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Politics and banking 
 
Within the UK, the recent noise has all been about the 
election.  It has been reasonably good tv.  However, as 
far as the markets are concerned, we believe the impact 
of the coalition will be rather muted despite some 
repricing of certain sectors and currencies. 
 
The real action is happening within the European 
banking system – an area of the market we have 
commented on many times. 
 
Banco Popular, once Spain’s fourth largest bank and 
sixth-largest lender, has just been bought by Santander 
for €1 (one euro).  Fearing for its ability to continue 
functioning, regulators stepped in and forced a sale - 
reminiscent of Lloyds and HBOS.  Banco Popular had 
reported €37.4bn in non-performing assets, losses of 
almost €3.5bn in FY2016, and depositors had been 
withdrawing as much as €2bn a day as the bank share 
price crumbled. 
 
Santander will be raising €7bn to plug the holes in the 
balance sheet of its new acquisition; recognition of the 
challenge that Santander faces in addressing the issues 
of its new bolt on.  The question we would ask if we were 
shareholders in Santander, is how much due diligence 
has been done?  Banco Popular had a balance sheet of 
over $150 billion consisting of hundreds of thousands of 
loans.   
 
The Spanish government and the European Commission 
have applauded the handling of the matter, and the Chief 
Executive of Santander called it a demonstration of 
“agility and speed” in an effective resolution to a potential 
crisis.  However, we would question whether anything 
has actually been resolved.  The non-performing loans 
and toxic assets still exist.  They just happen to now be 
on Santander’s balance sheet. 
 
If we were convinced this was an isolated incident, we 
would move on.  However, our concerns remain.  A 
number of smaller Italian banks are on the fringes of 
insolvency, and there appears to be no domestic bank 
with sufficient capital to perform a Santander-esque type 
of rescue.  The government is also severely financially 
impinged, so the chances of any state bail-out also look 
slim. 
 
Steve Eisman, the Fund Manager of ‘The Big Short’ 
fame, claims that Italian banks have not properly 
addressed their non-performing loans  “Billions upon 
billions are still on the books, written down to 50% of 
their original value, but the bid price is 20 cents. If they 
were to mark them down, they would be insolvent.” 
 
We find this disturbing given that it was over nine years 
ago that Bear Stearns collapsed into the arms of 
JPMorgan, arguably the first significant domino to fall in 
the 2008/09 financial crisis.  Why do these issues remain 
after almost a decade?  It is clear that political 
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involvement and Quantitative Easing has masked the 
pain, but parts of the system remain broken. 
 
So, if we are looking for a potential bear market catalyst, 
then the European banking system is the 
protagonist.  UK politics is just background noise.  
 

Infrastructure 
 
If it was not already, then ‘Infrastructure’ has become 
something of a buzz word since Donald Trump built a 
large part of his manifesto around his fiscal plans.  
New to market actively managed funds are being 
launched to capture the theme, but we question how 
much of the optimism around the US planned 
infrastructure spend is already priced into developed 
market companies. 
 
For example, the ishares Global Infrastructure ETF 
(dominated by developed markets such as the US 
and Canada) has an average price-earnings multiple 
of 20.48 and a price to book of over 2.  This appears 
to be fully valued, if not a little stretched even. 
 
We chose to continue building out our exposure to 
infrastructure via the iShares Emerging Markets 
Infrastructure ETF, which has much lower multiples of 
just 12.62 and 1.47 price earnings and price to book 
respectively – acknowledging there are a number of 
State Owned Enterprises within the fund. 
The Fund tracks the performance of an index of 30 of 
the largest emerging market companies active in the 
infrastructure sector, resulting is a portfolio of 
exposures predominantly to China, South America 
and the ASEAN bloc, offering very exciting growth 
prospects.   
 
We have long held a desire to build out our ASEAN 
and broader emerging market exposures without 
overpaying.  Via an infrastructure theme, we have 
been able to achieve this. 
 
The largest holding in the Fund is Airports of 
Thailand, the operator of six airports including 
Suvarnabhumi Airport (Bangkok), which has a 
capacity to accommodate up to 45 million passengers 
and operates up to 76 Flights an hour. 
 
Other notable holdings include CCR Group, which 
operates a portfolio of companies in road and rail 
transport.  CCR Group is one of the largest private 
infrastructure conglomerates in Latin America and is 
the leader in the Brazilian sector.  More than 2,400 
kilometres of roads are managed by CCR. 
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Korea Electric Power Corporation, which is the 
largest electric utility company in South Korea, 
responsible for 93% of Korea's electricity generation. 
 
Transneft, which is the largest oil pipeline company in the 
world, operating over 70,000 kilometres of pipelines and 
transporting c90% of the oil produced in Russia. 
 
CPFL Energia, which is the largest non-state-owned 
energy generation and distribution in Brazil and the third-
largest electric utility company.  Earlier in 2017, 
recognising value, a subsidiary of a Chinese power 
company acquired a 55% stake. 
 
With broad Emerging Market indices only trading around 
their longer term averages, and commodity prices still 
relatively subdued, there appears to be very material 
upside potential in this theme.  When that latent value is 
realised remains something of an uncertainty, but buying 
‘low’ means one is not overly reliant on a multi-billion 
dollar fiscal spend project to maintain the rating.   
 

Conclusion 
 

Put simply; we perceive the two risks to investing 
to be 1) the risk of capital and 2) the risk of 
missing out.  We are attempting to find a middle 
ground whereby we have enough value led risk in 
the portfolio to participate, without betting the 
house on markets continuing to move higher. 
 
A balance that we feel is appropriate for uncertain 
times. 
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