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A Guide to Investments
Over the last two months our series of articles on investments, penned by the Irish Association of Investment Managers, has given readers a general guide to investing a lump sum.  Today in the final article in the series, Gary Connolly*, summarises the main points from each of the articles.  All articles can be found on the IAIM website at www.iaim.ie.  

We started this series of articles by outlining the main criteria under which an investment should be analysed i.e. risk, expected return, time horizon, liquidity (or access) and charges (terms and conditions)

The first asset class we looked at was equities (or stock market investments).  Investment in equities can take place either directly (i.e. buying shares personally through a stockbroker) or indirectly via a unit-lined fund, where your money is pooled together with other investors to achieve economies of scale.  Equities, while very risky, have outperformed every other asset class over the long term.  Many peoples view on equities is informed by recent experience, which in the main has been adverse, due to the “bear” market of 2000 – 2002.  However, long term studies of equity returns (Dimson, Marsh, Staunton – 101 years of global investment returns) have shown that while equities are certainly more risky (than bonds or cash), the reward or return achieved over the long term has more than justified the extra risk taken (see table below).  The key take-away point from the articles on equities is that they certainly have a place in a well diversified portfolio and returns should be considered in the context of a multi-year time horizon (see graph showing the extremes of US asset class real returns depicted over various time periods. The volatility of equities over short time periods can be seen clearly. However, by extending the holding period, the distribution of returns narrows.)

Table 1: Risk adjusted return – US asset classes 1900 - 2003
	 
	Aritmetic average return
	Std Deviation
	Risk/ Reward

	Equities
	6.3
	20.3
	3.2

	Bonds
	1.9
	10.0
	5.3

	Cash
	1.0
	4.7
	4.7


Source: Dimson, Marsh & Staunton, Triumph of the Optimists: 101 years of global investment returns

Figure 1: US asset class real returns over different time periods
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The series then looked at Commercial Property.  The Irish love-affair with property continues unabated (predominantly residential property).  One only has to look though the property pages of the daily newspapers for evidence.  With many of the opinion that the Irish property party of the last decade is well past midnight, places as far-flung as New Zealand are being advertised. 

Commercial property, in the form of office buildings, retail shops and industrial warehouses is available to retail investors through unit-linked funds from insurance companies and fund managers.  Investment returns have been stellar, particularly in light of more recent declines in the stockmarket.  The cycle of property returns is much less volatile than that of equities. For investors seeking strong long term returns that are largely independent of equity returns, commercial property is ideal.  Again, most peoples view on property is informed by recent experience, which has been almost universally positive.  You should bear in mind the potential pitfalls and remember that property can go down as well as up (don’t forget the property crash in Japan, the UK, the US).  Property is a cumbersome, illiquid asset and investors should be prepared to invest over a long period of time.

We also looked at capital guaranteed products.  This is not a separate asset class to equities, property, bonds or cash, but a derivative of one or all of them.  There has been a virtual stampede into capital guaranteed products (mostly in the form of stockmarket tracker bonds) over the last two years (in 2003 there was net inflow of c. €500m into tracker products offered by IAIM members).  The hook or “sizzle” with these particular products is access to stockmarket growth, without the risk i.e. worst case scenario you get your original investment back in 5 years time (or so). In hindsight this would have been a very valuable offer 4 years ago.  

Milton Freedman may well have had tracker bonds in mind when he said “there is no such thing as a free lunch”.  There may well be a large cohort of investors that would place a high value on a capital guarantee in 5 years time on an equity-based product. However, there is a an implicit cost in the terms and conditions on tracker bonds which are paying for the capital guarantee.  Because investors in tracker bonds are not entitled to the dividend (in the majority of cases), this is the equivalent of a 2-3% annual charge (depending on the index being tracked).  And this is ignoring cases where the participation in the return of an index is less than 100%.

That said, tracker bonds have their place in the investment product spectrum.  For more cautious investors that are willing to forsake the potential extra return (that investing directly would offer) in exchange for a capital guarantee, tracker bonds are ideal. However, Caveat Emptor.

Bonds or Government Gilts were featured in the series also.  Bonds have long been thought of as the poor cousin to equities from an investment viewpoint. Much of this is related to long term performance figures, which rate bonds significantly behind both property and equities. The stockmarket decline of 2000 – 2002 has largely unwound this perception.

For the more risk adverse investor, bonds are an attractive asset to hold in a portfolio.  When owned directly, the investor receives a periodic interest payment (coupon) from the Government (or company in the case of Corporate bonds).  At maturity the original capital sum is returned.  So unless the Irish economy goes into default, it’s as safe an investment as you are likely to find.  In the case where you invest in a gilt fund that is managed on a discretionary basis by a fund manager, there is no guarantee.  Bonds, much like equities, are tradable securities, the value of which will rise / fall depending on a number of factors (interest rates, inflation, credit rating etc).  A bond fund manager may not hold the gilts in his / her  portfolio until maturity, so there is a risk of capital erosion.  This may be news to some people, as these funds are sometimes confusingly called fixed interest funds (and often associated with bank deposits).  That said, over multi year time horizons, bonds have historically provided positive returns (see graph on US asset class returns).

Bonds can add much needed diversification to a portfolio and act as a hedge against an economic downturn (usually when bonds perform well).

Under alternative investments we looked at:

· Private equity

· Hedge funds

· Ethical investments

Private equity is any equity type investment in a company that is not listed on a stock exchange.  It is often perceived as high risk and illiquid.  While it is certainly niche in terms of its attraction / availability to the retail investor, returns can be shown to be quite uncorrelated with traditional asset class returns.  This would make it a very useful investment (in terms of diversification) to hold alongside equities (quoted), bonds, cash and property.

The term ‘hedge funds’ covers a multitude.  It is very difficult in the space of a small article to do justice to such a wide and varied topic as hedge funds. Much like private equity, heretofore, hedge funds have been perceived as very risky and an investment that is very niche, or available only to a select few.  This perception is changing rapidly.  Hedge funds are becoming more mainstream particularly in light of the equity “bear” market as investors search for returns independent of stockmarket conditions.  

There has been an explosion in the number of hedge funds available and the quantity of assets invested in these vehicles, over the last decade. More and more investors are enquiring about hedge funds and there has been a corresponding demand-pull effect. Despite burgeoning demand, hedge funds are still in their infancy. 

From an investors viewpoint, the advantage of hedge funds is there ability to generate returns that are independent of stockmarket conditions (i.e. whether equities rise or fall).  And it is not just equities that hedge funds invest in; currencies, bonds, interest rates, commodities are all covered under the hedge fund spectrum. The takeaway point from the article is the additional return you can achieve by investing in hedge funds without increasing risk significantly.

The final article looked at ethical investments.  Demand for ethical investments has been on the increase for a number of years, but they have become particularly popular in the last 2/3 years.  The basic premise is that you invest in a fund that applies “socially responsible” criteria to the selection of the stocks it owns.  In this way the investor is making a statement of preference for companies that are trying to generate returns for shareholders in a socially responsible or ethical manner.  Importantly, there has been no diminution to return to shareholders from investing in this way.  

Ethical investment is an area of much increased investor attention.  What drives equity markets is supply and demand.  The greater the demand for ethical-type products, the more companies will change their behaviour (in the way they conduct business).  Companies will find it increasingly difficult to conduct business in a manner that is not deemed to be socially responsible as ethics move up the scale of preferences for investors. Ethical investing, while fairly niche, looks set to become an increasing part of the investment landscape over the next number years.

For access to any of the articles written by the IAIM see www.iaim.ie under personal investment articles.

* Gary Connolly, Setanta Asset Management, is Chairman of the IAIM Retail Committee
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