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The King is Dead, Long Live the King

As you may be aware, Mr. Saxena has left us, deciding on a career change. We wish him well. Our Investment Committee is temporarily 
reduced to 7, but be assured, our fundamental views remain unaltered. We have taken this opportunity to improve the format of the 
newsletter, which we hope will provide more general interest and demonstrate a greater depth to our investment advice.

We would welcome your feedback on this first new issue, positive or negative. Email to sgollop@bridge-water.com or comment 
via our website www.bridge-water.com.

We hope to hear from you.

Stephen P Gollop
CEO
Bridgewater

Economic Review

THUNDERSTORM OVER DETROIT! - On March 15th General Motors, the world’s largest car 
manufacturer, announced that its credit rating had been downgraded and it expected to lose $1.50 
per share in the first quarter alone. This stunning revelation caught many people by surprise and 
prompted investors to drive down GM’s share price by over 10% in that one day. This was followed 
by a similar announcement from Ford Motor Co. that it would not meet its 2005 earnings forecast 
and that its credit rating had likewise been cut. (On the other side of the Atlantic MG Rover, the 
last UK-owned volume car maker, meanwhile ceased production and went into administration, 
putting the jobs and pensions of 6,000 workers at risk.)

If the old saying “As goes General Motors, so goes America” holds true, then the markets could 
be in for a rough time ahead. Let’s take a closer look at what’s going on here.

During 2004, General Motors tried to pump up its sales with circus-level rebates for auto buyers 
of more than $5,000 per vehicle (the entire U.S. auto sector gave an average $2,700 rebate on 
every vehicle in 2004, but GM doubled those of the other makers). When, at the beginning of 
2005, it tried to reduce the rebates somewhat against a backdrop of rising oil, gasoline, steel, and 
industrial commodity prices, its total auto sales plummeted and GM hit a wall. January sales were 
9% below a year earlier, and February’s were down 13% despite a sudden re-introduction of lower 
prices in mid-February. Apart from competitive market factors and rising commodity prices GM’s 
greatest concerns are its underfunded pension scheme and high levels of corporate debt.

While most people think of GM as a car company, 80% of its 2004 earnings actually came from 
General Motors Acceptance Corporation (GMAC), its financial division, a huge $300 billion 
credit finance company. GMAC is far larger than all the other combined parts of its parent General
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Motors, and its debt, at about $260 billion, is larger than that of any other US corporation except 
the huge government-sponsored Federal National Mortgage Agency (Fannie Mae). GMAC does 
more than just auto financing; in fact the majority of its revenue comes from consumer credit, 
insurance and mortgage financing.  This division provided GM with most of its profitability - 
until now. Just as with GM, the financial industry was responsible for 50% of corporate profitability 
in the US, yet with rising interest rates and the prospect of increasing defaults by overleveraged 
consumers this is likely to change dramatically in the near future.

The current credit rating on GM’s bonds is already just one notch above junk status with a “negative 
outlook” from Fitch rating agency. Rising interest rates and hence higher refinancing costs for 
GMAC debts may well tip GM over the edge shortly which in turn would put huge downward 
pressure on the stock-market, the dollar and dollar bond markets. Unfortunately, rather than being 
an odd exception, the case of General Motors is actually symptomatic of the US economy at large.

Since the gold standard was abandoned by Nixon in 1971, a notable and unsustainable increase 
in debt accumulation and deficit spending can clearly be observed throughout the US economy. 
Given the rapid acceleration of debts over the past several years we would like to provide a brief 
update on latest developments.

Throughout the 1970s, for every dollar of 
increase in productive GDP there was a $4.25 
increase in debts. However, during the 2001-
04 period, when real GDP stagnated, debt grew 
hyperbolically with each dollar of increment in 
real GDP requiring a $63.51 increase in debt. 
This trend signifies that the U.S. economy's 
current indebtedness can never be paid off out 
of the real productive portion of the economy 
and that the debt bubble's upward flight is nearing 
an end. (Chart 1) 

But is all this deficit spending really just a 
problem of the United States? According to 
Standard & Poor’s, the world’s leading rating 
agency, not so! Browsing the Financial Times 
recently we came across an interesting projection 
on sovereign government bond ratings below.
(Chart 2)

As can be seen from Chart 2, the acceleration in unsustainable deficit spending is indeed a global 
phenomenon, which is one of the main reasons why we believe that the most important investment 
theme over the coming decade will be a price surge of hard tangible assets like gold, silver and 
various commodities against all major world currencies and bonds, with price movements of 
various un-backed currencies against each other being only of secondary importance. Tangible 
assets are virtually outside the financial system and cannot be defaulted on nor can their value 
be eroded through excessive inflation. (Unsustainable debts have historically tended to result in 
high or even “hyper-inflation”. Turning on the printing press is a convenient way of paying back 
debts that cannot effectively be repaid out of productive GDP.)

(Chart 1)



www.bridge-water.com	 contact@bridge-water.com

Ironically, just next to this 
chart, the Financial Times 
posted another article 
h e a d l i n e d  “ F r e n c h  
Government's issue of 50 
year bonds three times 
oversubscribed.” Well, we 
wonder who is so clever to 
buy these bonds, locking in 
record-low interest rates (for 
50 years) in a rising interest 
rate environment, in an asset 
class yielding lower returns 
t h a n  t h e  a c t u a l  r a t e

Getting it Right

If they are so awful, why do so many of us have one?

Like so many of us, Mr. Roberts is enjoying life in Hong Kong, spending lots and investing 
nothing…but he will next month!

Next month he is going to review options for saving on a regular basis, because he knows he 
needs that discipline. He has read the press and is well aware that regular savings plans are 
designed to produce massive commission, have little opportunity of generating good returns and 
commit you to paying premiums until you are too old to enjoy the proceeds. But at least he’ll 
build up something, and won’t be able to raid it every time he’s a little short of cash. Plus paying 
by credit card earns air miles!

This perception is a slight on our fine industry and we would like to stand up and vehemently 
announce that this is …all too often true.

However regular contribution plans can provide a very effective means of building up a lump 
sum. There are some excellent products on the market and here are some tips to help you find 
them:-	

•	 Fund selection must be wide and offer numerous fund houses and asset classes.	
•	 Charges. 5% of contribution is far too much.	
•	 Term of Contract. Always select a fixed term contract, with maturity being on the earliest 		

date you anticipate needing the funds.	
•	 Premium. Calculate your maximum affordable figure and reduce it by 25%.	
•	 Make sure the adviser is registered with the SFC. No one else can offer investment advice, 		

recommendations or ongoing management.	
•	 Your adviser should be INDEPENDENT, only they can select from a vast array of companies, 		

others will be limited to just one. 	
•	 Flexibility. No one knows the future. Cost effective access to the capital before maturity 			

and temporary cessation of premiums may be required.

US, Germany, France and UK face junk debt status

of inflation (real inflation is higher than the CPI index) and in a bond which Standard & Poor’s 
expects to be junk status before even half of its term is expired? - Beware of long-term bonds!!!

(Chart 2)
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	•	 If in position of influence with employer, consider suggesting a pension scheme, the Inland 		
Revenue pay nearly 1/6 of your premium for you i.e. tax relief.

If you are considering the use of the multi named (trying to confuse you) variable/flexible/unit 
linked whole of life plan for investment…DON’T. They generally fail to meet any of our criteria 
except contribution level!

So, now Mr. Roberts has something to do…next month!

Investment Focus

GROUND RENT– While interest rates in Hong Kong remain near their historic lows, investors 
face a challenge in generating a reasonable and sustainable return on their savings.

An interesting asset class to consider is a UK ground rent fund.  Ground rent is a sum of money 
paid to a freehold owner of land by a leasehold user, and may be likened to the payment of 
Government rates on land in Hong Kong. 

Ground rent dates back to the Feudal system in England, when the aristocracy would lease their 
land out for farming or other development.  The freehold owner of the land retained absolute 
title and charged a ground rent to the leaseholder, who enjoyed the rights of use and possession 
for the term of the lease, typically 99 years. 

Ground rent funds are a low risk investment with little correlation to interest rates or the cost 
of housing.  Because the leasehold possession of land can be bought and sold, its value will 
fluctuate with the overall property market.  However, the only entitlement of the freeholder is 
ground rent, which is determined at the outset of the lease contract and remains stable throughout 
its term regardless of conditions prevailing in the real estate market.

Ownership of the freehold title provides highly secure income, as the ground rent must be paid 
or the lease on the land will be forfeited together with any buildings thereon.  In fact, the 
freeholder’s right to take possession of any buildings has priority over a bank’s mortgage.

The ground rent is usually doubled when a leaseholder requests an extension or requires consent 
to modify the lease for alteration or development of a property.  Otherwise, most leases provide 
for the ground rent to double every 25 to 30 years.  The best fund managers will further enhance 
their income by actively managing and maximising the use of their land.  For example, they 
may lease areas of higher elevation to mobile phone companies for transmission towers. 

Ground rent funds have generated steady returns of 8 – 10% each year for the last 10 years.  
These investments can also be hedged so that US dollar or Euro based investors enjoy similar 
returns with no risk of adverse movements in exchange rates.

Disclaimer: The views and suggestions expressed in this newsletter are purely those of Bridgewater and should 
not be taken as advice or recommendations.  We take no responsibility for action taken as a result of reading 
our newsletter.  If you would like to receive more information regarding our total range of services, or receive 
the newsletter and other updates directly (including English and Chinese seminars), please register on our website 
www.bridge-water.com or e-mail contact@bridge-water.com.


