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PROFESSIONALS’ VIEW – MARCH 2010

The value of investments can fall as well as rise and past performance is not a guide to the future.  This publication is intended for professional use only and not for distribution to the General Public. The information contained within this document is for guidance only and is not a recommendation of any investment or a financial promotion.

Theory v Real Life:

One of the problems with real life is that it does not always follow the path that it should. One can make the best theoretical case for something to happen yet “real life” may not listen. In the worlds of academia, science and economics- knowledge- even when it is exact, does not often lead to appropriate actions because we tend to forget what we know already. This is the situation that appears to be currently manifesting itself in relation to global debt issues.

In his book “The Black Swan”, Nassim Taleb suggests that “we tend to look for examples that prove our theories, which can be easy to find.” The climate change debate is a great example of this in modern times. Those who believe that the world’s climate is changing point to the inconsistencies of our seasons (warm winter followed by cold winter, long wet summers) as proof that the temperature overall is rising, whilst the non-believers point to those same inconsistencies as proof that the climate is doing no such thing (cold winters + mild wet Summer does not equal anything other than a typical British climate through the ages). We ignore other aspects that do not agree with our views and thus ignore some important factors that can change the very outcome that we have talked ourselves into believing. 

In short, we remember the things we’ve got right at the expense of the things that we’ve got wrong.

We are seeing this trait clearly among economists and fund managers at the moment. Those who were caught out by the banking crisis in 2008 are seeing their portfolios recover sharply and now believe that they were right all along. The highest common denominator among fund managers is to say that they think that x or y will happen in the next few months. What they really mean is that the hope x or y will happen.  There’s a big difference.  

Greek Debt: Modern Day Trojan Horse?:

Take the issue of the Greek debt as an example. We are hearing a number of confident statements such as, “Greece will be bailed out,” and “the Eurozone will not let Greece go under.” These are all very reassuring, but are they statements of fact or hope?  

The latter looks more likely following the Greek Deputy Prime Minister’s outburst against Germany. In a rant more in keeping with Basil Fawlty than a European statesman, Theodore Pangalos said Germany had no right to reproach Greece for anything after it devastated the country under the Nazi occupation, which left 300,000 dead.  “They took away the gold that was in the Bank of Greece and they never gave it back.  They shouldn’t complain so much about stealing         and not being very specific about economic dealings”[The Telegraph: February 25th 2010].  To prove that it was not just an anti-German barrage, he added that EU leaders “were not up to the task”.

Now, call us old fashioned, but this does not seem to be the best way to ensure that much needed monetary assistance is forthcoming. Which begs the question, is the EU capable of bailing Greece out anyway? If Greece is assisted, Portugal, Spain, Ireland and Italy will surely be next. How does the Eurozone actually afford this?  Also, even though we are not part of the Euro (and Gordon Brown has sent a number of reminders to his co-EC members of such) will the UK be allowed to stand by and watch the drama unfold without claim being made on its wider membership of “Club EC?”

What will a bail out do for European bank solvency? On the other hand, what will it do to European bank solvency if Greece or the others are not bailed out?  The European Sovereign debt issue has been referred to as the European Lehman Bros. As investors, we ignore its influence at our peril.  If you recall, Bear Stearns failed some three months before Lehman Brothers nearly took the rest of the financial world with it.  Have we been given a similar warning for a comparable domino effect building throughout Europe?   

Remember our earlier comment: “In short, we remember the things we’ve got right at the expense of the things that we’ve got wrong.” Ben Bernanke has been criticised for letting Lehmans’ go to the wall, thus precipitating the domino effect that followed. The Germans are not gushingly willing to help the Greeks out of their spot of bother. Will time prove Bernanke to be correct or is Europe on the verge of making the same mistake?

Debt Is Today’s Earthquake:

One thing that we can learn from 2008 is that seemingly minor events can have disproportionate effects elsewhere. There can be little doubt that, due to globalisation and the consequently more interwoven dependencies upon each other, there are greater ramifications today from a single event. For example, let’s take Tokyo’s 1923 earthquake. It caused a drop of about a third in Japan’s GNP at that time. Extrapolating the figures from the Kobe earthquake in 1994, it appears that the consequences of a similar earthquake in Tokyo today would have far greater effects than in 1923.

Debt is today’s earthquake.  This explains why the situation of a number of credit-questionable Americans defaulting on their mortgages had such huge fall-out for the rest of the world.  The first tremor hit in September 2008 and we responded with QE.  Now this has ceased (maybe temporarily maybe permanently) what now?  If we had an orderly journey back to how things were before the first quake hit, possibly all well and good, but what if a second tremor hit when we are so fragile, in the shape of a European Sovereign debt crisis?  What have we got left to defend ourselves with?

Be Prepared:

It is always fascinating to see how different people interpret the same situation. Arabs and Israelis watch the same news reports but hear different stories.  Labour and Conservatives see the same data and have completely differing responses.  Football managers watch the same match but see different games. Taleb says, “once your mind is inhabited with a certain view of the world, you will tend to only consider instances proving you right.  Paradoxically, the more information you have, the more justified you will feel in your views”.

This explains why some fund managers “lose it”. Having made their reputations following a certain investment style, they fail to adjust to changing circumstances, waiting for the market to agree with them. It explains why regulators insist on outdated rules and change them only when the horse has bolted. It explains why ratings agencies are so slow to change their mind about a company or nation. Their parameters were fixed in the past and reference can only be made retrospectively. A hazard tends to be more dangerous in front of you than behind.

We asked a fund manager recently, “ So QE has paused. but we, (the UK) have to raise £200 billion this year, and another £200 billion next.  To date, the government has largely bought its own bond issuance. Now it’s stopped printing this money, who buys the rest?”

“No one knows” came the reply. 

An honest reply, but this is our problem over the next 12-18 months.  How can ministers, policy makers, fund managers and, yes, investment advisers, speak with any confidence about the outcome over the coming months? 

They can’t.  When they say something will happen they mean of course, they hope something will happen.  It seems eminently sensible to us that you do not simply hope that your investments, pensions, savings and ISAs hold on to the gains that they have made in the past year.  We’ve been given a warning this time around of stormy weather ahead. Let’s not make the same mistake as before and be caught by surprise when it comes.  Ask us to review your portfolio or that of your clients, now.
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