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Reflections on 2014
Indigestion was caused by ECB President Mario Draghi at the outset of 2014 with 
warnings of political, economic and financial risks in the Eurozone whilst Latvia 
joined as its 18th member. Oil prices still had another six months on their upward 
trajectory whereas Gold had reached its lowest price for nearly three and a half years. 
 The UK Stock-Market was still on a slow downward trend and sat -1% below its 
previous year’s close. Tesco and Morrison were heavy market fallers, Sainsbury was 
flat and M & S missed analysts’ expectations during the Key Christmas period. The 
Bank of England proudly announced that inflation had now hit its 2% target, and 
the year-end marked the 30th anniversary of Britain’s first ever mobile ‘phone call.  
 As for the weather, who can forget the succession of storms tracking across the UK from 
the Atlantic bringing gale force winds and the equal-wettest South-East month since 1910? 
 Here we are 12 months later January 2015; Greece is teetering on the edge of 
exiting the Eurozone which is itself in technical deflation and the ECB is contemplating 
the unthinkable medicine of Quantitative Easing if only they can work out 
how to structure it. Oil Prices have plunged -55% and Gold has barely 
moved. The FTSE 100 ended a further -2.71% lower than at the start 
of the year. Tesco, Morrison and Sainsbury had an awful year but 
M&S finished down slightly even after a late Christmas surge. The 
Bank of England now has some difficult explaining to do as inflation 
hit its lowest level since records began at 0.5%, and looks intent on 
continuing southwards. House price rises more or less flattened in the 
South East in the last quarter of the year but are by no means retreating yet. 

Investment objectives 
and policy
Our approach to investing has not 
fundamentally changed for 2015; in fact 
if anything we have a strengthening 
conviction to keep employing 
managers who can invest globally in an 
unconstrained manner to defend capital 
values and seek growth and income. 
 Our benchmark fund Trojan has 
returned +8.9% versus the All-Share 
return of +1.2%. As the Manager 
Sebastian Lyon said recently ‘our 
investable universe consists of 
companies that typically make things 
you can eat, smoke, drink or find in 
your bathroom. These businesses 
enjoy predictability of revenues 
and high returns on capital. The key 
to success is the quality of these 
business’ intangible assets and not 
the quality of their tangible assets’.
 Ruffer Total Return has produced 
+5.7% and McInroy & Wood 
Balanced +5.5% with a fraction of 
the volatility of the equity market. 
 Whilst equity valuations, particularly 
in the USA, are divorced from reality our 
managers are finding opportunities to 
invest in businesses that possess both 

the quality and value characteristics 
required albeit that they are 

few and far between; our 
specialist equity managers 
Dodge & Cox delivered 

+13.3%, Lindsell Train 
+7.2% and Troy Income 

+9.9%  with volatility lower 
than the equity market. 
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Whilst almost Zero inflation is bad for 
those of us with Sterling debt and 
good for household spending there are 
ominous portents if it remains too low 

or continues to fall. Most worrying is the 
ever expanding government debt. Four 
years ago when the coalition government 
was formed, we were already in a huge 
amount of debt. In fact, the previous 
government had left the country sinking 
under £830bn, or 56% of our entire 
national output. According to the latest 
figures from the National Statistics Office, 
the continual reliance on borrowing 
has seen public sector net debt reach 
£1,457.2 bn, or 79.5% of GDP in November 
2014 (excluding government owned 
banks). This is the furthest in debt Britain 

has been for over half a century. In spite 
of ‘austerity’ this government seems set 
to double the national debt in one term. 
     The government’s own figures predict 

that the interest 
bill alone on all this 
debt will top £70bn 
every year; this is the 
equivalent of our 
entire Defence and 
Educational budgets 
put together without 
even tackling the 
capital itself. Now we 
come to the horns 
of the dilemma; to 
whom does the 

government owe 
all of this money? 
By far the greatest 
lenders are the rest 
of the world and 
by far the greatest 
borrower is central 
government. 
 So, bad 
deflation means 
that the servicing 
and capital 
repayment 
costs are not 

eroded as much by inflation. Also, 
what happens to the servicing costs 
on each round of new borrowing as 
interest rates rise? Well, the answer to 
that is obvious – they will increase. 
Beware when the Chancellor says he 
will run a budget surplus during the 
next government. Between April and 
November 2014 central government’s 
income was £388.0 bn and over the same 
period central government spent £456.4 
bn. To run a budget surplus even on these 
figures, the government would need 
to reduce spending by 15% or increase 
tax revenue by 17.6% over the next 5 
years, or some combination of the two.

Good Deflation Bad Deflation
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Government receipts and expenditures
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How will it all be sorted?
In some ways there is little point in 
gnashing our teeth over who is to 
blame for this leviathan of debt; we are 
stuck with it. The prudent thing is to 
visualise how and when and if it can 
ever be sorted. Essentially, when a nation 
has built up unsustainable levels of 
debt, there are five possible outcomes 
with varying degrees of danger:

1: Grow the economy out of trouble: 
USA is the only country which has ever 
managed this after their great depression; 

2: Default: something Greece 
is contemplating and the USA 
threatened to do in 2011; 

3. Print lots of money: think of the 
Weimar Republic after the WW2 

4: Deliberately engineering higher 
inflation: effectively reducing the cost 
of capital and interest payments; 

5: Government theft: this is 
how 9 out of 10 debt crises 
play out.  The government 
forces its citizens to pay 
through incredibly high taxes, 
strict capital controls, forcing 
people to buy government 
bonds (try googling 
‘certificates of confiscation’); 
raiding deposit accounts 
(remember 2013 and the 
60% raid on Cypriot deposit 
accounts); dividend controls 

(in the 1970s the UK government 
limited and taxed the amount you 
could collect in dividend payments).
Call me suspicious if you will, but recent 
changes to the status of deposit accounts 
suggest to me that governments are 
preparing the ground for a pre-emptive 
raid on deposit accounts to sort out 
national debts. Remember the Northern 

Rock debacle? There was never any real 
danger of depositors losing their money 
as the assets of the Building Society 
exceeded the value of its assets and the 
depositors were preferential creditors 
who would have first bite of the cherry 
if the business ceased trading. Changes 
agreed at the G20 summit in November 
2014 alter the status of bank deposits 

to be on a par with paper 
deposits. How will this affect 
me, I hear you ask? It creates 
a new paradigm where banks 
no longer recognise your 
deposits as money but as 
liabilities and secured capital 
owned and controlled by the 
bank or institution. In other 
words it is no longer your 
asset but the bank’s asset. As 
with Greece, anything above 
£85,000 will be up for grabs. 
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