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Year Ahead : Hope for the best, be ready for worst, by Barry O’Neill

Published in The Scotsman on 31st December 2011
If THERE'S ever a good time to shore up your finances and plug any leaks in your investment portfolio, the dawn of 2012 might well be it. 
Britain faces sliding into a double-dip recession, the West's leading economic think-tank has warned. In its influential twice-yearly forecast, the Organisation for Economic Co-operation and Development said gross domestic product would shrink in the last quarter of 2011 and first quarter of 2012. 
It expects the UK economy to grow by just 0.5 per cent in 2012, down from its previous estimate of 1.8 per cent, but the two consecutive quarters of contraction fulfil the technical definition of a recession. 
The outlook could brighten, of course. But with the European sovereign debt crisis still far from being resolved, unemployment rising in the UK and consumer confidence plummeting, it seems there are tough times ahead. So, all the more reason to shore up your finances, and that includes your savings and investments. Here's how to stay on the right track during troubled times: 

IGNORE FORECASTERS 
In reality, nobody can say with certainty which events will influence investment markets most during the coming year, but that won't stop financial crystal ball owners sharing their predictions. 
For evidence of the futile nature of this pastime, we need only look back to this time last year when a leading financial newspaper ran an article predicting that British government bonds would take first place in "the world's worst bond competition". 
So, how have gilts fared this year? From the start of 2011 to the end of November, the FTSE British Government All Stocks index was up 13.6 per cent on a total return basis. Anyone who took the prediction of doom to heart missed out. 
In fact, if they decided to switch tactically into equities given the then bullish outlook from fund managers, they were left nursing losses. Over the same period, UK shares fell by just over 4 per cent and global shares by more than 6 per cent. 
Remember that investment markets have often already priced in information in the public domain: it's the things that are not yet known that will ultimately prove most influential. 

CONTROL RISK 
Banks are now routinely stress tested against doomsday scenarios to see how they would fare. Have you stress tested your portfolio's ability to withstand market shocks? 
This starts with having a clear understanding of the nature of the risks in your portfolio. Ultimately, you should look to eradicate risks that are not likely to reward you, such as pinning your hopes on an individual asset class, region, company or manager. Diversification is the only free lunch. 

BUILD SOLID FOUNDATIONS 
Build a solid core of genuinely lower-risk investments so that, if your riskier investments fall sharply in value, you have some downside protection. Resist the temptation to be lured into making this core more closely correlated to the riskier investments in your portfolio. 

LET ACADEMIA GUIDE YOU 
Decades of academic research have established which risks are most likely to reward you over your investment lifetime. 
If you invest some of your money in the stock market, include an element of bias towards smaller companies and "value" shares (those whose share prices are trading at a significant discount to the company's accounting valuation). 
These two categories of shares have higher risks than the market as a whole, but both have proven over the longer term to reward investors for the additional risk. 

INVEST, DON'T SPECULATE 
The mistake many people make is to think too short-term. Even if you are retiring today, you are likely to have a 20-year investment time horizon based on average mortality. "Buy and hold" should be your mantra. 
Investors who adopted this strategy would have turned an initial investment of GBP100 into GBP311 between 1992 and 2009, according to Cass Business School. However, because of the poor market timing abilities of the average UK retail investor, they made GBP255 - losing more than 1 per cent a year in returns. 

AVOID THE HERD 
The herd ditched equities at the peak of the global financial crisis in late 2008 and early 2009. 
Although many companies cut or even suspended dividend payments during this period, the yield from the UK stock market as a whole was still higher than bank interest rates, so those that did stick with equities were compensated for their patience. 
Anyone who capitulated when the doom became too much missed the subsequent rally: the FTSE All-Share bounced back 45.9 per cent following the last recession. 
Waiting for markets to turn the corner often means you miss the boat. 
Britain has experienced another three recessions since the Second World War, and on each occasion the stock market rallied strongly the following year: it was up 142 per cent in 1975, 29 per cent in 1982 and 20.7 per cent in 1991. 

DRIP FEED 
When markets are volatile, investing a regular amount can help you take advantage of dips in prices. This phenomenon, known as "pound cost averaging", can help you avoid investing a large sum at what might later turn out to be a peak. 
When prices are high, you buy fewer shares and when they are low, you buy more, giving you more units of a higher value when prices recover. 

HAVE AN INSTITUTIONAL MINDSET 
Ignore flavour-of-the-month tips and invest your money the way institutional investors do. 
They buy funds that do not pay commission to an adviser and seek access to the asset classes they want to be invested in as cheaply and efficiently as possible. 
Even some hedge fund managers invest their own money this way, despite recommending complex and often opaque structures to their clients. 
Ask anyone giving you investment advice whether they invest their own money in the way they recommend to you. 

CONTROL COSTS 
With inflation running at nearly 5 per cent and many investors forking out total investment costs of 3 or 4 per cent a year, positive real returns are proving hard to achieve. 
Cutting even 1 per cent from your costs annually can mean tens of thousands of pounds extra in your portfolio. 
Buying cheap tracker funds to get access to the markets you want to invest in can be achieved with no initial cost, annual charges of 0.2 per cent and turnover costs of less than 0.1 per cent. 
This knocks 2.55 per cent off annual charges on the average UK unit trust of 2.85 per cent (1.65 per cent in annual fees plus 1.2 per cent in turnover costs). 

STICK WITH IT 
When was the last time you watched a television news bulletin or read a newspaper front page about the markets soaring? 
It's quite natural for investment news to be negative in nature, much like the world news in general. 
Don't let this divert you from your investment goals. 
Keeping your head when everyone around you is losing theirs will help you reap the rewards of your long-term strategy. 
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