case we’ve not seen a buy 
signal on Barclays, but it gives a hint 
that the underlying business is sound, 
so once the storm clouds clear after silly 
season then we could see some really 
robust growth. 

BT isn’t even a Top 10 CT payer. I wrote 
last month about BT and how they’re 
one of the companies actually propping 
up the FTSE. The CT chart is spectacular

TeCHnICAL Corner

I’ve prepared two lists which make in-
teresting reading – the Top 10 CT Payers 
Last 11 Years and the Top 10 CT Sectors 
since c.2003. Way out ahead of other 
sectors in terms of CT paid during that 
time is Oil & Gas Producers. In fact, the 
top 2 companies in the list over that 
time – Royal Dutch Shell plc and BP plc 
– are both oil companies. They account 
for the vast majority of the £180 billion 
paid in CT by the sector. Just to put that 
in perspective, we do £50 billion in trade 
with Ireland each year and Ireland is our 
5th biggest trading partner, and it also 
represents more than one third of the 
FTSE 350 total over the period of a shade 
of half a trillion. Mining and Banks are 
the 2nd and 3rd biggest CT payers. Even 
relatively small players, like mining 
company Vedanta, contributed almost 

“Look-
ing at BP, i 

wouLdn’t Be 
a huge fan 

of the stock 
chart. it’s 

BasicaLLy a 20 
year rever-

saL Pattern!”

in TA terms. Higher lows and it could 
even be about to break out. It’s quite 
surprising that BT only pays hundreds 
of millions in CT per year but there it is. 

There’s a nice upward trends on the CT 
chart, and the price chart is in a healthy 
up trend too. A new ATH is looking like-
ly, and this pull-back could be another 
entry signal for the more aggressive in-
vestor.

So we can see that CT is a useful indi-
cator when analysing stocks. It’s pretty 
easy to analyse the small data set on Ex-
cel for your watchlist. US data would be 
quite easy to get hold of too, and prob-
ably European as well, if you are more 
diversified. 

We Technical Traders need to take ad-
vantage of all the tools we can, and es-
pecially the ones others are overlooking. 
I suspect that practically no one is using 
CT and TA together in this way; it’s a 
competitive edge. 

Meanwhile, strap in for a busy autumn, 
as you’ll need to keep on top of your po-
sitions/portfolio. Market correction and 
a possible bear market are afoot. A Bear 
Market is classified as a market which 
has fallen at least 20% from its highs. 
For the FTSE that’s just under 5,700 – 
so not much less than the low of Au-
gust which was 5,768. For the Dow it’s 
around 14,400. As I’ve been saying for 
a while now, the FTSE is much weaker 
than the US markets and a recalibration 
between the two is overdue. The FTSE 
100 will be in bear mode before the Dow 
on these figures. 

The summer’s over, but be prepared: 
you may have to put your shorts on!
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an new kind of obsession 

All the regular readers of this column at 
MI Magazine are certainly aware of the 
extravagant, exquisite and sometimes 
lunatic way of living hedge fund man-
agers usually espouse. Many of them 
quickly run through the ranks of life to 
spend what they can and cannot, pur-
chasing fine arts, expensive wine, and 
luxury apartments overlooking Central 
Park, while living an unbound life. But 
we also have those who have a strong 
commitment to what they do and for 
whom life is all about adding value – 
forever. Leon Cooperman, featured in 
last month’s column, is an example of 
this. You would most likely find him 
commuting on the ferry to NYC or shar-
ing a taxi with someone rather than 
drinking champagne inside a limousine 
while travelling to an apartment at 432 
Park Avenue.

While the differences between hedge 
fund managers are huge, there is one 
common point between them: they all 
have their own hedge fund business, of 
course. And there is also another com-
mon point for those who make money 
from it: they all become philanthropists, 
frequently donating to charities and of-
ten running their own foundations.

fund manaGer in focus 

Chris Hohn
by filipe r. costa

“Banks are inherently difficult to analyse, opaque, highly levered and 

speculative – we don’t want speculations, we want investments.”

- Sir Christopher Hohn

This month’s featured hedge fund 
manager, Christopher Hohn, is a shy 
man who doesn’t like much publicity. 
Raised in the UK from a modest fam-
ily, he made it big and entered Forbes´ 
Billionaires List. However, unlike most 
in the industry, he still drives a Prius 
and wears a black Swatch he has had 
for years. But what makes Christopher 
Hohn different from all the others is the 
manner in which he conducts his phil-
anthropic activities. In 2002, in his mid-
30s, he created the Children’s Invest-
ment Fund Foundation, a charity with 
the aim of helping children in develop-
ing countries. The year after, he found-
ed The Children’s Investment Fund to 
make money to fund the charity he cre-
ated. Unlike the other fund managers, it 
was not the money that turned him into 
a philanthropist; it was his “obsession” 
to donate that led him to make money.

the children’s 
investment fund

Chris Hohn, or Sir Chris Hohn KCMG, 
to give him proper credit, was born in 
Auddlestone, Surrey, UK, in 1967. Son 
of a Jamaican car mechanic of European 
descent and of a legal secretary fromEast 
Sussex, Hohn was educated at a state 
school. He then attended Southampton

University, where he graduated in Busi-
ness & Accounting with a First Class 
Honours in 1988. Urged on by his tutor 
at Southampton, he applied for Harvard 
in the US where he concluded an MBA 
in 1993. He graduated among the top 
5%. While at Harvard, Hohn met Jamie 
Cooper, whom he would marry in 1995 
and have four children with (including 
triplets).

His professional career in finance started 
soon after graduating from Harvard, at 
the private equity group Apax Partners. 
Two years later, he landed a job at Perry 
Capital, a hedge fund on Wall Street, 
where he was able to run an investment 
strategy. In 1998 he was made head of 
Perry’s operations in London. During 
his tenure at Perry he made around £75 
million, ample money to retire, if he so 
wished. Earlier, at the age of 20, when 
he travelled to the Philippines he saw 
real poverty among children and vowed 
that if he ever made enough money to 
help poor children he would. In 2002 
his desire would become a reality when 
he and his wife founded the Children’s 
Investment Fund Foundation (CIFF), a 
charitable organisation headquartered 
in London with the main aim of fighting 
poverty, particularly poverty affecting 
children. He then set up The Children’s 
Investment Fund (TCI) with the main  
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industry, he still 

drives a prius and Wears 
a BlacK sWatch he had 

for years.”
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aim of giving a proportion of its profits 
to help children in developing countries 
and this way fund CIFF.

In the beginning, the hedge fund busi-
ness was connected with the charity by 
a legal contract requiring the hedge fund 
to transfer 0.5% of its assets each year 
plus a further 0.5% of assets for every 
year during which the fund achieved 
returns of more than 11%. According to 
a rare interview Hohn gave to The Tel-
egraph, the main reason to establish the 
formulas was to give a clear motivation 
for the fund to outperform. While Hohn 
was managing TCI, his wife Jamie was 
managing the CIFF.

a setback in life

While the Jamie-Chris partnership 
worked well for 18 years of marriage, 
the couple announced in 2013 that they 
were seeking a divorce, and the whole 
process was completed in December of 
the following year. With £1 billion at 
stake, his wife was looking for half of 
the wealth, arguing the family fortune 
was created as a result of their part-
nership, with Chris contributing at TCI 
while she ran the charity foundation and 
took care of the kids. But the judge con-
cluded that Hohn was a “financial geni-
us” that made a “special contribution” 
to the creation of the couple’s fortune 
and split the wealth unequally, award-
ing Jamie Cooper £337 million (36% of 
the total wealth). Nevertheless this was 
one of the biggest divorce settlements in 
the UK.

Between 2006 and 2011, the Children’s 
Investment Fund Foundation received 
around £1 billion from the hedge fund. 
Hohn’s wife said he was “obsessive” 
about giving to the foundation. The ac-
cumulated donations made him Brit-
ain’s most generous philanthropist 
ever. In 2008 he gave £466 million to 
the foundation, which was the biggest 
donation given in a single year. To some 
extent the Cooper-Hohn’s revolution-
ised the way a charity works as they ap-
plied a hedge fund-style performance 
targets to the foundation’s projects to 
assure that the donated money would 
achieve long-lasting effects. Today, the
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foundation has more than £2 billion in 
assets and is one of the biggest success 
stories in philanthropy.

Unfortunately, with the divorce things 
changed. In 2013, TCI returned 47% but 
didn’t give any money to CIFF for the 
first time. The firm paid out £26 mil-
lion in a pay deal to staff including Hohn 
but kept the rest of the profits. TCI an-
nounced it would stop donating to the 
foundation because its endowment was 
“large enough” at £2 billion. Any future 
donations would be discretionary rather 
than automatic. Besides, TCI still retur-

ns money to the foundation as it man-
ages its money like it does for other 
outside investors. But the divorce cer-
tainly weighed on the decision to end 
any automatic contributions. Hohn’s 
obsession with giving money away to 
charities seems as strong as ever, as he 
set up a new charity - the CH founda-
tion - aimed at helping alleviate poverty 
and the effects of human trafficking and 
organised crime in the Indian subconti-
nent and at promoting health and edu-
cation in Jamaica.

an activist strategy

The Children’s Investment Fund Man-
agement was founded by Hohn in 2003 
to help the charity. The firm invests 
globally and focuses on the longer term. 
It used to require investors to commit 
their capital for multi-year periods but, 
during the last few years, some of the 
requirements were relaxed. Neverthe-
less, the firm still focuses on managing 
its investors’ funds for the long term. 

Investors who agree to one-, two- and 
three-year lock-in pay 15% in perfor-
mance fee only when returns exceed 
more than 5% a year and at the end of 
the lock-in period.

Hohn is an activist who isn’t worried 
about incurring high risk through lev-
eraged positions, concentrated in just 
a few companies. He has a narrow but 
sizeable portfolio, which he keeps for 
years while pressing the companies he

70  |  www.masterinvestormagazine.co.UK  | sept 2015



FUnD MAnAGer In FoCUS

invests in to make changes in corpo-
rate governance. Because of the activ-
ist nature of the fund, Hohn gained a 
reputation for aggressive shareholder 
activism and has often been criticised 
for pursuing his own agenda when us-
ing his large stake to force companies 
into taking action. Some like to call him 
a “locust”, as they see his actions as a 
plague that devastates everything. One 
can sense a touch of envy in such com-
ments, as Hohn clearly enjoys the kind 
of fame most other activist funds would 
like to attain. 

A few years ago, TCI acquired a major 
stake in the German Stock Exchange 
Deutsche Borse and forced the resigna-
tion of its CEO after it attempted to take 
over the London Stock Exchange. In 
2007, after acquiring a 1% stake in the 
Dutch Bank ABN Amro, TCI demanded 
the bank split itself up and sell its as-
sets to increase shareholder value. The 
bank ended up in the hands of RBS, 
Banco Santander and Fortis Bank, and 
Hohn was aggressively criticised. Dur-
ing the same year TCI ventured into 
Japan but with much less luck. In a 
country where corporate management 
has built an opaque barrier that share-
holders are unable to penetrate, TCI was 
unable to seduce J-Power to increase its 
dividend and ended up giving up. In In-
dia, the company committed the same 
mistake when it accumulated a stake in 
the state-owned Coal India expecting 
to been able to force the government to 
become more shareholder friendly. Even 
though TCI pointed to a bilateral trade 
agreement between India and the UK 
when claiming the government should 
not interfere with coal prices and allow 
Coal India to increase coal prices, the 
Indian government did not change any-
thing and TCI eventually sold its stake.

Later, and with a lesson learned the hard 
way, TCI returned to Japan to buy Japan 
Tobacco. This time they not only urged 
for change but they also kept in close 
contact with management, working on 
the changes instead of demanding them. 
Since May 2011, when the fund first met 
with Japan Tobacco’s management, the 
shares have risen 180%. In March the 
company lifted its dividend payout ratio 
from 29.7%, three years ago, to 50.1% 
and even announced a share repurchase 
plan worth JPY100 billion. At the same 
time, the company announced the sale 
of its beverages unit, something TCI had 
been arguing for. This time TCI was very 
successful in Japan.

The list of successes is huge. The main 
target of TCI has always been to acquire 
stakes in companies it considers to have 
been heavily discounted because of con-
cerns over their governance structures. 
The idea is then to force changes and 
increase shareholder value. News Corp 
and QR National are two additional ex-
amples where the fund made money.

annualised gains above 
20%

Since its inception in 2003 TCI has 
made money every year except in 2008 
when it lost a huge 43%. But with an-
nual gains averaging 40% in the period 
2003-2007 the firm had enough cush-
ion to absorb the heavy losses. Not that 
it wasn’t a huge setback, but Hohn was 
able to learn from it, increase the fund’s

awareness of certain risks and return to 
profits. 

In 2008 a few high-profile partners de-
parted from the firm to join other firms 
or to create their own hedge funds. 
When asked about the episode, Hohn 
claims they departed because TCI no 
longer wished to focus on financials 
since the financial crisis. TCI now stays 
away from banks and Emerging Markets 
as Hohn perceives a higher risk com-
ing from both. He is very critical of the 
banks’ willingness to incur risk and thus 
banned the sector from his potential in-
vestments.

a few final Words

Sir Chris Hohn was appointed Knight 
and Commander of the Order of St Mi-
chael and St George (KCMG) in the 2014 
Birthday Honours list, mostly due to 
his services to philanthropy and inter-
national development. His “obsession” 
to give led him to adopt an aggressive 
stance as a fund manager but at the 
same time to keep a simple lifestyle and 
give most of his profits back to society. 
Having won the Eurohedge’s European 
Hedge Fund of the Year award in 2004, 
2005 and 2013, and dubbed a “financial 
genius” by the divorce judge, the last 
words go to the publicity-shy Hohn: 
“There was a question [mark] over me 
when people left [in 2008]… Who was 
responsible for [making] the money, me 
or them? I’ve answered that question.”
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Demystifying 
“Impact Investing”

By sWen lorenz

Demystifying “Impact Investing”

It was recently prominently reported on in the Financial Times and Fortune magazine; asset 

management giants like Credit Suisse and Cheyne Capital launched funds dedicated to it; 

and the private equity guru, Sir Ronald Cohen, called it the area of finance he’d join to make 

a fortune if he was a young man once again. No doubt, “impact investing” is getting more 

and more attention. But what is it? Our editor, Swen Lorenz, tries to bring some clarity into 

a subject that is still little understood, but growing rapidly. As he discovers, it may well offer 

some exciting investment opportunities to those who know where to look. 

The term impact investing has been 
around since the 1970/80s, but really 
only started to enter wider use from 
2007 onwards. It aims to describe in-
vestments that aren’t just geared to-
wards providing returns to sharehold-
ers, but which also consider social or 
environmental outcomes. The World 
Economic Forum defined it as “invest-
ing based on achieving both financial 
returns and public benefit.”

In retrospect, the early proponents of 
this approach should have made more 
effort to avoid problems of definition. 
For a start, it didn’t help that this defi-
nition partially overlapped with an ex-
isting niche of investing generally de-
scribed as green or ethical investment. It 
also had some overlap with the concept 
of companies running some kind of cor-
porate social responsibility programme. 
Confusion ensued and impact investing 
was generally seen as an extension of 
afore-mentioned concepts, never get-
ting any further than existing within a 
tiny niche of global finance.

Adding to the confusion was the fact 
that there are different shades of grey. 
Some investors seek to combine the 
highest possible return with backing

“havinG all of 
these different 
approaches un-

der the same 
umBrella term 

- impact invest-
inG - made it dif-
ficult for media 

and investors 
aliKe to Get a 
clear vieW of 

this emerGinG 
investment 

market.”

Having all of these different approaches 
under the same umbrella term - impact 
investing - made it difficult for media 
and investors alike to get a clear view of 
this emerging investment market.

early efforts generated 
lots of pr but whether they 
succeeded is hotly debated

Neither did it help that the first actual 
investment propositions were often ex-
otic, complex, or too close to charity for 
those 99% of investors who are primar-
ily return-orientated. For instance, the 
first bond issue based on impact invest-
ment criteria carried out in the UK pro-
vided the funding for intensive support 
to short-term prisoners from Peter-
borough Prison. Any prisoner who gets 
incarcerated for re-offending is a huge 
financial burden on the state, which is 
where one pioneering impact invest-
ment firm spotted a niche. 

The funds raised through the finan-
cial vehicle were funding a programme 
designed to reduce the number of re-
offenders, and for which the UK gov-
ernment did not have sufficient funds 
available at the time. The subscribers of 

a venture that also has positive social 
and environmental aspects. Others put 
returns second, and may even be satis-
fied with having no upside at all but be-
ing repaid so that they can recycle their 
capital for another worthwhile project. 
Each of these approaches works for cer-
tain ventures and certain investors, but 
when different approaches and audi-
ences get mixed, it tends to get messy. 
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the social impact bond would participate 
in cost savings for the government, pro-
vided their investment led to a reduction 
in the re-offending rate of at least 10%. 
In the best case scenario, bond holders 
would see a return on their investment 
of 12% p.a. Society as a whole would be a 
huge beneficiary, too, through lower re-
offending rates and lower costs, making 
the investment clearly count as having 
positive social impact.

Huge media interest ensued, and for 
many British investors the term impact 
investment still conjures up the memory 
of the prison bond. Peterborough be-
came the grand-daddy of all social im-
pact bonds (which, to the confusion of 
the public, were also called “pay-for-
success schemes” by some – but not all 
pay for success vehicles are structured as 
social impact bonds.)

Unfortunately, the investment didn’t 
live up to expectations, or at least, that’s 
what Whitehall would like you to believe. 
The project they funded “only” achieved 
an 8.4% reduction in re-offending rates 
in year one. (Year two results are not 
available yet.) Given that reducing reof-
fending rates is one of the world’s most 
intractable problems, such a reduction 
would have been seen as a stellar success 
under normal circumstances, despite 
missing the 10% hurdle rate. However, 
two thirds through the bond and with 
sufficient time left for the project man-
agers to reach the 10%, the government 
decided to take up the solutions and 
institute them across the board, which 
made it technically impossible to fulfill 
the target as it left no control group. This 
is actually part of the point of a social 
impact bond: to create a demonstration 
effect that can be scaled by the public 
sector. 

However, in the public’s perception, the 
bond currently isn’t seen as a success. 
The fact that the project missed the 10% 
reduction in re-offending rates meant 
the bond holders didn’t actually get an 
interest payment. Subscribers to the 
£5 million bond issue had mostly been 
foundations, and they will be happy with 
having achieved a notable reduction in 
re-offending rates and a full return of 

their capital, besides seeing the govern-
ment implement a more effective solu-
tion across the board. 

In order for impact investments to be-
come scalable and generate deals with 
£50 million, £500 million or £5 billion 
of funds, not only does an attractive risk/
reward ratio and a competitive return 
need to be achieved, but the aims of all 
parties involved also need to be aligned. 

In summary, the British prison bond 
didn’t provide the success story that the 
industry needed to break into the main-
stream, for reasons that are complex but 
possibly also not all that surprising. But 
it is just one of 20 schemes that are hap-
pening in the UK right now. 

an easy, clear way for de-
fining impact investment

Outside of tough lessons learned, there 
has definitely been progress with mak-
ing impact investment easier to define.

Any company, organisation or financial 
instrument that intentionally creates 
more value than it destroys for man-
kind as a whole can be described as an 
impactful investment. The important 
thing is to count all long-term effects of 
a company and not just what it achieves 
in the short-run for its shareholders. In 
other words, consider so-called exter-
nalities. And consider intention. 

A producer of fizzy, sugary drinks? The 
subsequent healthcare burden placed on 
society through raising an entire gener-
ation of obese, diabetes-ridden children 
may well be so high that the net overall 
impact of the product is actually nega-
tive. It yields a positive return for share-
holders, but for society as a whole, the 
product is a value-destroyer and a drain 
on resources. Impact investors consider 
the whole picture and in such a case, 
simply don’t invest in such a company.

A company that has developed a new ed-
ucation program which covers a subject 
that state-run schools cannot cover out 
of their existing teaching resources but 
which they would pay for if an external 
party provided it? There’d be a good case

for such a company having a net positive 
impact overall, through making a profit 
for its shareholders and contributing 
positively to society through creating a 
generation of smarter students. Such a 
company would tick the boxes of impact 
investors. On page 86, we introduce a 
company that falls into this category and 
which is currently seeking early-stage 
investment.

“in order for im-
pact investments 

to Become scal-
aBle and Gener-

ate deals With £50 
million, £500 mil-
lion or £5 billion 
of funds, not only 

does an attractive 
risK/reWard ratio 
and a competitive 
return need to Be 
achieved, But the 

aims of all parties 
involved also need 

to be aligned.”
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companies that enrich 
both shareholders and the 
planet

Much as we hate giving kudos to com-
petitors, we have to take our hat off to 
Fortune magazine. None other than the 
monthly bible of American capitalists 
just dedicated its cover feature to the ris-
ing influence of impact investing.

What Fortune calls “the next movement 
in the business world” and “a quiet rev-
olution”, can roughly be summarised as 
follows: 

- For decades, companies ignored the 
social and environmental consequences 
of their activities, not the least as regu-
lators and legislators let them get away 
with not paying for the negative exter-
nalities their products caused. To make 
up for their bad behaviour, they some-
times tossed some pocket change to 
charities, often set within some inflated 
PR exercises about their philanthropic 
activities.

- Following huge changes in society 
and increased public attention, compa-
nies are increasingly looking for ways to 
tackle social and environmental proble-

Goldman sachs is get-
ting in on the action (after 
learning its own lesson)

No other name in finance is more closely 
related to uncontrolled, unadulterated 
greed at the expense of all and sundry 
than Goldman Sachs. Equally, few other 
finance firms are known to be so ahead 
of the game than the $80 billion giant 
from New York.

The finance world took notice when in 
July this year Goldman Sachs acquired 
Imprint Capital, one of the leading firms 
for impact investing in the US. Imprint 
manages $250 million in client money, 
with an emphasis on the funds having 
to deliver not just a financial return, but 
also a social and environmental pay-off.

Compared to Goldman Sachs’ client 
funds of $1.2 trillion, the funds under 
administration at Imprint seem negligi-
ble – Imprint increases Goldman Sachs’ 
client funds by a mere 0.0002%. What 
the Wall Street giant purchased is first 
and foremost a track record and brand 
name, as well as a team for carrying out 
due diligence on other impact invest-
ment opportunities that can then be pre-
sented to clients of Goldman Sachs.

lems, and through finding scalable solu-
tions generate value both for sharehold-
ers and the greater good. Put another 
way, how can the human profit-motive 
be utilised to solve the big issues facing 
mankind and the planet? The magic for-
mula lies in aligning personal greed and 
the greater good.

Can impact investing really create a win-
win situation for all parties involved, or 
would that simply be too good to be true?

“the finance 
World tooK 
notice When 
in July this 

year Goldman 
sachs acquired 
imprint capi-

tal, one of the 
leadinG firms 

for impact 
investinG in 

the us.”
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It’s been widely agreed in the banking 
world that with Goldman Sachs’ acqui-
sition of Imprint Capital, the business 
of impact investment has moved from 
a white-papers-and-conferences stage, 
to becoming a core part of a bank’s cli-
ent-retention strategy and asset-man-
agement offerings. 

Goldman had to do its share of learning 
along the way. It backed a prison bond in 
New York, one that was as high profile 
as the one from Peterborough. In July, 
the bond investors pulled the plug on 
the entire project, as it failed to reduce 
the re-offender rate at all. Goldman 
Sachs lost $1.2 million, the foundation 
of ex Mayor Michael Bloomberg wrote 
off a further $6 million. In fairness, the 
New York City experience may say more 
about the challenges in helping ex-of-
fenders avoid the revolving door back to 
prison than it does about the efficacy of 
social-impact bond financing. 

Goldman Sachs seems to have taken 
the experience in its stride. It did pro-
vide a talking point to give exposure to 
the overall idea, and it has a further two 
social impact bonds outstanding where 
the verdict has yet to come in. 

In the meantime, through purchasing 
Imprint Capital, the Wall Street firm 
has filed a strong vote of confidence 
that impact investment now is a viable, 
growing market.

to scale up, it’ll be all 
about returns

The initial reputation, as a bit of a do-
gooder investment with a small return, 
is one that is gradually changing as in-
vestors begin to perceive that serious, 
and structurally attractive, returns are 
available, if that’s what they are after.

Master Investor did an informal survey 
of the industry and found that there are 
a growing number of impact invest-
ments that have already paid off nicely, 
if not even handsomely, for investors:

- E-Car Club, the UK’s first fully electric 
car sharing club, was founded in 2010 
with an initial angel investment of

 

£100,000 and based on having a net 
positive impact. Several years and fund-
ing rounds later, Europcar acquired the 
company. Terms weren’t disclosed, but 
based on our sources, early investors 
could end up with up to a 1-5 times re-
turn if the company achieves all post-
acquisition performance targets.

- Suzanne Biegel, a pioneer in the UK’s 
impact investment sector, has been in-
vesting some of her own cash into build-
ing a diversified impact investment 
portfolio. In an interview with Master 
Investor (see page 82), her portfolio of 15 
angel investments and 4 venture funds 
was designed to yield her an average an-
nual return in the high single-digits or 
possibly even low double-digits.  That’s 
more than your run-of-the-mill life in-
surance or bond investment would yield 
at this point in time. Biegel sees the risk 
of these companies as being lower than 
for conventional early-stage invest-
ments, which she explains in the inter-
view. 

- Natura, South America’s largest cos-
metics manufacturer, has for years taken 
pride in providing a net positive impact 
through responsibly sourcing ingredi-
ents from the Amazon area and through 
a variety of other measures. Between 
2005 and 2013, investors in the listed 
company made 6 times their money, not 
the least on the back of the company’s 
achievements in being a good corporate 
citizen, leading to more business coming 
its way. In this case though, the recent 
woes of the Brazilian stock market led to 
much of those gains evaporating.

A recent angel investing event to which 
Master Investor was given access gave 
us an insight into the kind of entrepre-
neurs who are currently pitching their 
net positive impact-orientated ventures 
to investors in the City of London. On 
page 86, we introduce one of the compa-

nies that presented on the day, and 
which could become the next example of 
an E-Car Club style investment if it suc-
ceeds.

What’s clear, in any case, is that a lack 
of returns will not hinder the growth 
of this sector anymore. Impact venture 
funds are demonstrating real returns. 
Although, for those inclined to put more 
emphasis on public benefit and place 
returns second, there is also a growing 
market where the UK is actually leading 
the entire industry.

low return, high impact 
investing as a sub-sector

Needing to be clearly distinguished 
from investments like the one described 
above, are impact investments where 
investors see returns as secondary, and 
are willing to accept low or flat returns 
if they feel the social and environmental 
impact makes up for it.

For example  Scope, one of the lead-
ing disabilities charities in the UK, 
launched a conventional £2 million cor-
porate bond issue in 2012. The funds 
raised went towards opening a further 
20 charity shops, which in turn gener-
ate unrestricted income for the organi-
sation - money that is badly needed to 
complement the conventional donations 
that Scope receives, which mostly are 
restricted due to the strings that donors 
attach to the use of their funds.

Investors received a 2% annual return, 
which was at the lower end of the return 
spectrum due to the original investors 
not requiring a higher pay-off. Among 
the investors of the bond were ethical 
fixed income funds seeking both social 
and financial returns, and foundations 
such as Esmée Fairbairn who are leading 
the way amongst foundations looking to 
invest rather than merely grant in line 
with their charitable mission.

Earlier this year, Scope repaid the en-
tire bond issue ahead of schedule. Sub-
sequent charity bonds issued by other 
charities have offered returns closer to 
market yields. Some are listed on ex-
changes to access mainstream capital 
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and drive the development of a second- 
ary market. A new bond issue for up to 
£20 million is being prepared now by 
Scope.

Neither approach is right or wrong, but 
where it gets difficult, and risky, is when 
both of these groups are mixed. You can 
subsequently end up with some inves-
tors pulling one way, and other inves-
tors pulling another way. For any ven-
ture trying to raise impact investment 
funds, it’s important to ensure that the 
organisation’s interests and goals are 
aligned with those of the investors.

Once such issues are taken care of, there 
is actually a fair amount of room for this 
part of the impact investment sector 
growing substantially. The recent high-
profile failure of Kids Company once 
again showed how charities cannot rely 
on conventional donations anymore, 
and urgently need to build up their own 
income-generating activities. These in 
turn require upfront investment, and 
impact investments like bonds are ideal 
for raising funds from investors while 
ensuring that important charities don’t 
just continue their important work, but 
actually scale it up at a time when the 
government is cutting back funding in 
many areas. 

Other examples include RAFT, a char-
ity specialising in wound healing, which 
has spun off a commercial entity that 
raised £4 million for further research, 
and the London Early Years Founda-
tion, which raised debt in order to fi-
nance commercially-operated nurseries 
in affluent areas which in turn subsidise 
nurseries in lower income areas of the 
UK. Investors in these ventures are ex-
cited about the massive net positive im-
pact their funding can have, and returns 
are generally put second, although could 
still be substantial in the case of RAFT’s 
spin-off.

In a few years, charities issuing securi-
ties and investors making a return on the 
back of their commercial activities could 
become a standard procedure. The fail-
ure of Kids Company could well turn out 
to be a boon for the impact investment 
sector, given that charities are increas-
ingly beginning to realise they cannot 
rely on conventional donations and gov-
ernment hand-outs, but instead need to 
earn some of their income through be-
ing business-minded. However, it also 
requires the entire sector to learn from 
some of its past mistakes and to get its 
message right.

millennials as a driving 
force

Baby boomers have been - and continue 
to be - the single largest force in the 
investment market. As a demographic 
group, they currently control 80% of the 
UK’s wealth. For countries like the US, 
Germany or Switzerland, the numbers 
are roughly the same.

As time progresses, this wealth will 
gradually be handed down to the next 
generation. The Millennials (ages 18-32) 
are set to benefit from the single larg-
est transfer of wealth the world has ever 
seen. In the US alone, the 80 million-
strong group of Millennials will inherit 
$30 trillion over the coming decades. 
They will likely be the generation that 
turns impact investing into a main-
stream subject.

Currently, Millennials as a group control 
only $2 trillion in assets. However,by 
2020 (i.e. within just five years) more 
than $7 trillion will be passed on to Mil-
lennials. Of those Millennials that have 
assets to invest, 45% want to use some 
of their wealth to help find solutions 
for the problems the planet and society 
are facing today. The majority of Mil-
lennials are themselves facing financial 
problems, including lower net incomes, 
rising housing costs, challenging ques-
tions surrounding their pension and ris-
ing healthcare costs. 

However, there will also be a subset with 
more money than any generation has 
ever controlled at that age – including 

high profile examples such as Liesel 
Pritzker, heiress to some of the Hyatt 
Hotel fortune, who has already dedicated 
parts of her $500 million inheritance to 
the principle of impact investing. Even 
those with less money than Liesel Pritz-
ker often have a strong desire to produce 
positive change in the world, and crowd-
funding is making virtually any sort of 
investment available, even to those with 
little funds to invest. The Millennials are 
likely to use their wealth in new and in-
novative ways, and impact investing is 
right up their alley. It’s their generation 
that will inherit a planet with countless 
problems, and they will also have no 
choice but to think about how to solve 
them.

These are long-term changes, but what 
makes them so powerful is the low base 
from which all of this is developing. Cur-
rently, there is probably only around $50 
billion invested in a way that could be 
describes as impact investing, and most 
of that through micro-finance projects 
in third world countries. Globally, fi-
nancial assets amount to $900 trillion. 
Even a tiny fraction of the world’s wealth 
being switched into impact investing 
would lead to this part of the finance 
industry experiencing explosive growth.

Demystifying “Impact Investing”
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sir ronald cohen takes up 
the cudgels for impact in-
vesting

Sir Ronald Cohen, someone who today 
counts among the wealthiest Brits, ac-
tually arrived in the UK as a young man 
with just £10 in his pocket. He recog-
nised at the time that venture capital 
would one day become a part of the 
mainstream finance industry, and 
signed up partners to create Apax Capi-
tal, at the time a pioneering firm in the 
virtually non-existent and exotic field of 
venture capital and private equity funds.

Fast forward 40 years, and Apax is a 
fund management firm with £40 billion 
in assets under management. The suc-
cess of the venture capital and private 
equity industry didn’t seem nearly that 
certain back in the 1960s, when Ron-
ald Cohen first started working in this 
area. A couple of decades later, his in-
stinct has earned him a fortune which 
he manages from his mansion in Hol-
land Park.

Knighted by the Queen, and fostering 
a strong desire both to do something 
worthwhile and be involved with the 
next emerging trend in finance, the 
man widely described as the doyen of 
the British venture capital and private 
equity industry has tipped impact in-
vesting to be the next big thing. He is 
the Moses-like spokesperson for the 
entire industry, and may have tipped it 
a few years too early. Based on current 
trends, however, it appears that he will 
eventually be proved right.

clearlyso as one of the uK 
trend leaders

Cohen’s endorsement bodes well for 
companies like ClearlySo, one of the 
early pioneers of the British impact in-
vestment sector. Set up in 2008 (in the 
month Lehman Brothers went bust), but 
with roots going back to 1999, ClearlySo 
has already facilitated over £70 million 
in funding for projects with positive im-
pact. The funds the firm mobilised went 
into a wide range of ventures, including 
start-ups and charities. 

 

Investors working with ClearlySo would 
generally be described as primarily re-
turn focused; but they also seek other 
factors, ranging from having net positive 
impact for society to having an impact 
on their own lives. ClearlySo, based near 
London’s Silicon Roundabout, has also 
built a network of 600 angel investors, 
including the membership group Clearly 
Social Angels. Our interview on page 82 
shows how these angels sometimes seek 
out active roles in exciting ventures, and 
that way complement their investment 
with a role they enjoy and which brings 
further value to their investment. Impact 
truly comes in all shapes and sizes.

ClearlySo is run by a young, dynamic and 
enthusiastic team that is proud to be in-
volved in such a fast-growing area of fi-
nance outside the conventional confines 
of the City. “Our investors can also ben-
efit from the recently-introduced social 
investment tax relief, as well as the EIS 
relief, for which most of our direct in-
vestments are eligible”, explains Clare 
Jones, Head of Marketing at Clearly-
So. “Excluding fundraising for impact 
funds, we have between £15 million and 
£20 million in investment deals in the 
pipeline, and demand is stronger than 
ever.”

service providers (and 
success stories) to help 
overcome the sector’s 
challenges

Companies like ClearlySo help solve is-
sues such as procuring deal-flow, which 
had previously held back the entire sec-
tor. It’s not easy for investors to find 
investments in sufficient quantity and 
size, which represents an opportunity 
for companies that can provide both. 
In the case of investments at an angel 
stage, personal networks are key for 
finding deals and founders usually need 
some external help for getting both their 
venture as well as their investment pitch 
into shape. ClearlySo helps with all of 
that, even by organising monthly Q&A 
meetings for budding entrepreneurs that 
need help with developing their fun-
draising pitch. The company also gets 
deals in front of the right kind of inves-
tors.

Other areas where companies require 
help to prevent mistakes made in the 
past, is the measuring of the impact 
achieved. The methodology for meas-
uring impact has matured over the past 
few years, thanks also to UK-based ex-
perts like Adrian Henriques, who has 
written a seminal book Corporate Impact - 
Measuring and Managing your Social Foot-
print. Applying this kind of reporting and 
applying it consistently and concisely, 
is something that companies often still 
need a lot of help with.

Last but not least, service providers for 
impact investments will benefit from 
what might be the first generation of 
venture capital-style impact invest-
ments growing to a size where no one 
can ignore the sector anymore. 

One case that could make headlines in-
ternationally in the foreseeable future 
is that of Bridge International Acad-
emies. Founded by Jay Kimmelman, a 
US computer scientist who made a for-
tune early in his life through setting up 
an education software company, Bridge 
aims to become a global provider of low 
cost private schools. The company op-
erates in countries where large parts of 
the population live on a family budget 
of less than $2 per day. There is a $51 
billion (and growing) market oppor-
tunity for companies providing private 
education opportunities to children from 
this demographic group, using technol-
ogy and standardised learning to keep 
costs low. For instance, both tuition fees 
and teacher salaries are paid by mobile 
phones, to keep transaction costs low 
and to prevent corruption. 
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Bridge started in Kenya where it now 
has 405 academies. It has started setting 
up operations in Uganda, will get off the 
ground in Nigeria in September, and is 
aiming to launch in the Indian market 
in April of next year. The $100 million 
that the company raised to fund its ex-
pansion attracted investors such as the 
education publisher, Pearson, as well as 
Bill Gates, Mark Zuckerberg, and Pierre 
Omidyar, the Ebay founder. The com-
pany is aiming for a stock market listing 
in 2017 and plans to achieve revenues of 
$500 million by 2025. 

With a few case-studies like Bridge In-
ternational Academies, the impact in-
vestment sector could leave its associa-
tion with prison bonds behind and grow 
to a different size altogether.

performance benchmarks 
will eventually become 
more meaningful

Now that the different strands of impact 
investing become clearer, another chal-
lenge stemming from the early days of 
the industry should also gradually be 
resolved.

Providing long-term performance data 
and benchmarking it against other in-
vestments hasn’t been easy. Private 
funds don’t always make performance 
data available, there is a limited uni-
verse of investments to begin with, and 
just what actually counts as impact in-
vestment and should be included (or 
not) had been beset by the debate set out 
above. It recently sparked a fair amount 
of media buzz, including a somewhat 
jubilant article in the Financial Times, 
when a long-term study showed that 
returns from impact investments out-
paced those of many other asset classes. 

“Introducing the impact investing 
benchmark”, a study provided by Cam-
bridge Associates and the Global Impact 
Investing Network (GIIN), could be crit-
icised for only selecting funds that had a 
target net internal rate of return (IIR) of 
15% and higher, and mezzanine funds 
with a target net IRR of 10% or higher. 
Also, micro finance investments, which 
for a long time were the only impact in- 

positioning themselves. Among them, 
are the financial centres that could actu- 
ally play host to this industry. No clear 
centre of the industry has developed yet.
But the race is on, with London most 
likely playing a key role.  

Price Waterhouse Coopers recently pro-
duced a report for the City of London 
Corporation, investigating in-depth 
what steps are necessary to develop a 
global financial centre for impact invest-
ing. The “Developing a Global Financial
Centre for Social Impact Investment” 
report provided the UK’s financial in-
dustry and its regulator with a roadmap 
for building on what London has already 
achieved. 

The UK already has seven times more 
social impact bonds outstanding than 
the rest of the world combined. A small 
industry of players has already emerged, 
including Sumerian Partners, Investing 
for Good, and the Social Stock Exchange.  
All of them have different approaches, 
but are based on the same principle of 
wanting to back investments with a net 
positive impact. Notably, all of them 
have some form of impressive backing 
from individuals with a background in 
the finance industry!

vestments available in any form of scale 
worth mentioning, made up a signifi-
cant part of these investments.

As the authors point out themselves - to 
those who actually read the entire report 
- at this early stage the research serves 
the role of framing initial discussions, 
instead of giving definitive conclusions. 
Investors can take useful observations 
from this performance analysis, but 
need to keep the limitations of the cur-
rent data set in mind.

Also, the golden thread that underpins 
impact investing is how the users of 
social investment report on the social 
outputs and outcomes achieved by the 
investment. Whilst social accounting 
and reliable social data is still at a very 
early stage, there is growing consensus 
on how charities and other social pur-
pose organisations can use evaluation 
frameworks to do this, assisted by the 
thought leadership espoused in publica-
tions such as The Good Analyst and The 
Good Investor. 

london as a leading centre

Growing pains aside, there clearly is 
growth ahead and all sorts of players are 

“the uK already has seven times more so-
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What’s most interesting 
for investors?

Master Investor is all about keeping in-
vestors abreast of the most exciting de-
velopments in the financial markets. All 
the valuable points about doing good for 
society aside, we have quite simply spot-
ted an opportunity for investors to get in 
on an interesting trend, and to do so at a 
time when valuations are still low.

With booming demand for investments 
in technology companies, life science 
pioneers, and application developers, 
valuations for early-stage investments 
into these kinds of companies have gone 
through the roof. Quite possibly, many of 
them are now in bubble territory.

On the other hand, young and growing 
companies that describe themselves as 
impact investments do not yet get that 
kind of public interest. Hence, valuations 
are lower. That’s what your author spot-
ted anecdotally at the aforementioned 
pitch event, and it’s what investors in the 
sector confirm. Less competition among 
investors, lower valuations, hence lower 
risk and better prospects for return!

Following decades of lack of investment 
into these areas, there are a growing nu-

Demystifying “Impact Investing”

mber of opportunities for clever entre-
preneurs to exploit. Investors can latch 
onto the trend by providing angel in-
vestment, early-stage backing or, at a 
later stage, the funds for aggressively 
growing some of these companies. Many 
of these markets are huge in size, as 
demonstrated by ventures like Eyejust-
ers, which addresses eye care in India 
and other emerging markets, where 
their potential target market ranges in 
the hundreds of millions of customers. 
Lack of eyeglasses is estimated to cost 
the world economy $220 billion in lost 
productivity each year.

Within the next few years, the first so-
called social entrepreneur will actually 
end up making hundreds of millions for 
him- or herself, while providing hand-
some returns to those who backed an 
early-stage impact investment aimed at 
a large market and an unresolved prob-
lem that affects society as a whole.

In conclusion, impact investing is grow-
ing up, and it is doing so rapidly. Suf-
ficient deal flow and the size of the 
available deals remains a key issue, but 
is being worked on by a growing num-
ber of in termediaries. The terminol-
ogy is getting much clearer, with impact 
investments counting as anything that 
produces a return for investors without

producing even greater negative ex-
ternalities that weigh on society or the 
planet. As someone in the industry said 
recently, “One day, maybe all invest-
ments will be automatically measured 
and judged based on their net impact. It 
really ought to be.”

to contact the author: swen@master-
investor.co.uk  
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mi: can you please tell us a bit more 
about your portfolio?
 

sB: At this time, I am invested in about a 
dozen angel deals as well as four venture 
funds that share the impact investment 
philosophy. So far, out of the 15 companies 
I have backed, there have been two that 
didn’t make it, and one solid exit. How-
ever, I do expect 3-4 more might not make 
it, even though the failure-rate among 
impact investment deals tends to be lower 
than among conventional angel deals and 
venture capital. Some of these companies 
will yield me 2-3 times my investment, and 
a few might yield me 4-7 times my invest-
ment. Overall, through my diversified ap-
proach, I am aiming to have a return on this 
part of my portfolio of at least high single 
digits, and with a bit of luck it’ll be double 
digits. In other words, I can potentially make

master investor: please tell us a bit 
more about your background.
 
suzanne Biegel: During the 1980s, I 
worked for Prodigy, which at the time was 
one of the first online consumer services. I 
subsequently joined IEC, a company that did 
pioneering work in interactive training and 
communications. We were early adopters for 
blending the creativity of advertising with 
professional learning and development, us-
ing new media technology to deliver out-
standing programs for such clients as Lexus/
Toyota, United Airlines, FedEx, Cisco, and 
Marriott International. IEC was a pioneer in 
simulation-based learning. After the com-
pany was sold, I refocused on managing my 
own investments and exploring the worlds 
of philanthropy and social/environmental 
impact business.

mi: you now lead a group of investors 
who represent the single largest group 
of impact investors in the uk. What 
made you form and build such a group?
 
sB: Just like any investor, I want my funds 
to yield a return. However, I made the con-
scious choice that with a part of my portfolio, 
I’d also like to achieve a social return. During 
the past 15 years, I have learned that angel 
investing in the impact investment arena 
enables me the potential to achieve both, 
and it also allows me to work with exciting 
entrepreneurs and like-minded investors.
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an intervieW With 

Suzanne Biegel 

a healthy return off these investments, and 
the social and environmental impact of 
these companies is just as important to me.

mi: speaking of impact, the entire im-
pact investment industry must have 
received a lot of attention following the 
take-over of e-car club through euro-
pecar lab?
 
sB: E-Car Club is indeed a great exam-
ple for angel investing in the impact in-
vestment sector. Their first fundraising 
of £100,000 was accessible by anyone, 
since they used crowdfunding. They 
raised a second round through Cen-
trica’s social venture fund. The details 
of the transaction haven’t been made 
public, but the early investors could 
see a return of 100% to 500% depend-
ing on how the company develops under 
its new ownership. Part of the impact of 
this company is that it changes the per-
ception surrounding the entire issue of 
“Do you really need to own a car? Does 
electric really drive down running costs 
and help the environment? And can you 
use technology in a smart way to man-
age logistics?”  I’d love to see more ex-
its for angel investors where a company 
simply keeps growing under new own-
ership and with it also grows its impact. 
To me, the strongest impact businesses 
grow their impact as they grow their 
businesses.

An Interview with Suzanne Biegel 

of Clearly Social Angels
suzanne biegel runs clearly social angels, a group of 35 angel investors, with an extended network of 
over 500, deploying capital in impact investing. once a month, members of the group meet to listen to 

entrepreneurs who pitch their companies. master investor was invited to sit in on one of their extended 
events, and suzanne gave us the opportunity to pick her brain on angel investing, impact investing, and 

networking with other entrepreneurially minded investors.
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eurs would really benefit from. For some of 
our members, it can represent the start of a 
new chapter in their career.

mi: based on your 15 years of experi-
ence in angel investing, what advice 
would you give to those of our readers 
who are only just becoming involved in 
angel investing?
 
sB: Don’t allocate all your cash at once, 
i.e. keep powder dry for additional funding 
rounds. Build a portfolio instead of investing 
into only two or three companies. Risk diver-
sification truly is key, no matter how exciting 
you might think one or the other business is. 
Don’t be a lone ranger; instead work with 
other investors to share experiences and to 
work as a team. Do real due diligence before 
investing, i.e. don’t decide on the evening of 
the presentation. 

mi: back to your group of angels. tell 
us a bit more about the investors that 
you have brought together under the 
umbrella of clearly social angels, and 
what investors get out of being part of 
such a group.
 
sB: We have business owners, cashed out 
entrepreneurs, people with corporate day-
jobs, and philanthropists joining us. Eve-
ryone has access to cash to invest, and the 
ability to make at least one angel invest-
ment per year with a minimum amount of 
£20,000 is a condition for joining. Typically, 
the deals we are looking at require fund-
ing in the hundreds of thousands of pounds, 
sometimes £1 million or more. We regularly 
syndicate deals among us and with other 
groups, and sometimes one investor decides 
to do a deal by his or herself. What’s very 
important is that our values are aligned. We 
are looking for companies that can deliver a 
net positive impact for the public, besides the 
financial return we require.
 
mi: how does syndication work?
 
sB: Usually, through discussion at our 
meetings and afterwards, one lead investor 
emerges for each angel investing deal we 
decide to do. Other investors can then invest 
alongside the lead investor, or a group of in-
vestors, which is a win-win situation for all 
parties involved. The company gets access to 
more capital, which also benefits all of the 
investors. No one really wants to invest in a 
company that is undercapitalized. The in-
vestors joining the syndicate benefit from a 
team approach – shared due diligence, more 
influence with more capital on the table – 
and this can mitigate risks.
 
mi: from having spoken to some of 
your investors at the last event, we un-
derstand that there is also the possibil-
ity to become very hands-on with the 
companies?
 
sB: There is always the possibility that 
someone who has sold a business comes 
across an interesting company and says, 
“That’s the next business I will truly get in-
volved with!” It’s not the primary aim of our 
work, but it happens. When it does, it also 
leads to the entrepreneur getting additional 
expertise onboard, which many entrepren-

Have a bias for action – but do your home-
work.

mi: are the companies that are pre-
senting at your events already vetted?
 
sB: Clearly Social Angels does indeed run a 
screening process. To organise one evening 
with 2-3 companies presenting, we usually 
have to screen around 40 companies.

mi: once you have invested, how much 
time do you tend to spend on the indi-
vidual companies?

sB: It very much depends on the individual 
case. There are active angels and passive an-
gels, and some investors are very active for 
some of their portfolio companies and rather 
passive for others. E.g., I am invested into a 
few companies that I spend a few hours with 
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bably hundreds of thousands of businesses 
that do something positive and which need 
access to capital. There is room for a lot more 
investors to come in.

mi: the meeting we attended was in 
london, but we understand you also 
have members further up north?
 
sB: We actually have investors from across 
Europe, some of whom fly in to attend our 
meetings! Clearly Social Angels has also or-
ganised events in Birmingham and Man-
chester, and we’ll be doing more events in 
Manchester starting in October. One mem-
ber of our team is based there.  

mi: some final words of advice for our 
readers?
 
sB: Think of impact investing and sustaina-
ble investing as part of your diversified port-
folio. It can even outperform your “non-im-
pact” portfolio. The potential is that impact 
investing is less prone to economic volatility, 
if you choose your investments wisely. It can 
also offer you a lot of fun and engagement, 
if that’s what you are looking for. There is 
a lot of innovation happening around the 
world right now, including disruptive busi-
ness models that will change or solve long-
standing problems and earn money for the 
early backers. Consider your own needs for  

per month, sometimes more. For others, I 
spend five hours per year! I also consider 
carefully to what degree I can actually su-
pervise and manage an investment. For my 
emerging market investments, I have gone 
through venture funds so far. That involves 
paying a fee and a carry, but it helps me to 
greatly increase my geographic reach, which 
in turn also spreads my risk and my potential 
impact.

mi: any particular industry you would 
currently advise investors to look at?
 
sB: Look around to find long-term macro 
trends. E.g., what’s changing in the world of 
education or healthcare, fintech with a social 
lens, mental health, or ageing, or companies 
with a positive effect on women/girls, and 
see where the entrepreneurs are who need 
capital to exploit these trends. There are pro-
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liquidity versus patience, and always know 
that you are taking on risk if you’re doing 
early stage investing. All of this you can learn 
more about by joining our group.

mi: thank you for your insights!

for more information on clearly 
social angels, please visit www.
clearlysocialangels.com or email 
katrina cruz (katrina.cruz@
clearlyso.com).
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Blackbullion 
By sWen lorenz

currency corner

Angel investors regularly have to sift through dozens and dozens of investment 
pitches before coming across an opportunity that is worth pursuing. One company 
that recently made it through the filtering process of ClearlySo (see page 82), and 
which presented to investors in the City of London, is Blackbullion. Master Investor 
reports on the case of an ambitious start-up aiming to tackle the issue of students 
leaving university without the financial literacy skills they need to get through life.

Blackbullion

online education specialist seeKinG 
to end financial illiteracy
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Government statistics suggest that 
British students finish university with 
an average of £53,000 in debt. Today’s 
university graduates face more finan-
cial challenges than previous gen-
erations: salaries are under pressure; 
housing is scarce and expensive; and 
there is a growing need to build one’s 
own pension instead of relying on the 
state. Unfortunately however, no one 
teaches graduates the skills necessary to 
deal with these challenges. As a conse-
quence, 20% of students end up using 
payday loans and 9% turn to gambling.

Vivi Friedgut worked in private banking 
when she realised the need for a scal-
able, online-based platform for solv-
ing the financial literacy issue of this 
country. She left the world of high net 
worth individuals and set up Blackbul-
lion, an online content platform that 
teaches students the necessary skills to 
get through life’s financial challenges.

Twelve months after launching the 
product, the cloud-based learning plat-
form is currently deployed in 10 UK 
universities and is available to 160,000 
students. Universities pay a yearly fee 
to Blackbullion to be able to make the 
mobile-first platform available to their 

Blackbullion

master investor verdict: The team be-
hind Blackbullion, driven by a resource-
ful and passionate founder who has even 
authored a book about financial literacy, 
has built an impressive track record. 
During the next 12-18 months, the 
company faces the challenge of having 
to scale-up significantly, before others 
claim this new market. Angel Investors 
with an interest in this sector are well 
advised to investigate further and carry 
out due diligence. 

contact details: 
mathias.wibowo@clearlyso.com 
and vivi@blackbullion.co.uk 
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students. Depending on the size of the 
university, the fee is usually £7,000 p.a., 
arguably great value provided there is 
sufficient uptake among students.

It’s early days for the company, but the 
initial results are encouraging. An in-
dependent survey commissioned to test 
the effectiveness of the program report 
ed that 89% of its users end up feeling
more confident about their financial fu-
ture, 75% are more likely to budget, 73% 
are less likely to use high interest lend-
ers, and 57% feel more in control of their 
debt. 

The competitive landscape for Blackbul-
lion is noisy, with Massive Open Online 
Courses (“MOOCs”), various specialist 
providers, and even charities compet-
ing for this space. Blackbullion aims to 
leap forward by specialising in students, 
and will initially focus on the UK market. 
Universities are difficult to access, and 
building relationships has proved to be a 
competitive advantage for the company 
up to this point. The UK market alone is 
massive, with 2.5 million students. The 
addressable market in the UK consists of 
170 universities and 400 colleges.

To build further on what has been 
achieved so far, Blackbullion needs to 
invest to improve its learning plat-
form. The company is seeking to raise 
£320,000 in equity, based on an indica-
tive valuation of £2.2 million and pos-
sibly using EIS tax breaks for investors. 
The funds would also help the company 
to explore and develop further revenues 
sources.

“20% of 
students end 
up usinG pay-
day loans and 

9% turn to 
gambling.”
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Which markets 
are right for you?

By maria psarra

Now what do I mean by “markets”? I mean is it 
stocks, bonds or forex? If it is stocks, is it the large cap 
dividend “aristocrats” type, or the young AIM high-
risk/high-reward plays? Both? Neither? And even af-
ter you have decided which of the aforementioned as-
set classes you prefer, what financial products should 
you use to gain exposure to them? Is it going to be 
cash, equities, bonds, futures, options, CFDs, spread-
betting? And is it going to be the UK market, Europe, 
the US, Asia? Choices, choices, choices!

It’s a wild world out there, and these days numerous 
options are available to you when it comes to how and 
what to trade and invest in the global financial mar-
kets. So how do you make your own personal choice? 
How do you find what is right for you?

Well, let us start with the basics. First of all, I am sure 
you will agree that whatever you decide to trade and 
invest in should be suited to your financial situation, 
attitude to risk, and level of financial knowledge. It 
should also suit your personality, your daily schedule, 
and the amount of time you can devote to researching, 
executing, and monitoring your trades.

Your first port of call should be an analysis of your 
financial situation. Prior to investing in anything, you 
need to determine the level of capital that is available 
to you for this purpose. When looking at the finan-
cial markets especially, this is an amount that, if lost, 
will not negatively impact your lifestyle. Now, I am 
not saying or implying that you will indeed lose this 
money. I am however saying that you should be perf-

So which markets are really right for you, ladies and gentlemen? That’s the 
topic of this month’s piece – the ninth in the series of my educational articles 
here in the Master Investor Magazine, all of which are focussed on the 
best habits of winning traders and investors, the most common 
mistakes traders make and the best ways to avoid them.

ctly fine with accepting this possibility.

Furthermore, any investment carries an inherent risk. 
As I am sure you will have heard before, the value of 
investments does fluctuate, and this is another reason 
why you should only use risk capital for your invest-
ments. There is no point in your risking your funds 
in even the best investment in the world today, if you 
may need to liquidate it tomorrow morning in order to 
pay your daughter’s school fees. If this is the case, you 
should not make the investment today; you should 
wait until you have more capital available.

For this article, we shall assume that you have deter-
mined your risk capital to be £100,000. Now you need 
to decide what sort of financial products (and in some 
cases, services) are available to you. By default, some 
things like hedge funds, private equity, government 
bonds, etc are not available to you, as they require 
higher initial investments. So the “investment uni-
verse” is now a bit narrower.

The next thing you should consider is your financial 
experience - that is, which markets you have been 
involved in before, and which financial products you 
have used for this purpose. For those of you that have 
worked in the financial services industry, this answer 
tends to be straightforward. However, for most indi-
vidual investors, this is usually not the case.

So even if you have never invested before, you need to 
ensure that you choose markets and products that you 
understand fully and clearly. For example, derivatives
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“there is no point 
in your risKinG your 

funds in even the 
Best investment in 
the World today, if 
you may need to liq-
uidate it tomorroW 
morninG in order to 
pay your dauGhter’s 

school fees.”

products like options or CFDs are less 
straightforward than equities. So if you 
are only just beginning to invest, and are 
planning to do this without any profes-
sional training or advice, you are better 
off starting with “normal” stocks than 
with options or CFDs on them. You can 
always move into using derivatives in 
the future if you wish.

Continuing with our example, we shall 
assume that you have decided that you 
are going to use your £100,000 in order 
to invest in UK stocks. You choose the

UK market as you are more familiar with 
UK companies (in many cases you use 
their products or services), and want to 
be able to conduct all your trades over 
the course of “normal” UK work hours. 
Also, if you are like most investors, you 
do not like the idea of your stocks con-
tinuing to fluctuate when you are asleep.

Now, you need to determine what sorts 
of stocks are suitable for you. This pri-
marily depends on two things, namely 
your attitude to risk, and your invest-
ment goal. Let me explain.

sept 2015 |  www.masterinvestormagazine.co.UK  |  89



Maria is Head of Trading at ZAI Capital Markets.  In her role at ZAI, Maria determines the company’s trading 

strategy, supervises a team of experienced brokers, and advises high-net-worth individuals on suitable invest-

ment strategies. Maria employs different investment styles in order to construct personalised portfolios best 

suited to the risk and return preferences of ZAI’s clients. Typical portfolios primarily comprise of UK and Euro-

pean equities and equity indices, and, to a lesser extent, commodities and fixed income exposure.

Maria appears on Tip TV on a weekly basis providing investment tips and market commentary, writes for a 

number of financial publications, and is often invited to present her views during conferences such as the Lon-

don Master Investor Show, the London Trading Show, and the ETFs Europe conference.

“you must decide hoW 
much volatility you can 
‘’stomach’’, not only fi-

nancially, But also 
emotionally.” 

school corner

Starting with your attitude to risk, you 
must decide how much volatility you 
can “stomach”, not only financially, but 
also emotionally. As a rule of thumb, 
certain sectors of the stock market such 
as Mining or Financials are more vola-
tile. Also, the lower the trading volume 
of a stock, the more volatile it tends to 
be. As follows, FTSE 350 stocks tend to 
be much less volatile than those listed 
on the AIM market. So, assuming that 
you personally dislike “too much move-
ment”, you should only invest in FTSE 
350 stocks, or even just the “blue-chip” 
FTSE 100 ones. 

Now, to your investment goal... Are you 
looking for income, capital growth, or 
even a combination of both? If the an-
swer is income, you must focus on divi-
dend paying stocks. These tend to be 
the stocks of well-established, success-
ful companies in “defensive” sectors. 
If on the contrary, you are just looking 
for capital growth, you should focus on 
more “exciting”, high-growth com-
panies in non-defensive sectors – e.g. 
Technology.

Having considered all these, we shall 
assume you have decided that you are 
looking for capital growth, and are 
happy to bear some volatility, but not 
enough to invest in AIM stocks. So now 
you know that your “investment uni-
verse” is FTSE 350 stocks with a focus 
on fast growing companies.

Finally, you need to decide how much 
time you can devote to your trading and 
investing on a daily and weekly basis, 
and build your trading strategy around 
it. Obviously, the more time you have 
available, the more frequent and short-
er-term your trades can be. As with eve-
rything else we have covered, this is for 
you to decide. For my part, I hope that 
my article has made your future invest-
ment decisions more straightforward.

Until next month,

Happy trading and happy holidays 
everyone!
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evil Knievil (aKa simon caWKWell)

the best of
the evil diaries

A big man with a bigger reputation, Evil Knievil famously made £1 million by short 
selling shares in  Northern Rock during its collapse. He also uses his knowledge and 
experience to buy shares, often resulting in the same devastating effect. 

At least three times a week, Evil provides his thoughts and musings on the markets. 
Now writing EXCLUSIVELY for Master Investor Magazine at 
http://www.masterinvestormagazine.co.uk/category/evil-diaries/

He doesn’t just pontificate on the finan-
cial markets in The Evil Diaries; he also 
comments on politics, current affairs, 
his favourite horses/sports bets, and the 
occasional film and book review thrown 
in for good measure. Here we take a look 
back on the highlights of Evil’s diaries in 
the month of August.
 
4th august 

In 1968 I saw Witchfinder General, 
which covered some obsessive puri-
tan who went round fingering alleged 
witches and then killing them off. I 
took it as a warning as to what can 
happen when vile regulators are giv-
en excessive authority. And I mention 
this since I reckon that a later gen-
eration of this lot have been having 
a go at Tom Hayes, now 35, who was 
yesterday awarded a fourteen year 
sentence for fixing Libor.

Libor stands for London Interbank 
Offered Rate and it is not Fibor where 
for instance the ‘F’ stands for Frank-
furt and it is not Tibor where the ‘T’,

stands for Tokyo. Put another way, 
Libor is worth protecting as a mar-
keting tool in which the UK has a 
clear financial interest.

But, true and inescapable as that is, 
society is not therefore entitled to 
hound a young man doing his best 
and believing as he did so that he 
was engaged in well understood and 
therefore accepted practice even if it 
was sharp. 

Mr Hayes was accused of fraud. But 
one of the first features of an aspiring 
fraudster is that his fraudulent con-
duct is not widely known by others. 
Indeed, obtaining a pecuniary advan-
tage by deception (to give fraud its 
full title) cannot occur if there is little 
or no deception. And it is clear that 
Mr Hayes’s contemporaries at work 
and his line managers knew what he 
was up to. Given this it is hard to fin-
ger anybody.

Indeed the authorities’ conduct 
stinks. Take David Green of the SFO: 

THe BeST oF THe eVIL DIArIeS

he referred to Mr Hayes as a banker
when he was nothing of the sort. He 
was just a chap who worked for a 
bank. So why did Mr Green so deploy 
his dogwhistle? The answer is sim-
ple: there are a further eleven accused 
to be processed and Mr Green seeks 
to call in aid the public’s hatred. By 
calling Mr Hayes a banker Mr Green 
assists Mr Green’s pathetic misuse of 
language. It may be effective but it is 
nothing to do with justice.

5th august 

I had my first bet with William hill 
(Wmh) when I was seventeen. It was 
by post and the envelope had merely 
been time-stamped by the local Post 
Office. Cheques were accepted and 
winnings, if any, came back a few 
days later in the form of a cheque. I 
never hounded my fags to work hard 
at anything since I was too demo-
cratic. But I hounded them to get to 
the Post Office. I had and have my 
priorities.
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culties. These latter will not only emerge 
from locals who wish their part of the 
world kept intact but be accompanied by 
Ministry of Transport objections to the 
clogging up of the M25. Apparently, the 
UKOG project, if successful, would in-
volve hundreds of lorries each night. So 
it just is not going to happen.

13th august 

It’s hard to borrow mulberry (mul). 
But why it should stand at 870p is be-
yond me. 170p would be closer the mark 
and I think time will prove me right. The 
devaluation of the renminbi might be 
the catalyst for the onset of realism.

Since then, over the ensuing fifty and 
more years, I have won and lost at Wil-
liam Hill. However, last week, I won just 
once too often and the call centre adviser 
remarked that I had been made an on-
line customer. I immediately withdrew 
£10,000 from my balance and was told 
both by the call centre adviser and the 
online account that my account had 
been debited with £10,000.

Five days later the money still hasn’t 
turned up and enquiry now reveals that 
William Hill’s “Security Team” are in-
vestigating how I came to win. Since it 
is not likely that I have bribed any em-
ployee of William Hill to behave improp-
erly on my account the security team 
is behaving, as it well knows, solely to 
delay payment to me simply to irritate 
me. I think that this is pathetic. If the 
money does not come through by early 
next week I shall sue William Hill. I have 
warned them.

Actually I have also taken the oppor-
tunity to consider how online betting 
works. The fact is that the conduct of 
these operations is ridiculous. It’s one 
thing to quote in line with just below 
Betfair but it is quite another to quote 
way below such a price. The online (and 
mobile betting) operators know that 
they can get away with it since they hold 
a clear record of how stupid the punt-
ers are. And the accountants/IT special-
ists who set these schemes up know that 
they can get clean away with it.

However, I wonder where all this leads: 
the fact is that bookmakers, to succeed 
long term, must be known for taking 
bets and, in the current climate, they 
just will not. Given the fact that all the 
quoted bookmakers’s current stock 
market ratings are based on this unsus-
tainable trading advantage one wonders 
when the stock market ratings change. I 
think they will.

6th august 

You got to hand it to Rob Terry. As soon 
as the SFO announced that they were 
going to work over Terry he graciously 
commented that he would of course be 
doing everything to cooperate – as if he 
had the choice. Anyway, it looks pretty 
clear to me: Quob Park (whatever that 
corporate vehicle is) is finished and 
holdings in the likes of daniel stewart 
(dan) and imaginatik (imtK) will have 
to be ditched. So far these share prices 
have held up – but not, I not very hum-
bly surmise, for long. Needless to add, 
the lunatics who constitute the Quob 
Park assembly will feel disenfranchised 
and sell their holdings as well. Cor Bli-
mey!

Anyway, I bought 200,000 quindell 
(qpp) this morning at 82.5p. Given the 
fact that the BoD, a new and reputable 
group, strongly indicate a 100p payout 
in, say, three months’ time and given 
the fact that the residue is surely worth 
well upwards of 50p – probably 80p, 
anything below 100p now is simply far 
too cheap.

10th august 

Over the weekend government minis-
ter Amber Rudd announced that HMG 
would push through fracking projects 
on the grounds that the nation’s energy 
security would otherwise be materially 
compromised. I am surprised that this 
decision took so long. However, punters 
should hold back from buying the sec-
tor chips willy nilly. For instance, David 
Lenigas’s UK Oil & Gas (UKOG) has seri-
ous difficulties to overcome. Not merely 
is it undeniable that the true availability 
of gas and oil is still very much open to 
debate; there will be real planning diffi-

THe BeST oF THe eVIL DIArIeS
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the margin rate for a short should be the 
same as for a long. This is an impossible 
state of affairs to justify. However, I put 
it to readers, who may know, to com-
ment: as they say at Which?, more re-
ports please.

Crime ahoy: apparently, paps hide in car 
boots to get snaps of Prince George. This 
is of course a job opportunity for dwarves 
who are very patient. But a bigger threat 
comes from my wife who has declared 
that she could eat the little chap. Hint to 
protection squad: she is 68, has blond 
hair and blue eyes and usually wears a 
black hat such as donned by Paddington 
Bear when he was going through immi-
gration control all those years ago. Do I 
get an MBE for turning her in?

21st august 

I am out of quindell (qpp) to all intents 
and purposes. But I regret it since this 
seems certain to rise. The main reason is 
that the bears will thin out and back off 
from their dogmatism. QPP is now 105p.
The withdrawal of the FCA from enquir-
ies at QPP is bullish for QPP since it sug-
gests that the SFO enquiries are properly 
directed at financial fraud – and this has 
nothing to do with current affairs. But 
it means that the FCA will concentrate 
upon Terry personally – and here there 
are questions to answer and civil claims 
to settle.

That noted, the FCA’s withdrawal 
means to the Quob Park lunatics that all 
is OK at daniel stewart (dan). This I do 
not get. Similarly: imaginatik (imtk). 
Style point: there is nothing wrong with 
IMTK; it’s just got the Quob Park ten-
dency fantasising in attendance.

Elsewhere, although contrary to the 
chairman’s comments, I am short EUR/
USD and this is costing money. And I am 
rescuing the position by going long DAX 
on the chairman’s advice. Talk about 
being committed to the chairman.

One thing stands out: margin rates on 
equities are going up. Goodness knows 
why they are on the short tack or why 

THe BeST oF THe eVIL DIArIeS

26th august 

I appreciate that not everybody is truly 
absorbed by gate ventures plc (gate). 
However, using the site that I imagine 
works, I cannot find any evidence that
any return of capital issued has been 
made to Companies House. Perhaps 
a representative of the youth of to-
day knows where to look. If so, he/she 
is welcome to contact me and put me 
right on cawkwell@btinternet.com. In-
cidentally, The latest fund-raise (con-
cluded after Gate departed this quoted 
life), claimed to be £9m in convertible 
loan notes, might or might not have 
occurred. But the idea that fraudsters 
would keep the cash in the company for 
more than a day is risible.

“david leniGas’s uK oil & 
Gas (uKoG) has serious 
difficulties to over-

come.”
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Best of the 
Blog

Barclays looks set for 
rising returns

Summer seems to be ‘a coming in’ to 
judge from the first half results for the 
current year; not so much proving that 
crime and misdeeds pay, but rather that 
they can be paid for with further pro-
visioning while still producing a rise in 
profits.

I turn to my previous note on Barclays 
(Barc), sent out on the 12 May last,  
wh-

months to 30 June, are reported as 
£3,114 million. However, that includes 
non-core businesses that are not to be 
continued as part of the slimming down 
of the bank’s risk weighted assets port-
folio. To conserve capital the aforemen-
tioned portfolio was shrunk from the 
£75 billion last December to £57 billion 
by June; a reduction so my calculator in-
forms me, of 24% in six months; pretty 
impressive! One wonders why Mr. Jen-
kins had to go, on the reported ground 
of not reducing costs enough. It may be 
perhaps that in the great tradition of in-

AUGUST 2015

en the shares were 260p. I delight in 
seeing that I had them marked down as 
a not uncertain buy now that they have 
reached 285p some ten weeks later; a 
small but useful capital gain of 9.6% in 
less than three months; far more than 
you would have got putting money into 
a Barclays Bank deposit account. I might 
add that the bank shares are reviewed 
positively in the forthcoming ‘Limpopo 
Dispatches’ contribution to the next is-
sue of the Master Investor Magazine.

Statutory profits before tax, in the six

best of the blog
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vestment banking, a traditional deposit 
taking banker lost out to the traditional 
investment banking wing of the company. 
Perhaps he was thought of as too Quaker-
ish in his management style?

Anyway, that aside, the risk weighted 
common tier one capital ratio rose from 
10.3% last December to 11.1% in June. It 
shows how much has to be accomplished

“perhaps he Was 
thouGht of as too 

quaKerish in his 
manaGement 

style?”
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to get even that kind of improvement 
in the capital ratios. The gearing ratio 
also rose from a decidedly looking sub-
par 3.7% last December to a less modest 
4.1% in June. To some schools of capital 
adequacy thought, that is still not gen-
erous, though others will argue it is.

By robert sutherland-smith
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ftse 250 – the hidden 
investment gem

This is the third in a series of seven articles 
drawn from my new book, 7 Successful Stock 
Market Strategies. The focus of these strat-
egies is successful long-term UK equity in-
vestment.

The FTSE 250 consists of the 250 largest 
UK companies after the FTSE 100. While 
the FTSE 100 gets all the attention, the 
performance of the FTSE 250 consid-
erably outstrips that of its big brother. 
Since the beginning of 1986, when the 
FTSE 250 index commenced, the capital 
value of the FTSE 250 has grown by over 
1100%, whereas the capital value of the 
FTSE 100 has grown by less than 400% 
(both figures as at the end of July 2015).

The long-term outperformance of the 
FTSE 250 can be ascribed to the fact 
that the companies in the FTSE 250 are 
smaller, more nimble and faster-grow-
ing than the dinosaurs of the FTSE 100. 
The capital values of shares are largely 
driven by earnings and dividend growth 
rates. Over the last 30 years the real an-
nual dividend growth rate of the FTSE 
250 has been well over double that of 
the FTSE 100.

is Glencore sitting on cop-
per or tnt? 

Panic begins to grip the market, but 
Glasenberg is muscling in on new assets…

The market is losing confidence in 
Glencore. On rising volume, its shares 
have fallen 45 per cent this year, 
touching a record low on Wednes-
day of £1.59, as investors increasingly 
fret over its gross debt load of $50bn. 

Earnings are falling faster than debt 
and the profitability of its trading busi-
ness depends on maintaining low bor-
rowing rates. Glencore also announced 
the sale of three non-core assets last 
week for $290m, fueling fears that it is 
entering a vortex of downgrades, divi-
dend cuts and mine sales at the bot-
tom of the market. “The first thing 
to go will be the dividend,” accord-
ing to analysts at Liberum in London, 
“then assets, then the credit rating.” 

Even more alarmist is a theory by 
JP Morgan that as Glencore low-
ers leverage by unwinding its trad-
ing book, it will unleash a $16bn wave 
of metal onto the market. “If Glen-
core went down it could be to indus-
try as Lehman Bros. was to finance,” 
broker SP Angel told clients this week. 

marked tnt 

A four-year view gives a 
very different perspective. 

Recent figures published by the Lon-
don Metal Exchange show that Pa-
corini Metals, Glencore’s warehous-
ing business, stores a whopping 56 per 
cent of the world’s registered metal. 

The market has taken Glencore’s plung-
ing share price as proof that it has no bet-
ter view of metal dynamics than its peers 

best of the blog

The 2nd strategy in my book exploits 
the strong performance of the FTSE 250 
whilst ensuring that you do not invest 
when the market price is too expensive. 
Had you invested in the FTSE 250 at a 
peak (and very expensive) price of 7150 
in September 2000, it would have taken 
more than 4 years for the market price 
to recover to your investment price. You 
can avoid this costly mistake by using 
the market valuation system described 
in my book. This system calculates the 
current intrinsic value of the FTSE 100 to 
compare with its current market price. If 
the value is less than the market price, 
then the market price is expensive. A 
proven strategy is to buy when the value 
is at least 105% of the market price and 
sell when the value falls to 95% of the 
market price. This FTSE 100 valuation 
system can be used to time purchases 
and sales of the FTSE 250 because the 
market turning points of the two indices 
are very similar, as can be seen from the 
chart below:

By Glenn martin

“over the 
last 30 

years the 
real annu-
al dividend 

GroWth 
rate of 

the ftse 
250 has 

Been Well 
over dou-
Ble that 

of the ftse 
100.”

98  |  www.masterinvestormagazine.co.UK  | sept 2015

www.masterinvestormagazine.co.uk/latest/ftse-250-the-hidden-investment-gem/%20


best of the blog

across the industry. The company is “the 
puppet” of free markets, wrote the Fi-
nancial Times this week, “just like eve-
ryone else.” It is a “misshapen giant”, 
according to London’s Evening Stand-
ard, “a big wooden box marked TNT.” 

There is an alternate reading. Glencore’s 
share price suggests it is little more than 
a leveraged play on copper, the big-
gest source of profit for its giant min-
ing division. And the company’s board 
listed the business in May 2011 at the 
highest ever point in the copper price. 
“The timing of their IPO shows they’re 
not bad at reading these things,” 
one fund manager says. “The key 
is to watch what Glencore is do-
ing, not what others are saying.” 

By alex Williams

Why i bought a small ini-
tial holding in zegona 
communications

zegona communications (aim listing, 
Zeg.l, market capitalisation £47m but 
after deal about £290m, 165p and 1.0% 
of Jic portfolio): Whilst sifting through 
the holdings in Neil Woodford’s Equity 
Income Portfolio last week, there was 
one holding which particularly caught 
my attention. Zegona Communications 
came to market in March through the 
placing of 25m shares at 120p raising 
£30m. It is a new company which was 
established to acquire and operate busi-
nesses in the European Telecommuni-
cations, Media and Technology sector, 
focusing on network-based communi-
cations and entertainment opportunities. 
Its targets for investment are “strategi-
cally sound businesses that require ac-
tive change to realise full value, creating 

significant long-term returns through 
fundamental business improvements”.

Topically, given Tuesday’s announce-
ment from Melrose Industries, Zegona’s 
“Buy, fix and sell” strategy is similar 
to the “buy, improve and sell” strat-
egy of Melrose which has created so 
much shareholder value over the years. 
Ultimately, the success of this type of 
strategy is all down to management; 
do they buy well, can they achieve the 
operational and financial improve-
ments and do they sell well? Melrose’s 
management have proved themselves; 
it’s up to Zegona’s to prove themselves 
in the telecom, media and technology 
space. Zegona’s management, particu-
larly the CEO, Eamonn O’Hare, has a 
good track record; prior to setting up 
Zegona he was CFO of Virginmedia from 
2009-2013 where he oversaw a sub-
stantial improvement in its financial 
results before its eventual sale to Lib-
erty Global for $24bn enterprise value. 

On Monday, Zegona announced its first 
deal. It is buying TELECABLE DE ASTU

“centrica is one of those companies 
that set out to conquer the World.”

RIAS S.A. for €640m from Carlyle Group
and Liberbank. It says “Telecable is the 
leading cable operator in Asturias and 
has installed over 2,400 kilometres of 
fibre optic cable and 2,600 kilometres of 
coaxial cable, with more than 450,000 
homes passed in 44 municipalities in 
Asturias. Telecable complements its 
own network with a network provided 
by the Principado de Asturias that ena-
bles it to offer fibre optic services to ap-
proximately 43,000 homes in rural areas 
of Asturias. As of 31 December 2014, Tel-
ecable was the Asturias region’s leading 
”quad-play” residential telecommu-
nications operator, being the largest 
provider of pay television and broad-
band services and the second and fourth 
largest fixed-line and mobile telecom-
munications provider respectively”.

By John rosier
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Probably the highest accolade and one-
sentence summary any book can get 
consists of “I read it all in one sitting”. 
Such was the case, for me at least, for 
the first and only authorised biography 
about Elon Musk, the multi-billion-
aire, multi-company entrepreneur who 
more than anyone else alive is tipped to 
change the course of humanity.

Often compared to Thomas A. Edison 
and Howard Hughes, Musk has risen 
from locally known Internet entrepre-
neur to being one of America’s most in-
fluential industrialists. That is, at least 
for now. His tendency to go on grand 
quests for improving the fate of man-
kind tends to involve such high risks 
that no one would be surprised if he 
ended up bankrupt in a few years. He’s 
had previous brushes with bankruptcy, 
such as nearly going bust in 2008 and 
having to sell out to Google, when Te-
sla required more funding to make it 
through the start-up phase. The same 
Elon Musk who had made $22 million by 
the age of 27 and who had assets worth 
$1.5 billion by his early thirties, was at 
risk of losing it all and even had to sell 
some of his toys to scratch together li-
quidity for paying salaries.

It took Ashlee Vance more than 18 
months of unauthorised research into 
Musk’s life before the South African-
born entrepreneur embraced the idea of

read to succeed

elon Musk: How the 
Billionaire Ceo of SpaceX and 
Tesla is shaping our Future

a BooK revieW By sWen lorenz

By Ashlee Vance
Harper Collins. Available on Amazon, £13.60

having a book written about him. He 
came to respect Vance’s perseverance 
and eventually granted her unlimited 
access to all of his executives, friends 
and family members. Her account of 
Musk’s rise, his near-bankruptcy ex-
periences and his vision for growing 
not just one but several companies into 
multi-billion dollar global enterprises, 
make  for a book that is hard to put 
down.

Musk had arrived in the US virtually 
penniless and started working odd jobs 
such as cleaning out the inside of boil-
ers. In the mid-1990s, he latched on 
to the first wave of growth of Internet 
companies. The company he founded 
with his brother, Zip2, was a combina-
tion of Google and Yelp. He sold it for 
$307 million, pocketing $22 million in 
the process. 

book review

Despite buying a $1 million McLaren 
supercar and embarking on a tempo-
rary playboy lifestyle, he ploughed most 
of his newfound wealth into the idea of 
creating an online bank, primarily be-
cause he believed bankers were “rich 
and dumb” and could easily be outma-
noeuvred in the marketplace. The board 
of his new company, X.com, eventually 
ousted him as CEO, in a case study of 
how boards and ambitious CEOs don’t 
always gel well with each other. He re-
mained a shareholder and following X-
com’s merger with a company called 
Confinity it eventually became PayPal, 
the payments provider. In 2002, the sale 
of PayPal to Ebay made Musk a billion-
aire.

Next came SpaceX, the rocket builder; 
Tesla, the electric cars manufacturer; 
and SolarCity, the renewable energy 
company. Most recently, Musk added 
Hyperloop to his set of ambitions, a 
large-scale pneumatic tube similar to 
the one used to send office mail around, 
but aimed at carrying pods with cars and 
passengers between LA and San Fran-
cisco at a speed faster than airplanes. 
Oh, did I forget to mention Musk’s long-
term goal of helping mankind to colo-
nise Mars and become a multi-planetary 
species? Incidentally, Musk has already 
decided that Mars is the place where he 
would like to live out his days. 
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It’d be easy to dismiss Musk as a mega-
lomaniac dreamer, if he hadn’t actually 
already achieved a good part of what he 
set out to do. With a fortune of around 
$15 billion, he currently ranks among 
the world’s richest self-made entrepre-
neurs. Funders are queuing up to back 
his ventures, and at least for now, he 
has single-handedly reminded the US 
and the rest of the world that one deter-
mined man can succeed in changing en-
tire industries. He is challenging the US 
car industry, the aeronautics industry, 
and even entire countries like China and 
Russia since they, too, are working on
similar plans. Close observers know, 
however, that Musk’s high risk ventures 
could still fail. The tremendous scope 
of his ambitions and the risks he man-
ages have turned Musk into one of the 
world’s best-known entrepreneurs with 
entire websites dedicated to 
following his work.

Even Tesla, which is now 
firmly established as the 
world’s hottest car
manufacturer, is said to be 
only ever one botched 
model launch away from 
bankruptcy. 

“musK has already 
decided that mars is the 

place Where he Would 
liKe to live out his 

days.”
For now, however, Musk is known as the 
man who led the first IPO of an Ameri-
can car manufacturer since Ford went 
public in 1956. He enjoys having such 
accolades to his name and is known to 
fight any factual errors reported about 
his personae tooth and nail, to the point 
of going to war with anyone who dis-
tributes what does not match his own 
version of the truth.

master investor verdict: this 390 page 
account of america’s most innovative 
thinker and his outlandish ambitions is 
a highly recommended read for anyone 
interested in entrepreneurship, silicon 
valley’s quest for the next big thing, 
and larger than life characters. in case 
i hadn’t mentioned it before, it’s hard 
to put down. 
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the final Word

Why a 
Minimum 
Wage Is a 
Bad Idea 

By adrian Kempton-cumBer

There are plenty of things that we take for granted 
as a part of our becoming ‘civilised’, but which are 
in fact economic phenomena. Human behaviour 
is very much controlled by economic prosperity or 
decline. For example, during days of plenty people 
have an attitude of live and let live. 

the final word
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once the money starts to disappear, 
they look around to see who has what 
they haven’t, and start judging who 
should have and have not. the rise of 
the (far) right, and the (far) left, is a 
phenomenon caused by too little mon-
ey and too much time. racism is prin-
cipally a function of a lack of education, 
and importantly, economic problems. 
so what the press refers to as a “shock-
ing rise in…” is, in fact, entirely pre-
dictable and expected. 

We have a pretty dysfunctional relation-
ship with fairness on this island. I’m 
generalising here of course, and speak-
ing specifically about Brits. We think 
that nepotism is a terrible thing, with 
the glaring exception of the monarchy. 
We think that people in industry earn 
far too much, but actors and sportsmen 
who earn way more somehow deserve 
it. We think it’s ok that nurses get £25k 
per year and palpably less skilled tube 
drivers get an executive salary of around 
£55k. There are many other examples. 
Cognitive dissonance once again!

In the recent budget, George Osborne set 
about increasing the minimum wage. 
(Whatever happened to Osborne biscuits
by the way? I used to like them.) A mini-
mum wage is one of those things that 
governments create in order to make it 
look like they care, and it’s ostensibly 
a fairly cheap vote winner. It creates a 
feel-good factor in society and, a bit like 
giving to charity, everyone feels they’ve 
done their bit and all’s right with the 
world. No need to think about the poor 
any more. It’s the domestic equivalent 
of “we gave them the railways”. 
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Is a minimum wage really a good 
thing though? If we lived in a centrally 
planned economy like Communist Rus-
sia, with fixed goods prices and no in-
flation or market forces, then maybe 
it would be. But we don’t. A minimum 
wage has a cost attached to it – and it’s 
not worth paying. 

In our jobs market it is usually market 
forces that decide the value of work, 
the cost of goods, etc. Over the next five 
years the minimum wage will increase 
from £6.50 per hour to £9 per hour – an 
annual compound rate of just over 7%. 
Bear in mind official figures for annual 
wage growth show that it stood at just 
2.7% this April, and you can see how 
that will have a knock-on effect on wage 
inflation up the pay scale. Wage infla-
tion will lead to cost-push inflation, ef-
fectively passing the cost on to all of us.

I suppose you could take the view that 
government is trying to make employ-
ers take up the slack on benefits cuts. 
But as I explained above, that will be 
passed onto us through higher prices for 
goods and services. So basically we’re 
paying for all of it, on top of the taxes 
we’ve already paid. Creating inflation, 
for a government presiding over a fake 
economy with little real growth, might 
give the impression of improving times. 
It’s not a bad idea to create some sta-
bility in society, but really you only do 
that by growing the middle class, and a 
minimum wage doesn’t achieve that. 

For those on minimum wage, spending 
expectations will remain the same (or 
greater), and in a fairly short period of 
time the companies they buy products 
from will increase their prices to match 
the amount of income these customers 
now have. In other words market forces 
will restore the balance via inflation, 
and it will be a constant battle to main-
tain any differential that a minimum 
wage might create. 

However, there is one key factor that has 
been ignored in minimum wage policy: 
people get paid what they’re worth. 
If you have workers that are worth £9 
per hour, they won’t be the ones that 
yesterday earned £6.50 per hour. As a 
result, at a certain point you make the 
former £6.50 worker unemployable. 
And that £6.50 worker is likely to be 
an immigrant and unskilled. Through-
out the world, and throughout history 
it’s always been, and still is today, im-
migrants that work for less, and take 
up the slack at the lower end of the job 
spectrum. This is true even in places

like Russia, where nowadays they come 
from former Soviet republics. 

I’ve drawn a graph to illustrate the 
point. We can see the curve representing 
unskilled immigrant workers on the left. 
By this I mean ones with poor, if any, 
command of English and little educa-
tion (by our standards), showing how 
many are available or prepared to work 
at various hourly rates. To the right we 
have the unskilled native workers curve, 
by which I mean those born and edu-
cated here in the UK, but with no skills 
and probably few, if any, qualifications. 
At point w we see a small number (w ª) 
of unskilled native Brits are prepared to 
work at the market wage, with the rest 
preferring instead to lounge around at 
taxpayers’ expense doing nothing, so 
the slack up to w is entirely taken up by 
unskilled immigrant labour. However, 
once the minimum wage kicks in at m 
we see there are enough native unskilled 
Brits available to do that work, and that 
no unskilled immigrants get employed 
at all. 

“What the 
minimum 

WaGe is 
doinG is 

marGinal-
isinG the 

marGinal-
ised.”
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On the face of it the native labour force 
might seem a superior hire, especially 
at the same price, but in reality they 
probably have a more militant attitude 
to work, are likely to be less productive, 
possibly disruptive and may quit at a 
moment’s notice or simply not turn up 
one day. The Great British worker! So 
we’re underwriting a fall in output at a 
greater cost. 

What the minimum wage is doing is 
marginalising the marginalised. It can 
easily make unemployment worse in 
immigrant communities, and in doing 
so it will create an even bigger black 
market for these workers, who in many 
cases will be exploited, if they’re not 
already, by their own ruthless country-
men. And as we know, they are arriving 
daily. 

Is a minimum wage a good idea then? 
Well it means wage inflation as higher 
paid workers strive to maintain their 
wage differential, companies passing on 
their extra labour costs to us in higher 
prices for goods and services, and more 
unrest and marginalisation in commu-
nities that we should be spending mon-
ey in to integrate into society (whether 
they want to be integrated or not).

What the government needs to do is 
forget about tweaking things here and 
there to gerrymander votes (which in 
the case of the Tories are hardly needed 
since there is now, de facto, a one-party 
system and they stand to win all elec-
tions for the foreseeable future). We 
need to be debating, as a society, how 
we plan to deal with the vast numbers 
of people for whom there will never be 
jobs, as we automate more and more. 

“What are We 
GoinG to do 

With 25% 
permanent un-

employment? 
What about 50% 
permanent un-

employment? 
hoW aBout the 

perfect 
society: 100% 

unemploy-
ment?”

Machines already work for less than 
minimum wage. That much is set in 
stone, or perhaps more rightly, steel. 
So what are we going to do with 25% 
permanent unemployment? What about 
50% permanent unemployment? How 
about the perfect society: 100% unem-
ployment? The first thing to do is start 
looking at unemployment as what it was 
intended to be: leisure time.
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