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MONEY MATTERS

INVESTING – STAYING SAFE IN AN UNSAFE WORLD

Following Donald Trump’s surprise and controversial election as the 45th President of the United States 2017 could prove to be a year of great opportunity – or a year when we might wish we had taken cover. Everyone has an opinion, but no-one knows yet how things will really pan out.

This presents a dilemma for investors. Is this a time to be investing like mad or a time to get out of the markets and stay in cash? If you fail to take advantage of the opportunities you will regret it later when you see how much money others have made. On the other hand, if you invest heavily and things go wrong you could end up with big losses.

Psychologists Kahneman and Tversky in a 1979 treatise wrote that ‘People feel more pain from a loss than the pleasure they feel from a similar gain.’ This would explain why we are likely to lose far more sleep over a loss of 50% on an investment than we would over a 50% gain! This is known as ‘loss aversion’. A point worth keeping in mind when you are making investment decisions.
So what are the opportunities and risks right now?

Donald Trump has promised to bring millions of jobs back to America, reduce taxes and regulation. He has promised to spend billions on infrastructure and will increase military spending. All these things should be good for the US stock market. It should be a great time to be investing in anything related to manufacturing, infrastructure, defence-related stocks, commodities and energy. 

But one problem is that the US stock market is already expensive in terms of historical price to earnings ratios. Currently, emerging market stocks are twice as attractive by the same measure.  Emerging markets, however, could be hit by the threat of cancelled trade deals and punitive levies on imports to the US. 
Then again, we don’t know how geo-political factors such as the US relations with Iran, China and North Korea will play out. Tough talk could be just a negotiating ploy to reach firm and acceptable solutions or if no-one backs down there could be fireworks!

Inflation – friend or foe?

The strong US economy has already led the Federal Reserve to apply a couple of small increases to interest rates. If some of Trump’s policies are are put into practice they are going to lead to a rapid rise in spending and an inevitable acceleration in interest rates with accompanying inflation. A degree of inflation is not a bad thing if it comes with growth, but too much inflation will make it harder for borrowers and could lead to a recession, which is obviously bad for markets. 
Runaway inflation can also be disastrous for investors holding annuities or receiving a fixed income. British retirees living in Bali who receive a pension that is frozen from the day they left the UK would see the purchasing power of their pensions rapidly eroded, a double whammy following the devaluation of the pound as a result of the Brexit referendum.
But stocks are likely to rise in periods of inflation so it would be wise to be fully invested, but keep watch in case a recession is threatened. Those who remain heavy in cash are likely to see the real value of the cash seriously eroded over time. Gold is a more difficult one to call. It pays no interest so is a poor investment in times of high interest rates. It could well fall in value. On the other hand if there is serious inflation and the threat of a recession or any hint of political unrest gold may well surge as investors seek safe havens. A holding in gold is a useful form of insurance. 
Be wary of alternative investments
The Global Financial Crisis of 2008 / 9 saw global stock markets fall by some 40% to 70%. Major markets, particularly the US, recovered quickly through 2010 but the psychological damage had been done. 
Property was previously seen as a safe bet as it consisted of solid bricks and mortar, provided rental income and appreciated over time. When the credit crunch came many investors wanted to cash out but there were no buyers so many funds were suspended. Worse, in cases where funds had borrowed heavily the banks, as they do when there is a panic, called in their loans. In the case of one fund, Glanmore Property, this resulted in the complete collapse of the fund and the loss to investors of almost all their money once the banks had taken their share. 
Taking advantage of investors’ aversion to conventional assets a number of ‘alternative’ funds came on the scene in the two or three years following the crisis. They included a wide range of novel asset classes such as forestry products, a waste-to-energy project, litigation funding, credit factoring, venture capital, asset-backed lending, care homes, holiday camps, car park spaces, storage lots, and even burial plots. Most of the funds projected returns in the region of 10% per annum and boasted considerable security features. Regrettably the financial industry embraced many of these products in order to satisfy consumer appetite for funds that were not correlated with the perceived ‘risky’ stock markets.
While the investment concepts were often sound, the management of the funds in many cases proved otherwise and while some funds are still running successfully too many of them failed and the so-called security features proved worthless. Fraud was often involved. In one of the worst cases, seven British solicitors have to date been struck off for their part in the collapse of a fund. The fund had been established on the back of the Access to Justice Act 1999 in the UK which allowed third party funding of legal cases. Investors are now fighting for justice against the very people who are meant to uphold it.
The moral of this story is that while there are many attractive investment opportunities in the world, great care is necessary and at the end of the day it is safer to stay with conventional and well-established investment products unless you have plenty of ‘play money’ that you can afford to lose.
In the UK there is a Financial Services Compensation Scheme that meets the claims of investors who have lost money through fraud etc. Since 2001 the scheme has come to the aid of more than 4.6 million people, paying out a total of GBP 26 billion. So clearly problems are widespread. In the offshore world such protection is not available so extra care is needed when investing.
But failure to invest can be risky too

All investments bear risks, including failure to invest since cash in the bank or under the mattress will quickly lose its purchasing value when inflation returns. It is very important to keep some cash reserves however. Owning a stately home is useless if you can’t sell it and have no money to pay the bills.
But money designated for the long term needs to be wisely invested in a wide range of conventional asset classes including stocks, bonds, commodities and property. Be realistic with expectations and bear in mind that there is a direct link between risk and returns. Right now there are some great opportunities as well as dangers but diversification and staying the course will help you stay safe. 
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