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HERE COME’S THE FEAR AGAIN

The world today feels like a troubled place, with populism on the rise, Donald Trump in
the White House, Kim Jong-un with his finger on a nuclear button, the looming Brexit cliff
edge and the prospect of higher, even punitive, taxation of a Marxist-inspired Chancellor-
in-waiting. Remember, bad news hits the headlines, whilst good news is often boring
and unsensational.

“"When I look back on all these worries, I remember the story of
the old man who said on his deathbed that he had had a lot of
trouble in his life, most of which had never happened.”

Winston Churchill
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Worries over the present can cloud our logic

Gaining perspective is sometimes not that easy. Modern life swamps us with so much
news, information and punditry, which focuses on the here-and-now, that it is easy to be
overwhelmed with the feeling of doom and gloom.

The list of things to concern us is long and worrisome: Donald Trump leading the free
world, a nuclear-armed North Korea; an increasingly fractious Brexit process and looming
cliff-edge; a Marxist-inspired Chancellor-in-waiting; global warming and the US
withdrawal from the Paris Accord; Islamic terrorism.

If we don’t worry for ourselves, we do so on-behalf of our children and their children in
turn. That is only natural, but it can feel a little overwhelming and unsettling at times.

The natural extension of this is to worry about what the impact of all this doom, gloom
and uncertainty will have on your portfolio and in turn, on your future wealth and
expenditure goals. The first mistake is to believe that the world is falling apart around
our ears. It most certainly is not.

Focusing only on the downside exacerbates the level of stress and worry and may tempt
some into repositioning their portfolio based on of what might - or might not - happen in
the world. At worst, some might retreat to ‘safe’ cash, something it most certainly is not,
having lost more than 15% of its purchasing power since the Credit Crisis. There are a
number of reasons why portfolio tinkering is unlikely to be a sensible course of action.

Reason 1: Today’s ‘unprecedented’ turmoil is no different to how
it’s always been

Today’s worries dominate our thinking; but can you remember what you were worrying
about a year ago, or two years ago?

Take a look at the chart below, which provides the monthly performance data for global
equities. Does any time in the past look any less volatile than returns of late? It is for
that very reason why most investors do not own 100% risky assets, such as equities.
Holding short-dated high-quality bonds is an insurance policy that dampens portfolio
return volatility and provides resilience at times of true equity market trauma, like the
technology stock crash of the early 2000s and the credit crisis in 2007-8.

Figure: Equity markets are always volatile
25%
20% - EMSCI World Index (net div.)
15% -
10% -
5% -
0%

_50/0 4

Monthly return %

-10% -
-15% A

-20% -

-25% -
Jan-76 Jan-81 Jan-86 Jan-91 Jan-96 Jan-01 Jan-06 Jan-11 Jan-16

Data source: Morningstar Direct © All rights reserved. MSCI World Index (net. divs.) Jan-76 to June-2017

Millen Capital Partners LLP is authorised and regulated in the United Kingdom by the Financial Conduct Authority. b |2
age
The registered office address of the Firm is: 10th Floor, Horton House, Exchange Flags, Liverpool, L2 3YL. 9



THE FEAR M".I.EN
DECEMBER 2017 CAplTAL

Another way to place worries in perspective is to look at the long-term data for a global
balanced portfolio with 60% in equity-like assets and 40% in safe bond assets since
1985, after the effects of inflation. On a gross basis, every £100 of purchasing power at
the start grew to over £600 by October 2017, despite all the major economic and political
events that occurred over this 30-year period. The overwhelming take-away is to
acknowledge the relentless upward trajectory of purchasing power for those who are
patient and disciplined enough, to stay the course.

Figure 1: The relentless growth of purchasing power, despite World events
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Reason 2: bad news sells - so don’t ignore the underreported good
news

We are all aware that bad news sells. For example, the Office for Budget Responsibility
(OBR) - set up in 2010 to monitor and forecast the progress of the UK economy - has a
‘gloomy’ forecast for growth of ‘only’ 1.4% for 2018. Sky News, for example, led with
the depressing headline 'Gloomy budget as UK slashes growth outlook’. This needs to be
balanced out by the good news that one rarely hears about.

The UK economy is still growing; remember that this slow down comes after a period of
growth that has outstripped much of the developed world - particularly the rest of the EU
- for the past few years. We seldom hear about the fact that the UK GDP regained its
previous high of 2008 in 2013. Why are we still so depressed about the UK economy
today, when everyone was pretty cheery with its size in 2008? Unemployment is now at
a 40-year low at 4.3%; 32 million people are in employment compared to 30 million in
the 2008 boom times of the Gordon Brown era’. We spend more on health care than the

1 https://ig.ft.com/sites/numbers/economies/uk
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OECD average despite the ‘savage’ cuts to our healthcare system reported by the media.
It is instructive to note that the Department of Health in England’s budget is £123 billion
in real terms for 2017/18, whereas in 2008/9 the budget was £112 billion?.

Irrespective of political persuasion, most would acknowledge that the budget deficit (the
amount that the government outspends its receipts) in 2009-10 of £152 billion (9.9% of
the UK’s GDP) had to be tackled urgently. Today it has been brought down to around
£45bn (2.3% of GDP), a much more manageable level® through the Government’s
austerity plan. It is important not to lose sight of what has been accomplished (and
recognise what still needs to be done to balance the books). It is not all bad news.

Reason 3: the danger of conflation of ‘what ifs’

The human mind likes stories and in themselves these stories may lead to what appear
to be rational outcomes on which some action, or another, could or should be taken.
What we often fail to realise is that the seemingly logical outcome is highly unlikely; we
have failed to multiply the probabilities of each sequential outcome together. Imagine
that there is a chance that we fall off the Brexit cliff-edge without a deal. A
sensationalist news story might go something like: ensuing chaos at the ports, food
supplies fail, supermarket shelves stripped bare, rioting ensues, followed by the violent
overthrow of the government. The reality is that this seemingly plausible scenario is
based on a succession of low probability events. Even if each of these has a 50%
individual chance of happening, when we multiply them together we find that the chance
of this sequence of six events coming true is less than 2% (50% to the power of 6), so
there is a 98% chance some other outcome will be experienced. Think hard about the
stories you read and hear.

Reason 4: the futility of futurology

Futurology is the financial markets’ version of astrology. There is a huge industry out
there from the IMF and the UK’s Office for Budget Responsibility (OBR) to investment
banks, academics and BBC reporters all peddling their own view of the future. These
futurologists have one thing in common; they are nearly always wrong in their
predictions, and are rarely held to account for their poor forecasts. The OBR, for
example, who recently pronounced on the state of the UK economy - which the
Chancellor used as the baseline in his November budget — has a pretty poor record of
forecasting the UK’s economy. The conflation of ‘what ifs” adds to the problem.

'The futurology fixation has also distorted the public’s understanding of how economies
really grow - not by government diktat but by liberating entrepreneurs to create
businesses that will develop in ways no statistician can predict. The Georgians
understood this and managed to unleash the Industrial Revolution without the aid of
economic forecasting.”’

Iain Martin, The Times, 23 November 2013

The UK is a highly entrepreneurial economy; in 2016 in the UK a staggering 650,000 new
companies were launched, which is a new record®. Supporting and unleashing this
dynamism, energy and potential could deliver amazing results for all. Take the
futurologists with a pinch of salt.

2 https://www.kingsfund.org.uk/projects/nhs-in-a-nutshell/nhs-budget
3 https://www.economicshelp.org/blog/5922/economics/uk-budget-deficit-2/

4 Centre for Entrepreneurs (CFE)’s analysis of the latest Companies House data
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As we all know, data is used to score points in support of the data-user’s viewpoint. A
recent example of how the use of true facts can materially alter perceptions bears
witness to this danger. The Institute for Fiscal Studies — a well-known, respected and
influential body - ran a (non-scientific) straw poll to illustrate the point®>. They asked the
question: Broadly, do you think the UK tax system is fair?

The participants were randomly divided into three groups. Group 1 were just given the
question. The second Group 2 (defined as the 'rich pay a lot’ group) were given two true
facts:

e The point at which income tax starts to be paid has increased in recent years. 4 in
10 adults now pay no income tax.

e The income tax system is top-heavy. The top 10% of income taxpayers pay 60%
of all income tax.

The third Group 3 (defined as the 'rich don’t pay a lot’ group) also received these two
true statistics:

e The richest 10% of income taxpayers earn more income than the entire bottom
50%.

e Someone earning £45,000 faces the same income tax on an extra £1 of earnings
as someone earning £145,000.

The results were interesting: 51% of Group 1 thought that the tax system was unfair;
only 33% of Group 2 thought it was unfair; whereas 72% of Group 3 thought it unfair.
Be aware that simple statements of fact can be both very influential and misleading.

It is normal to be worried about the potential impact of what is going on in the world and
how this will affect markets. The reality is that you are not alone; in fact, all active
investors have some view on how Trump, Brexit, Merkel’s problems in Germany, or the
Federal Reserve in the US - to name a few - will impact bond and equity prices. These
global, diversified view-points are already reflected in the equilibrium price of securities,
agreed freely between buyers and sellers. If all known information is reflected in market
prices, then it is only the release of new and unknown information that should move
prices. The release of this new news is, by definition random and thus security prices are
too. The title of Professor Burton Malkiel’'s book ‘A Random Walk Down Wall Street’
describes this perfectly.

If markets only move when new information is released, it may be evident why very few
investment managers exhibit persistent skills in either stock picking or timing when to be
in or out of markets.

Today’s concerns such as Brexit, Sterling’s weakness, potential tax rises in the event of a
Labour government, and Donald Trump in general, are endlessly recycled through the
24/7 media soundbite process, alarming some who are invested in the markets. Well-
structured investment portfolios seek to ensure that any market conditions can be
weathered in the future, whatever drives these storms. It might be helpful to reiterate
the core structural strengths of your portfolio.

> https://www.ifs.org.uk/publications/10038
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Your portfolio is globally diversified

Your portfolio has well-diversified exposure to developed equity markets and emerging
market economies and companies, which will help to mitigate any UK-specific market
falls. Equity markets as a whole might be volatile, but that is the nature of equity
investing, and being diversified will help.

It is also exposed to non-Sterling currencies such as the US dollar, the Yen and the Euro.
In the event of, say, a messy Brexit divorce and/or the collapse of the Conservative
government, a fall in the value of Sterling is possible. Ironically, any fall is beneficial to
your portfolio as the non-Sterling denominated overseas assets that you own are now
worth more in Sterling terms. In addition, the overseas earnings of any UK companies
(about 70% of all earnings of FTSE 100 companies) will convert back to higher levels of
Sterling.

Owning short-dated, high quality global bonds delivers strong defensive
qualities

The primary defensive assets in your portfolio — designed to provide protection at times
of equity market trauma - are short-dated, high quality bonds. At times of market
uncertainty, money tends to flood from more risky assets (equities and low quality
bonds) into high quality bonds, driving yields down and prices up. These bonds are
diversified across global bond markets, reducing the risk of falls in bond prices in the UK,
perhaps due to credit downgrades in response to Brexit concerns.

We absolutely understand that the news barrage we all face can be unsettling and create
uncertainty and stress. If you feel this way, then try not to listen to the news as much,
seek out alternative viewpoints and facts and be confident in the power of capitalism -
and the dynamism of the UK - to see us through. Finally, and most importantly, feel
comforted that your portfolio is already structured to manage whatever the markets
might throw at it down the line and tinkering with it is unnecessary and most likely
detrimental.
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This article is distributed for educational purposes and should not be considered
investment advice or an offer of any product for sale. This article contains the opinions of
the author but not necessarily the Firm and does not represent a recommendation of any
particular security, strategy or investment product. Information contained herein has
been obtained from sources believed to be reliable, but is not guaranteed.

Past performance is not indicative of future results and no representation is made that
the stated results will be replicated.

Errors and omissions excepted.

Millen Capital Partners LLP is authorised and regulated in the United Kingdom by the
Financial Conduct Authority (FCA) (FRN: 518934), is registered in England and Wales
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