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Equities II
Last week we looked at investing directly in equities, under the categories of risk and return.  This week we continue the analysis under the remaining headings - time horizon, liquidity, charges /terms and conditions.  

Time Horizon 

As discussed in the 1st article in the series, it is important to set out your investment goals.  Analysing the investment objective will determine the most suitable type of asset for reaching this goal.  In most cases the investment objective will determine the time period over which funds are likely to be invested.  In the case of equities, an investment period of five years is the standard suggested minimum time period.  Time horizon and timing are not unrelated in this context.   Historically a five year time period has been sufficiently long to ride-out stockmarket volatility and achieve a reasonable return.  However, few need reminding of the ‘bear’ market of 2000-2002.  Those unfortunate enough to have invested in equities at the beginning of the ‘bear’ market will require a time horizon far longer than five years, to achieve a reasonable return.  If timed well, five years may prove ample, but in reality investors should consider a longer period of time if investing in equities.  In the graph below, the extremes of US asset class real returns are depicted over various time periods. The volatility of equities over short time periods can be seen clearly (over 1 year periods the maximum return was 61% and the minimum return was –42%, based on the 78 years of data). By extending the holding period, we can see that the distribution of returns narrows. Over the past 78 years (1925- 2003) the worst 20-year real return for equities was zero and the highest +13.2% (annualised). Extending the time period lowers the probability of a negative return, but does not rule it out. Equity investors should be prepared to invest over a long period of time, how long may be determined by the timing of the investment.    

Figure 1: US asset class real returns over different time periods
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Liquidity 

In the strict sense, the term liquidity refers to the ability to convert an asset to cash quickly.  Equities, by this yardstick, are very liquid. However, investing in equities via unit-linked/ pooled-funds can sometimes restrict liquidity.  Generally, pooled-fund structures are marketed on the basis of a five-year view.  In many cases this is as much to do with the charging structure as it is based on historical performance and volatility studies.  For the purposes of equity investment, a long time period is recommended, and as such liquidity is not the most important consideration.  Suffice to say, equities are a liquid asset, and if investing directly, cash can be realised at short notice.  

Charges/terms and conditions 

The decision to invest in equities should not be influenced by charges, although the decision as to how to invest (either directly or through a pooled fund) will often times be influenced by the cost.  One of the underlying themes of this series of articles on investment is the benefit of diversification, i.e. spreading your investment across the various asset types (bonds, cash, equities, property) and also diversification within asset categories.  In attempting to achieve adequate diversification when investing in equities, charges can be an important factor.  Stockbroking fees can be expensive (sometimes even prohibitive) where the sum of money involved is ‘small’.  An attempt to diversify across a number of sectors/geographies through direct equity investment, can accrue very high costs.  In many cases, investing via pooled fund structures (where funds from other investors are pooled to achieve economies of scale) is a neat solution. 

Terms and conditions of direct equity investment should not be overlooked.  Direct stockmarket investment and pooled-fund investment are not directly comparable.  

· By investing in pooled funds, discretion over individual stock decisions is handed over to a professional fund manager.  

· The tax position is also a little different both in terms of allowances and the applicable rate of tax.  

In buying shares consideration should be given to the paperwork involved, particularly in relation to tax, which is self assessed. Where dividends are paid on shares and the investment is spread across a number of different companies, keeping up to date with tax can be particularly onerous. An accountant will usually help here, but the cost should be borne in mind.  

Next week we will look at the advantages of investing money on a ‘pooled’ basis through unit-linked funds and unit trusts.

Gary Connolly, Setanta Asset Management, Chairman IAIM Retail Committee
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