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Economic recovery – temporary 
or permanent?

The global economy performed well over 
2017, driven by robust consumer spending 
across major industrialized countries. Most 
emerging economies and some resource-
intensive developed countries (i.e. Australia 
and Canada) also enjoyed better economic 
performance due to increased commodity 

1 For the US experience, see Piketty, Saez & Zucman (2016) “Distributional National Accounts: Methods and Estimates for the United States”, National Bureau of Economic 
Research, http://www.nber.org/papers/w22945.

2 See for example: BIS 87th Annual Report, Graphs 1.4 & III.6, June 25, 2017.

Introduction

worthiness. However, households across 
different countries did not reduce gearing 
uniformly over the past decade. Australia, 
for example, was able to avoid the worst 
economic effects of the GFC, but that initial 
positive outcome has allowed Australian 
households to become more highly geared 
relative to the US and UK than before the 
GFC2. Increased household borrowing has 
also been encouraged by rising house prices.

prices. Wage growth remains subdued 
however, and growth in average household 
incomes was minimal, though average 
outcomes mask significant differences for 
those at different income levels. Because 
they are less dependent on labor income and 
more exposed to rising asset prices, wealthy 
households experienced stronger income 
growth than low-to-middle income families1.
The inevitable consequence of growth in 
consumer spending without corresponding 
growth in incomes has been a reduction 
in savings, or the equivalent, an increase 
in consumer indebtedness. Consumers 
in advanced economies that were worst 
affected by the Global Financial Crisis (“GFC”) 
have deleveraged quite a lot over the past 
decade, and were therefore able to sustain 
some increase in indebtedness in the short 
run without unduly stretching their credit 

Against a backdrop of global economic recovery in 2017, the question of how major Central 
Banks will gradually change course towards a more normal path for monetary policy and 
interest rates creates an uncertain outlook for financial markets over the next few years. 
This concern is exacerbated by current high valuations across a wide range of asset classes. 
Investors should develop a strategy for investing in a high valuation environment in spite 
of a high degree of policy uncertainty and geopolitical risk. In our 2018 Outlook we provide 
commentary on some of the key issues impacting the macroeconomic and private equity 
environment in core investment regions.
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3 ‘US Jobless Rate Falls to Lowest Level in 17 Years’, FT.com, November 3, 2017.
4 See for example: BIS 87th Annual Report, Graphs 1.4 & III.6, June 25, 2017.

Investment growth severely lacking

Unless business investment takes over from consumer spending as the main driver 
of economic growth, the cyclical upturn currently being enjoyed by most advanced 
industrialized economies will likely splutter out. Only business investment can support long-
term improvements in productivity necessary to generate sustained growth in real incomes 
across the entire working age population, not just for those at the very top.

Without investment growth, natural limits to increasing household indebtedness will 
eventually be reached, consumer spending will stall and economic growth will fail to gather 
sufficient momentum for take-off. While there are some signs that business investment 
may be starting to improve, such as in the US, it is nowhere near the level of growth that 
might have been expected given the current very low level of interest rates. Not that there 
is any apparent lack of credit available for financing profitable businesses’ expansion plans; 
quite the opposite in fact. What appears to be lacking is strong conviction by business 
owners and corporate CEOs that current good economic times are likely to continue long 
enough for them to earn a decent return on new investment. Far better for them to return 
surplus cash to shareholders (in the case of public companies by share buybacks that have 
the side effect of propping up share prices and making management stock options more 
valuable) or horde cash on company balance sheets earning virtually no interest income. 
There appears to be little confidence in the future and a widespread belief that current 
economic policy settings are unsustainable.

Higher inflation on the horizon?

Declining unemployment across major 
developed markets in 2017 led to some 

to re-join the labor force4. No matter these 
lingering uncertainties, at some point a labor 
bottleneck will eventually be reached and 
resulting labor shortages will likely cause 
wages to increase at a faster pace. Despite 
tight labor markets, overall wage inflation 
may end up being modest if employers in 
capital-intensive businesses react to higher 
wage demands by investing in further 
automation. That could actually represent the 
best possible outcome, as those businesses 
with the greatest requirement for skilled labor 
end up paying higher wages in return for 
greater output from more productive, skilled 
employees operating more sophisticated, 
automated production lines. Provision would 
need to be made for retraining or helping 
laid-off workers find new jobs in this scenario 
– a useful outlet for government spending 
and fiscal policy. But without investment to 
support productivity growth, higher wages 
more generally must eventually lead to higher 
inflation, especially in those industries less 
exposed to global competition and less able 
to embrace automation (e.g. local service 
industries such as construction). In that 
regard, I agree with the opinion expressed by 
current US Fed chair, Janet Yellen, that while 
it is surprising we haven’t yet seen a stronger 
rebound in consumer price inflation as the 
US economy nears full employment, this is 
probably just a temporary phenomenon, likely 
to reverse as transitory factors inhibiting price 
increases eventually subside.

The challenge of normalizing 
monetary policy

Monetary policy settings adopted by major 
Central Banks remained fairly loose over 
2017. The mild dampener put on global 
liquidity by a well-signalled and, so far at 
least, a gradual increase in US policy rates 
was offset by continued quantitative easing 
by the European Central Bank and the 
Bank of Japan. The process of normalizing 

-1.0%

-0.5%

0.0%

0.5%

1.0%

1.5%

2.0%

2.5%

3.0%

France Germany Italy Japan United
Kingdom

United
States

5-
ye

ar
 a

vg
 a

nn
 %

 c
hg

1990 1995 2000 2005 2010 2015

Source: OECD stat, December 2017

Productivity growth - select countries

countries reaching full employment. The US, 
for example, has hit its lowest unemployment 
rate since December 20003. Given the decline 
in the number of people actively seeking 
jobs since the GFC, it is uncertain whether 
further employment growth can still occur 
in countries that are supposedly already at 
full employment without wages beginning to 
rise at a faster pace. Some people have likely 
left the workforce for good, e.g. through early 
retirement, but there was also a significant 
cyclical element to declining labor force 
participation following the crisis. This process 
might currently be unwinding as the last of 
those who gave up looking for jobs now look 
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5 ‘What would Bagehot do? Should central banks act as buyers of last resort?’ The Economist, August 16, 2017.
6 BIS 87th Annual Report, Table IV.1, June 25, 2017.

monetary policy following the GFC has 
only just begun, and is likely to commence 
at different times and occur at different 
speeds in major developed countries. The 
US Federal Reserve is ahead of the pack, 
having already signalled their intention to 
begin the process of gradually unwinding 
the assets they acquired during three major 
rounds of quantitative easing. Next in line 
will probably be the Bank of England, whose 
desire to renormalize monetary policy 
is counterbalanced by growing signs of 
economic weakness as the UK approaches 
the Brexit deadline. The European Central 
Bank and especially the Bank of Japan 
are likely, I believe, to take a more leisurely 
approach to tightening. Irrespective of the 
exact sequence in which major central banks 
begin to tighten monetary policy, the multi-
year global experiment in unconventional 
monetary stimulus is likely drawing to a close. 
What remains is for central banks to figure 
out how to achieve a steady reversal without 
tipping the global economy into recession, or 
worse still, catalyzing another round of major 
financial market instability.

Central Banks as the buyers of 
last resort

Technically, there is nothing particularly 
unconventional in the methods adopted by 
global central banks to boost global liquidity 
following the GFC. The principle of Central 

Banks being willing to “stave off such panics 
by lending ‘quickly, freely and readily’, at a 
penalty rate of interest, to any bank that can 
offer ‘good securities’ as collateral”5 dates 
back at least as far as 1873, surviving as 
it does in Walter Bagehot’s account of the 
Bank of England’s operations in that period 
of history. During the GFC however, major 
Central Banks eventually recognized that 
simply following old practice in trying to lend 
to banks facing difficulties wasn’t going to 
be good enough if they expected to meet 
the unprecedented scale of the increase in 
private sector demand for liquidity. Banks 
did not have enough collateral or equity to 
deal with such an undertaking so the normal 
transmission mechanisms of monetary 
policy were in danger of breaking down and 
the Central Banks could have lost control 
of financial markets. Faced with such an 
outcome, Central Banks eventually switched 
from being lenders of last resort (their 
traditional role from the days of Bagehot) to 
buyers of last resort, effectively providing a 
floor to the demand for and bidding up the 
prices of a wide range of financial securities, 
right across the risk spectrum. This allowed 
banks some breathing room in that it helped 
stabilize the value of their loan collateral, 
thereby freeing up normal lending channels 
as well as allowing banks to rebuild their 
depleted equity buffers. While there have been 
prior direct interventions by Central Banks 
in financial markets, there are a number 

of features of the experience following the 
GFC that were remarkable: namely, the 
unprecedented scale of the intervention; 
the common adoption of the same policy 
(eventually) by all major Central Banks; the 
fact that it was done with weak or in some 
cases non-existent support from other levers 
of economic policy, most obvious being the 
lack of any coordinated robust stimulus being 
provided by fiscal policy; the comparatively 
modest “penalty” applied to funding that was 
indirectly provided to banks via the financial 
markets (in fact one could rightly argue there 
was no penalty at all, and it was in fact a huge 
subsidy); and a wide degree of latitude in 
the interpretation of what constituted “good” 
securities.

Central Banks can’t “do whatever 
it takes” forever

Now that the US economy seems to have 
turned a corner in terms of performance, the 
US Fed is faced with a dilemma of what to 
do with its large asset stockpile. The Fed’s 
current holdings of US Treasuries represents 
13.4% of outstanding US government debt, 
which is certainly noteworthy, but so too are 
the comparable ratios for other major central 
banks (see box below)6. Major Central Banks 
have really pushed the boundary between the 
normal transmission channels of monetary 
policy on the one hand (i.e. managing the 
supply of liquidity in the banking system 
through buying and selling short-dated T-bills 
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The Fed’s current holdings of US 
Treasuries represents 13.4% 
of outstanding US government 
debt. Other major central banks:

16.8%
ECB

21.4%
BOE

38.9%
BOJ
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and lending to banks against the collateral 
of government securities and other high 
quality assets) compared to fiscal policy and 
public debt management on the other (i.e. 
financing government expenditure through 
the issuance of comparatively long-dated 
government securities, such as government 
bonds). The challenge will be for Central 
Banks to unwind such large asset holdings 
without destabilizing financial markets, which 
if it occured might end up choking off the 
incipient recovery in business investment. The 
challenge is fundamentally one of managing 
private financial market expectations. In being 
prepared to tolerate such large asset holdings 
and signalling to financial markets that they 
will “do whatever it takes” to stave off financial 
crisis, Central Banks have painted themselves 
into a corner. Financial market participants 
now expect that at the first sign of trouble, 
Central Banks will step in to boost market 
liquidity and as a consequence provide a floor 
to asset prices. Private investors in developed 
markets have been conditioned over the past 
decade to “buy the dip”. Central banks now 
have the fascinating but unenviable task of 
weaning investors off this type of behavior.

Not just greed and stupidity 

I often read or hear the refrain that because 
financial market participants know that 
current asset prices are artificially inflated 
by Central Bank actions, they are acting 
in a more disciplined fashion than in prior 
market cycles, and so there is something 

fundamentally different and therefore more 
sustainable about the current run-up in 
asset prices. Chastened by past experience, 
investors have supposedly learnt their 
lessons, and this time it’s truly different. I 
fundamentally disagree with this view. While 
there may be less obvious signs of outright 
greed observable in current financial market 
behavior than in some prior market cycles, 
bitcoin being the current notable exception, 
and while there may be more warnings 
offered by financial commentators along the 
way, I don’t think it’s an absolute requirement 
for investors to lose control of their faculties 
before a market boom and bust cycle occurs. 
Irrational investor behavior can sometimes be 
a contributing factor to asset price bubbles 
but the worst excesses only come to public 
light after the eventual crash, rather than 
during the manic run-up in prices preceding 
the crash. 

Setting greed and stupidity aside, I think 
the more obvious cause of market booms 
and their eventual bust is a version of the 
famous “Prisoner’s dilemma” – namely, that 
what is rational for market participants as 
individuals leads to a sub-optimal outcome 
for the system as a whole. Think back to the 
run-up to the GFC, and the now infamous 
quote attributed to Chuck Prince, the then-
CEO of Citigroup, in an interview he gave to 
the Financial Times before the crisis struck, 
i.e. “as long as the music is playing, you’ve 
got to get up and dance. We’re still dancing.” 
What is sometimes forgotten is the comment 
he made prior to his infamous dancing 
metaphor – namely that “When the music 
stops, in terms of liquidity, things will be 
complicated.” He was certainly right about the 
latter. I think Prince’s comment is a very good 
illustration that sophisticated financial market 
participants knew the situation in the run-up 
to the GFC was unsustainable in the long–run, 
but at that point in time they had no incentive 

to do anything other than actively participate 
in, and therefore reinforce, the build-up of an 
unsustainable asset price bubble. I think we 
may be in a similar situation now.

There is a fairly common market perception 
that asset prices have been seriously 
distorted by Central Bank actions since the 
GFC. How else can we reconcile the extreme 
caution demonstrated by business owners 
and company CEOs in “real” businesses, i.e. 
those operating without any backstop being 
provided by Central Banks, in conserving 
cash and limiting their investment spending 
versus the euphoria that exists in financial 
markets? What no one can quite figure out is 
how this current financial cycle should end. 
Lacking a powerful and obvious narrative for 
what will determine the end game, and faced 
with an unrelenting tide of central bank-driven 
liquidity flooding global financial markets and 
driving up asset prices, the vast majority of 
professional investors are forced to grit their 
teeth and invest into a market that they know, 
intellectually at least, is overvalued. But they 
cannot afford to step away from the market 
or they risk getting behind in the game of 
relative investment performance – hence the 
reference to the Prisoner’s dilemma.

Seeking positive returns

In trying to eke out some positive returns in a 
world where Central Banks are the dominant 
market participant buying up seemingly most 
if not all of the safest assets, investors have 
seen return premiums for longer maturities 
and riskier asset classes collapse. In today’s 
financial markets and relative to fairly recent 
history, investors are not being sufficiently 
rewarded for taking risks. I do not think that 
this was necessarily a desired outcome when 
Central Banks commenced their quantitative 
easing program. I believe at the time they 
thought quantitative easing would not need 
to be utilized for very long, and Central Bank 

Private investors in developed markets have been conditioned 
over the past decade to “buy the dip”. Central banks now have 
the fascinating but unenviable task of weaning investors off 
this type of behavior.
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Views on the potential way out 
in 2018

I think it would clearly have been preferable 
if economic policy makers had taken the 
opportunity afforded by the stop-gap measure 
of quantitative easing to introduce more 
fundamental reforms to the global economy. 
The fact they haven’t is a wasted opportunity, 
particularly as I think it is often easier for 
policy makers to introduce such difficult 
reforms when there is a sense of crisis, rather 
than when times are comparatively easy like 
today. Nevertheless, it is still possible that 
the global economy, the US in particular and 
possibly even the EU, could grow its way out 
of these problems if business investment 
takes off, particularly the kind that enhances 
productivity and introduces technological 
innovation into the workplace, rather than 
just more residential construction. If such 
a change in the composition of economic 
growth were to take hold before the financial 
cycle turns against us, then we could all 
breathe a huge sigh of relief and say we were 
finally through the aftermath of the GFC. The 
next priority would still be to introduce the 
structural reforms previously discussed, but 
at least we wouldn’t have to worry about the 
global economic recovery stalling at lift-off.

Which outcome is more likely? Will the more 
optimistic scenario of investment-led growth 
prevail or will debt-financed consumer 

7 See for example Figures 1.2, 1.5 & 1.25, IMF Global Financial Stability Report, October 2017. 

balance sheets and asset purchases would 
not get to the overblown levels that currently 
prevail. If quantitative easing had been a 
genuinely temporary fix, asset prices may 
not have diverged so significantly from levels 
justified by economic fundamentals. Rather 
like a fireman spraying water on a fire, flood 
damage eventually eroding the foundations of 
the building was not front of mind – they just 
wanted to put the fire out.

Unfortunately, the situation has gone on for 
too long. The danger is that if Central Banks 
move away from artificially inflating asset 
prices, a snap-back in prices and yields to 
levels more justified by fundamentals could 
tip us back into the same position we were 
in the throes of the crisis. After all, nothing 
has fundamentally changed. There has been 
no real effort by economic policy makers or 
politicians to undertake significant structural 
reforms with the objective of improving the 
productive potential and long run economic 
performance of major economies. Debt has 
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not fallen sustainably across the system 
– it has simply been moved outside of 
the regulated banking sector7. Significant 
international macroeconomic imbalances 
remain largely unchanged - those countries 
that were previously operating persistent 
current account deficits continue to do so 
(e.g. the UK and US), and those that were 
running persistent surpluses (e.g. Germany 
and the Netherlands) still continue as before. 
Banking regulators now look to have hit the 
pause button on further regulatory reform. 
Protectionism, or self-imposed political 
disruptions that have a similar impact (i.e. 
Brexit), threaten to jeopardize the smooth 
workings of global value chains thereby 
further undermining productivity and 
investment. 

In short, none of the things that should have 
been fixed while the supposedly temporary 
spell of Central Bank quantitative easing was 
underway have actually occurred.

It is still possible that the global economy could grow its way out of 
these problems if business investment takes off, particularly the kind 
that enhances productivity and introduces technological innovation 
into the workplace.
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A similar scenario applies to private equity, 
since valuations for private businesses are 
determined to a large degree by comparing 
them with similar companies listed in 
public markets. Debt markets are very 
favorable, with loose covenants on new 
borrowing. At the same time, the pressure 
on private equity fund managers to deploy 
capital is high given buoyant fundraising 
and correspondingly large amounts of dry 
powder. Competition for deals is therefore 
high and both the volume and pricing of 
deals in private markets have increased 
sharply.

spending hit a wall with no support from 
business investment? Will either scenario 
take hold before the next financial crisis hits? 
These are all great questions to which I must 
honestly say “I don’t know” - I wish it were 
otherwise. 

High valuations persist

History suggests that investors acquiring 
public equity securities at current high prices 
face a much greater probability of low or even 
negative real returns over the long run than 
would normally be the case in less extreme 
valuation environments. 

The counterpart to it being an expensive 
time for private equity managers to acquire 
new investments is that it also represents 
a favorable time to sell mature assets, 
particularly those that are performing well 
but even perhaps those that have not lived up 
to expectations. The comparatively narrow 
range of discounts offered by secondary 
buyers for private equity assets that vary 
markedly in quality is probably not going 
to survive a significant future downturn in 
valuations. This partly explains the current 
trend for older portfolio assets being traded 
more frequently on the secondary market. 
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Tax reform

There is widespread acknowledgment that monetary policy cannot be the only tool employed 
by economic policy makers to move the global economy back to a financially sound, high 
growth equilibrium path. All the other levers of economic policy need to work in coordination 
with that goal. Picking up on one example to see how the other levers of economic policy 
are currently being managed, a proposal put forward by the Republican-controlled legislature 
to cut US corporate taxes has, at the time of writing, just been approved in the US Senate. 
Generally, I think most policies that aim to reduce taxes for households and businesses are a 
good idea since they create greater incentives for corporate investment and entrepreneurship, 
so lower taxes generally help improve long-term economic performance, but their effect on 
the government’s fiscal position and the situation of the general business cycle needs to be 

taken into account. Nearly every commentary I have read suggests that the current proposal for US corporate tax cuts will increase the US 
fiscal deficit significantly. The only real difference among these commentaries relates to whether the tax cuts will lead to a permanently higher 
deficit, or alternatively, US economic growth will be given such a boost by tax cuts that the deficit will eventually shrink back to more normal 
levels over time. For what it’s worth, I err in favor of the structural deficit argument partly given the nature of policies being debated, which to 
me seem to put relatively more post-tax income in the hands of those households more inclined to save rather than spend the windfall, and 
partly because the US economy is fairly close to full employment already so any further stimulus could just lead to higher inflation without any 
sustainable increase in growth. For me, the time to run a looser fiscal policy in the US was some four-to-five years ago, not now. Reforming US 
taxation in a deficit–neutral fashion would be welcome I think, but unfortunately that doesn’t appear to be what is likely to happen.
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Our four investment themes
Healthcare – structural changes occurring

The core thesis underpinning most private equity healthcare investments in the current 
environment is predicated on significant structural changes occurring across the healthcare 
industry in most advanced economies. Advancing medical research has its own pace and 
momentum that is not strictly linked to the general state of the economy. At the same time, 
an aging population in most Western economies and some significant emerging economies, 
most notably China, can provide an attractive long-term profile for demand growth that is 
generally lacking in other industries. Finally, the need for structural reform in healthcare, 
including moving healthcare service provision out of the public sector and into private 
ownership, combined with the need to introduce greater efficiency through greater reliance on 
advanced information technology provides an investment opportunity tailor-made to private 
equity. 

Since 2010, healthcare business valuations have gradually become more expensive reflecting 
growing market recognition of the attractive macro fundamentals attached to the sector. Despite higher prices for healthcare investments, 
we still believe that careful selection of managers with the requisite skills and experience to identify niche opportunities in healthcare can 
generate compelling investment opportunities in an environment where seemingly everything is expensive, not just healthcare. 

IT – a barbell approach 

A select group of large publicly-traded technology 
companies, i.e. the so-called FAANG8 stocks, have strongly outperformed the 
broader public equity markets in 20179. The underlying dynamics of “winner take all” network 

externalities have allowed these businesses to achieve significant dominance in their respective market segments, and listed equity market 
investors have consequently rewarded them with rich valuations. Perhaps surprisingly, US anti-trust regulators have so far not paid significant 
attention to the dominant market positions enjoyed by these businesses; in fact, EU anti-trust regulators have lead global scrutiny of possible 
anti-competitive business practices employed by these companies. Current market valuations appear to imply that investors believe North 
American and other global regulators will not follow their EU counterparts in seeking to enforce anti-trust restrictions on the FAANGs. 
Personally, I would not put my faith in such an outcome, at least for the many years of strong earnings growth required of these companies in 
order to justify their current valuations.

Much market commentary focuses on the FAANGs, but the reality is that their fortunes (and valuations) have little bearing on the broader 
opportunity in the technology sector relevant for venture capital and private equity investors, aside from them sometimes utilizing their 
significant holdings of surplus cash to acquire the occasional portfolio company. Late stage and pre-IPO opportunities in the technology 
industry appear to be the most affected by current public market enthusiasm for technology businesses, but this is only one part of the 
opportunity and not one that we really focus on. Instead, we feel that a “barbell” approach is most appropriate, comprising early stage 
opportunities, which are the natural focus of strong venture capital fund managers, combined with buyouts of mature, cash-generative 
technology businesses by traditional buyout managers with requisite experience in the technology sector.

Similar to healthcare, innovations in the technology industry are not closely linked to the state of the business cycle. Furthermore, especially 
for early stage opportunities, relatively modest initial capital requirements and the potential for long gestation of successful business 
opportunities argues for a modest but still meaningful allocation to early stage venture opportunities. This should be focused on new and 
disruptive technology within an overall portfolio focused on traditional buyouts of established and profitable businesses.

8 Facebook, Apple, Amazon, Netflix & Google.
9 ‘Tech Surge Boosts Year’s Momentum Trade’, FT.com, November 23, 2017.

We feel that a “barbell” approach is most appropriate, comprising 
early stage opportunities….combined with buyouts of mature, 
cash-generative technology businesses. 
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Energy – operating efficiencies and a more sound footing
Commodity prices generally, and oil prices in particular, stabilized over 2017. Following a 
revision of Saudi Arabia’s previous policy of flooding global energy markets with oil in an 
attempt to drive out marginal high cost producers (especially US shale oil companies), prices 
have stabilized for the time being in the $50-60 a barrel range. Not that the Saudi actions over 
the past few years have been terribly successful in eliminating US shale oil producers. While 
some companies faced challenges in servicing debts they built up in order to acquire acreage 
in US shale plays, the US shale oil industry as a whole has responded to the Saudi actions by 
improving efficiency and is by and large able to develop and produce shale oil profitably from 
the most productive US fields at current prices. Spurred on by their own deteriorating fiscal 
situation and the desire by Saudi Crown Prince Mohammad bin Salman to push forward an 
aggressive program of economic revitalization in Saudi Arabia, global oil prices may be well 
supported around current levels for the immediate future, as the Saudis have little interest in 
seeing a lower oil price without any concomitant increase in their market share.

Nonetheless, successful energy investors need to be able to find profitable deals over the entire oil price cycle, and both the improvement in 
operating efficiencies as well as the more sober approach currently adopted by US shale oil companies in developing untapped resources 
suggests the sector is on more sound footing now than it was a few years ago. Commodities in general are more closely linked to the general 
business cycle that the previous two opportunities discussed in healthcare and IT, so we should be mindful of the greater cyclical risk in 
this type of investment. One should also soberly account for the growing risk of climate change policy in affecting the relative valuation of 
untapped energy reserves.

Infrastructure – with success follows imitation 
Across nearly all advanced economies, infrastructure investment has historically been funded 
primarily from general government expenditure, and this funding is currently curtailed due to 
the build-up of public debt and resulting fiscal pressure in a number of countries. Against this 
backdrop, the macro case for private sector infrastructure investment in stable regulatory 
environments is obvious. 

These positive market dynamics have allowed early participants to perform well but with 
success comes imitation and the pricing of deals in the private infrastructure market has 
been increasing for some time. Whereas the largest, most visible infrastructure deals are 
currently priced at seemingly extravagant levels, and will probably attract the most regulatory 
scrutiny over time thus embedding a further layer of risk in the assessment of future returns 
from these assets, it is in the second tier of size and market visibility that we believe attractive 
opportunities in the private infrastructure market exist.

It is also worthwhile remembering that in the long run, the success of private infrastructure investments and their role in diversified investor 
portfolios should be judged more for their ability to potentially deliver stable returns across the entire business and financial cycle, rather than 
just focusing on absolute performance than can be generated by this type of investing.

Summary

As investors, we do not get to choose the 
economic, political or financial landscape 
that we face. Instead we must develop 
strategies that have potential to deliver 
returns in spite of current challenges and 
are resilient in the face of unexpected 
shocks. In commenting on the focus areas 
of investment activity, namely healthcare, IT, 

energy and infrastructure, a common theme 
that emerges from them is some degree 
of independence relative to the broader 
economic and financial cycles. I think this 
approach is particularly appropriate where 
valuations are high and current economic 
policy settings appear to be unsustainable in 
the long run. There is no way to realistically 
predict when a market correction may occur 
or for that matter what might trigger it. But we 

can say with a growing degree of conviction 
that as market valuations have risen across 
the board and historical risk premiums 
have collapsed, the chances of a significant 
correction occurring have increased markedly.

In closing, I thought it apposite to remind 
readers of Stein’s law … namely that if 
something cannot go on forever, it will 
eventually stop.
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