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Happy New
Decade! Here come |

the 2020s. What i
will they hold for

investors? We try
tO gO some way
to answering that, or at least
speculating on the topic, in this
special double issue. But it might
be more informative to review
what investments did well and
which did badly in the decade
that’s about to come to an end.
Any such snapshot is of
course flawed. On a rational
basis, there’s no reason to look
back from the end of the year
rather than from the middle, or
to choose ten years rather than
12 and a half. But as we all know, markets
aren’t purely rational, humans have a habit
of attaching significance to things like
dates and if the end of the year isn’t a good
time to reflect, then I don’t know when is.
So what’s done well? Handily, a list
of top-performing funds and investment
trusts for the past decade has just landed in
my email inbox from investment platform
AJ Bell. Gratifyingly, particularly in light
of the endless teasing we get to the effect of
“why do you keep going on about Japan?”,
it turns out that one of our favourite
Japanese investment trusts, Baillie Gifford
Shin Nippon (LSE: BGS) — of which (in the
interests of full disclosure) our editor-in-
chief, Merryn, is a non-executive director
—1s the third-best performing trust of
this decade. If you’d stuck £5,000 in
Shin Nippon back then and left it, youd
have more than £40,000 now. So we’re
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“What could trigger mﬂatzon in the 2020$€>
A seductive economic theory called MMT”

glad we kept going on about Japan. For
more on why it still looks good, see Steve
Russell’s and Tim Price’s comments in our
roundtable. Other top performers include
the Lindsell Train trust (we’ve always
liked its sister fund, Finsbury Growth
& Income) and various biotech and
technology funds.

Of course, being a contrarian (I’ve
even written a book on the topic —read an
excerpt on page 26), ’'m more interested in
what’s done poorly over the past decade.
Why? Well, when the market commentators
of ten years ago were carrying out their
post-mortems on the 2000s, one headline
kept cropping up: “The Worst Decade for
Stocks Ever”. To be pedantic, it was the
worst calendar decade (the worst ten-
year stretch for US stocks ended in 1938,
according to The Atlantic). But the point
is, equities followed an extraordinary bad

From the edltor-m-chlef...

% decade with a really very good
) one, even though, at the end
of 2009, very few people
were ragingly bullish about
anything at all.
Y Today, the mood is practically
\ the opposite —it’s hard to find
anything that people aren’t
incredibly bullish about. Hard,
but not impossible. It’s clear that
the losers’ list is dominated by
—= one asset class —commodities.
= That’s not too surprising. The
"2 a™ bull market in resources peaked
in 2011 and was followed by a
vicious bear market. The bottom
for both oil and commodities in
general arrived in early 2016.
But there’s still a lot of catching
up to do — according to figures from
Fidelity, commodities have lost 3.1% a
year over the past decade.

Could they be due a rebound? Perhaps.
But a decade in which commodities
did well would also imply one in which
inflation returned and knocked a market
that’s positioned for perpetually low
interest rates. What could trigger that? A
seductive economic theory called MMT
— turn to the discussion on page 28 to find
out why it could be the biggest theme of the
decade. Meanwhile, from all of us, have a

very happy New Year — your next issue of
MoneyWeek 1s out on 10 January 2020.

Sk Gfoyt

John Stepek
editor@moneyweek.com

Loser of the week

Good week for:

Dame Vera Lynn has emerged victorious in her legal battle against

Cats, the film based on the West-End musical
based on the book of poems by T. S. Eliot, is
rumoured to have cost £230m to make, says The
Guardian. That's probably an exaggeration - The
Sun reckons it cost £72m. But with a cast of big
stars including Taylor Swift (pictured), Idris Elba
and Judi Dench covered in CGl fur, it probably
wasn't cheap —and whatever it cost, it wasn't
money well spent. The first trailer hit the internet
in July. People thought it was creepy. So the

a gin company that wanted to trademark her name for its product,
reports the BBC. Halewood International argued that the name is
more commonly known as rhyming slang for the drink than as the
name of the 102-year-old “Forces’ Sweetheart”. The court ordered
itto pay £1,800 in legal costs.

Darts player Fallon Sherrock (pictured) became the first woman to
beat amanin a PDC World Championship darts match. Sherrock
beat Ted Evetts 3-2 in her first round match at London’s Alexandra

Cover illustration: Howard McWilliam. Photos: Getty Images; Netflix; Universal Pictures; Shutterstock

studio redid all the effects. Presumably happy

with the re-styling, the film opened
cinemas last week-to a
near-universal panning.
The BBC gave it two stars;
The Guardian, which called
it a “dreadful hairball of
woe”, gave it one star. The
Daily Telegraph gave it no
stars at all. “It's every bit as
baffling, weird and horrifying
as you expected,” says Digital
Spy. Empire agrees: “Itis a bad
film and cannot be recommended.”
A notable contrarian view came from
the FT, which gave it four stars, and
called it “worryingly erotic”.

moneyweek.com
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Bad week for:

Palace, guaranteeing her prize money of at least £15,000 for
reaching the last 64. The eventual winner will receive £500,000.

Ex-footballer turned TV pundit Danny Murphy has lost his court
case against Coutts private bank over a tax-avoidance scheme that
was ruled illegal by HMRC, reports The Sun. Murphy had
borrowed £1m from Coutts to invest in a film scheme run by
Ingenious, which promised tax breaks. He argued that Ingenious
recruited investors on behalf of Coutts and that the bank was liable
fortheir losses. The court disagreed.

Eric Gilmore, co-founder and chief executive of a Silicon Valley
start-up, was fired after he racked up expenses of $76,120 at strip
clubs over athree-year period, says Bloomberg. Gilmore did not
deny the accusations, but sued the company anyway, saying
the board hadn’t followed the proper procedures. The two
parties have since reached a settlement.
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s the bull

out of
breath?

Alex Rankine
Markets editor

Stocks soared beyond expectations this
year, writes Akane Otani in The Wall
Street Journal, and few analysts “believe
the longest-ever bull market is on its last
legs”. American equities have been in an
upswing since March 2009, rising

more than 370% over the past decade.
Wall Street sets the tone for global
markets, with both the S&P 500 and
MSCI All-World indices hitting all-time

highs this month. Yet after a year of
outsize returns, most expect a “far more
modest” showing next year.

The US earnings cycle turns down
The year 1s ending on a “bullish note”, but
closer analysis threatens to “deflate the
bubble of optimism”, says John Authers on
Bloomberg. US earnings-per-share growth
has declined this year. All of the share-
price gains have been driven by higher
price/earnings ratios; stocks are more
expensive compared with fundamentals
than they were a year ago. That figure
would be even worse if it weren’t for
extensive buybacks, which prop up share
prices. On 3.5 times book value the S&P
i1s trading at a “level it hasn’t reached since
before the 9/11 terrorist attacks of 2001”.
High valuations in America mean that
further upside is likely to be limited, agrees
Andrew Sheets in Morgan Stanley’s 2020
Global Strategy Outlook. Global growth
probably bottomed out this quarter and

Markets
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The US presidential election: heated rhetoric
could create more market chaos A

should pick up next year. Yet “valuations
are much more expensive today than in

a typical mid-cycle slowdown” and an
unpredictable trade outlook means that
the recovery still “rests on a knife-edge”.
Investors will require an “outsized level
of nimbleness” if they are to enjoy a
prosperous 2020.

Not everyone is so gloomy, say Matthew
Rocco and Jennifer Ablan in the Financial
Times. On average analysts expect a 10%
bump in S&P 500 earnings per share next
year. Eight major banks are forecasting an
average 4.6% S&P 500 gain for 2020. Yet
that relatively modest forecast still reflects
a view that this year’s strong returns “may
have stolen the market’s thunder for 2020,

Two wild cards

The two big wild cards for the year ahead
are the US-China trade dispute and US
presidential election, Darrell Cronk of
Wells Fargo Investment Institute tells the
FT. Heated election rhetoric could create
more market chaos. “Fortunately, a look

at history shows that presidential election
years have generally produced positive
equity results.”

The trade war 1s likely to move into a
new phase next year, says Neil Shearing
for Capital Economics. Trump has agreed
to scale back tariffs on Beijing in return
for higher purchases of US agricultural
products, which “has raised hopes of a
lasting breakthrough”. The conflict is
likely to move away from tariffs towards
1ssues such as “technology, industrial
policy and security” in 2020. US-China
decoupling will thus continue, but in a way
that is less disruptive than tariff wars for
the global economy.

Forecasts for the year ahead should
be taken with a pinch of salt, says Otani.
Forecasters have been caught off guard
by everything from the 2015 oil-price
collapse and the 2016 US election to this
year’s mammoth slide in bond yields.
Expect investment banks to revise their
predictions multiple times before the end of

2020. (See also page 12.)

Sweden ditches negative interest rates

Sweden has ended its
experiment with negative
interest rates. The Sveriges
Riksbank, the world’s oldest
central bank, has raised

the main interest rate from
-0.25% back to zero, reports
Thelocal.se.

The rate had been in
negative territory since 2015,
but policymakers say that
with inflation running
at 1.8% in November it is now
close enough to the 2%
target for a return to zero
Interest rates.

Sweden’s central bank was

— — e m—
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The world’s oldest central bank has raised interest vates back to zero

also weakens the national

have “harmful side effects”.
Unconventional monetary
policy has a variety of
unpleasant consequences,
says Mohamed El-Erian on
Bloomberg. It undermines
the profitability of the
banking sector and
encourages excessive risk-
taking. It keeps zombie
companies that deserve to go
under afloat, which erodes
growth and productivity.

By distorting price signals
and inflating asset bubbles it
can also lead to “economy-
wide resource misallocations”.

one of the pioneersin
“wielding negative interest
rates”, says Paul Hannon in
The Wall Street Journal. The
eurozone and Japan have
since followed suit. Negative
rates mean that commercial

MoNEYWEEK
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banks are charged for holding
money in accounts at the
central bank. Thatis supposed
to encourage themto lend it
out to businesses and
consumers, promoting greater
spending and investment in
the real economy. The policy

currency and helps exporters.
Yet with Swedish private-
sector debt climbing to 285.7%
of annual output last year, one
of the highest rates in the
OECD, concern has been
mounting that the policy could

Sweden’s interest-rate move
Is “the most explicit signal
yet” of the backlash against
the “collateral damage and
unintended consequences”
of unconventional monetary

policy.

©Getty Images
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Emerging economies find their feet

This year saw a return to Stockopedia. Greece’s market
normal for emerging markets. “collapsed” in the years after
It’s a far cry from 2018, which its financial crisis, yet a better
brought misery for those economy and more political
betting on the world’s fastest- stability have given it a “big lift”
growing economies as the this year, with the main index
MSCI Emerging Markets index rising by 49%.
plunged into bear territory. In Romania was another ¢
2019, the index is up by 14%. unloved country that came e TRRT
That is satisfying but scarcely back into fashion, note 2 =
half of the gain seen in some Veronika Glyas and Irina Vilcu
developed markets (see page 4). on Bloomberg. With a “new,
The index also remains down market-friendly government
about 6% in US dollar terms at the helm”, the country’s
since the start of 2018. stockmarket turned from £
It has proven a turbulent “pariah to darling”, returning §
year for many emerging more than 30% this year. Its -
economies. Continuing US- stocks still look cheap.
China trade tension was a Russian stocks also Finally, Brazilian stocks dollar weaker, which means
formidable headwind for the enjoyed a banner year, with enjoyed a healthy 25% gainin  cheaper borrowing costs
export-dependent economies the country’s stockmarket a year in which the government  for businesses in the world’s
of emerging Asia, with South recording a 39% gain. The finally passed landmark emerging markets.
Korean exports down 14.3% rebound in Russia is “more pension reformes. Expect central banks to
in November on a year than a one-year phenomenon”, come to the rescue in 2020, says
before. Civil unrest saw Hong says Sumit Roy on etf.com. The year ahead Capital Economics. Monetary
Kong slip into recession and The iShares MSCI Russia ETF  Emerging economies face easing will continue across
rocked many nations in Latin has now risen steadily since plenty of potential pitfalls in major emerging economies.
America, with the MSCI 2016, when the country’s 2020, says Paul Wallace on With the Asian electronics cycle
Chile index down about 16%.  stocks “hit rock bottom on the = Bloomberg. Slowing growth and key commodity prices on
Emerging-market central back of sanctions by the West in China and India threaten the up, export growth is due
banks responded by joining the and an oil price crash”. Russia ~ to hurt the asset class as a for a rebound. Yet those hoping
global trend towards monetary  is still among the world’s whole. There are also plenty for a return to the early 2000s’
easing. The Bank of Russia cheapest markets, but that is of “country-specific issues” period of rapid “catch-up”
has delivered five consecutive because it brings numerous as Argentina flirts with growth may be disappointed
interest-rate cuts through geopolitical and oil-price risks.  default, South Africa grapples  over the next decade. “The
December, says Simon Kennedy China’s CSI 300 delivered with moribund state power process of reform and market
on Bloomberg. In Turkey and an impressive 35% return, firm Eskom and Chinese liberalisation has stalled in
Ukraine, central banks slashed  a welcome comeback after bond defaults rise. On a many large emerging markets.”
rates by 2% earlier this month.  investors endured a 27% more positive note, Jerome Investors will have to be picky
crash in 2018. India’s Nifty Powell’s recent suggestion that  and choose “well-placed and
The top performers 50 Index advanced 12%, America’s Federal Reserve well-managed economies”
Emerging Europe turned in while Indonesia’s IDX may not raise interest rates if they want to do well in the
some “stand-out performances” composite stagnated, recording until 2021 is a boon. Lower for  2020s. MoneyWeek favourites
in 2019, notes Ben Hobson on a 1.1% gain for the year. longer rates will keep the US include India and Vietnam.
Viewpoint B US inflation is worse than it looks
“The Financial Times [reports] that ‘The The current annual rate of
Federal Reserve is considering |lettin
el e codornoteural | S OP (index: 2000-100) Tonsumerhos oo CPY i
potentially significant shift in its interest 240 __O ________________________________________ America is just below the USD
rate DOHCV.' That's right. Abﬂdy whose —_— VBI’E}H CPI Federal Reserve Sti::tl’g&t of 2%,
primary mandate is to maintain low ~ ——Housng 7 but to most people it feels much
inflation may be on the brink of throwing 22077 Medical care higher, says John Mauldinin
in the towel in addressing that objective. — Education Thoughts;fromthe Frontline.
Be careful what you wish for. Ifthe Fed | ~/on ..~ Even at 2% a year prices jump
200 by an overall 50% in 20 years,

Is successful in letting the US economy
‘run a little hot” —so far there is no
evidence thatthe Fed is even capable of 180
leaving the house without having to wear
a helmet—we doubt whether the
Inflationary genie can so easily be coaxed 160
back into the bottle. Add the... drift
towards the wholesale adoption of MMT
(‘modern money tree theory’) by the 1 40
world’s central bankers — a recent
MoneyWeek conference suggested this is
where we're heading —and we begin to 170
wonder whether even we have quite
enough exposure to... precious metals.”

and in any case CPl “doesn’t

reflect real-life spending”. For
“““““““““““““““““““““““““ some of life’s necessities, prices
have risen “dramatically”. Over
the past two decades medical
care, housing and education
(the cost of going to university)
have jumped by far more than
CPIl. The Fed also uses an
accountancy technique called
Hedonic Quality Adjustment,
the upshot of which is that if an
item has improved in quality, it
Isdeemed not to have become
100 - more expensive. “Does that

e ——— 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 match your experience?”
moneyweek.com 27 December 2019  MONEYWEEK
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Stocks ready to deliver robust returns

Ryan Ermey of US publication Kiplinger's Personal Finance chooses his favourite firms for the next
decade. Ranging from a meat supplier to a flooring specialist, they should be able to grow fast for years

II-VI Incorporated

(Nasdaq: 11V1)

Pronounced “two-six”,

this business develops and
manufactures lasers and
fibre-optic equipment used in
the industrial, semiconductor
and defence sectors. The stock
has been in the doldrums since
news broke last year of plans
to buy optical communications
specialist Finisar. The $3.2bn
takeover was completed in
September, and the two firms’
combined forces should now
open up new opportunities in
self-driving cars and biometric
security. The potential market
for II-I'V’s products could swell
to $22bn per year by 2022, “a
20% annualised growth rate
from today’s levels”. $33

Bayer AG (Frankfurt: BAYN)
This German pharmaceutical
and agricultural technology
business bought US peer
Monsanto in 2018 and thus
became the heir to
that firm’s Roundup
weedkiller scandal.

Lawsuits are still swirling, -
and investors have @!}
dumped the stock, but

on only ten times forward
earnings it is now “dirt
cheap”. For those
willing to take
on the associated
risks, this could
prove a cheap
way to buy into

a business with
market-leading
agricultural
technology that
helps farmers
grow more food.
With the world
population growing and arable
land shrinking as cities
expand, the coming decade
will bring strong demand for
oreen technology. €71

Burlington (NYSE:BURL)
This retailer of brand-name
clothing, household and beauty
products is following T] Maxx’s
(TK Maxx in Britain) road

to success: buying up spare
branded items in the wholesale
- market and reselling them

¢ cheaply. The group owns 700

¢ stores in the United States. It

> 1s posting market-leading like-
5 for-like sales in existing shops.

MoONEYWEEK
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Fox could be a winner from the US legalisation of sports betting

William Blair analysts tip the
business to deliver impressive

earnings-per-share growth of
13% next year. $192

Floor & Decor Holdings
(NYSE: FND)
This flooring specialist sells tile,
wood and laminate coverings
from its 113 stores across the
wwe United States. Itis a
disruptive business
for two reasons,
says Laird Bieger of the
Baron Discovery fund.
Firstly, it bypasses
distributors and
buys directly from
o manufacturers.
That enables it
to offer cheaper
prices than the
competition.
Secondly, its
“big-box” store
model gives it the
space to stock a
wider range of
products than its
peers. Flooring
professionals, who

account for 60% of sales, don’t
want to have to wait around
for orders to ship from off-site
locations. Store openings have
been growing at a clip of 20%
per year over the past three
years and overall revenue 1s up
by an average of 30% per year
over the same period. Analysts
see scope for more growth and
fatter profit margins down

the line. $46

Fox (Nasdaq: FOXA)

This $20bn TV and cable
company ties together the main
Fox channel offering — Fox
News, Fox Sports and the like

— with a share in the streaming
platform Roku. Revenue
comes from advertising and
licensing fees for its content.
Management is confident that
its bias towards live sport and
news will insulate it from the
wider trend for consumers to
“cut the cord” and switch over
to streaming services. T he new
“Fox Bet” venture could be a
winner from the legalisation of
sports betting in America. $32

Huntsman (NYSE:HUN)
This chemicals producer is
transforming itself from being
a bulk seller of commodity
chemicals, which are prone

to boom-and-bust cycles,

to becoming a player in the
higher-margin speciality
chemicals sector. The company
recently disposed of two such
commodity chemicals units for
$2bn. Management is using
the cash to pay down debt and
strengthen the balance sheet,
efforts rewarded this year

by a credit-rating upgrade
from junk status to triple-B
investment grade. Yet at 13
times earnings the scale of the
firm’s transformation doesn’t
seem to have been priced in

yet. $22

Medallia

(NYSE: MDLA)

This customer feedback
software platform only
listed in July and is not
expected to turn a profit for
at least two more years. That
makes it one for the brave,
but those willing to take the
plunge will find much

to like. A leader in the
“experience management”

market, the firm uses artificial
intelligence to “help insurance,
hotel, auto and media firms
assess customer and employee
satisfaction”. The software
scans language used everywhere
from social media and travel
blogs to keep abreast of
sentiment. This approach is
replacing the old model of
customer feedback forms

and should drive strong sales
growth in future. $29

Systemax (NYSE:SY X)
This direct-marketing firm
supplies everything from
computers to warehouse
equipment. Keefer Babbitt of
the Grandeur Peak Global
Contrarian fund says that its
“well-trained sales staff, easy-
to-use website and efficient
warehouses” enable it to
deliver better service than the
competition. The group has
disposed of struggling overseas
operations to focus on its US
business and $96m of free cash
on the balance sheet gives it
the option to grow through
acquisitions too. Management
expects sales to increase at an
annualised double-digit rate
over the next five years. $22

Tyson Foods (NYSE:TSN)
African swine fever has

led to the cull of more than
20% of China’s pork herd,
but the resulting disruption
represents an opportunity
for this supplier of pork,

beef and chicken. A growing,
olobal middle-class will drive
“exponential increases” in
demand for protein over the
next decade. The prepared food

W, business yields 21% of sales,
£ & a higher-margin and more

stable market than meat

commodities. On 13
times earnings the

shares trade at
a discount to

) the average

;4 _ multiple of

" " 17 forthis

B sector. $83
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@ John Fallon, the boss of
education publisher Pearson,
has survived so many profit
warnings that we dubbed him
“Teftlon John”, says

Lex in the Financial Times.
Yet now he has announced
his departure. Since Fallon
started in 2013, shareholders’
returns have been “a negative
29%". Fallon focused on
cutting costs, but lacked a
bigger vision. “Educationis a
valuable commodity” and
Pearson’s exams and training
businesses could yet contain
the “seeds of greatness”.
Hopefully his replacementis
equal to the challenge.

® Areportthatliftsthe lid on
a culture of shoddy practices
at housebuilder Persimmon
“makes for grim reading”,
says Ben Marlow in The Daily
Telegraph. It finds the

builder guilty of “systemic
nationwide” fire-safety

o
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failures, while the cost of
correcting structural
problems unearthed in
thousands of houses could
“run into the tens of millions”.
No wonder the firm buried
the report on its website.

® Swiss Drugmaker Novartis
has come up with a novel
way to distribute the world’s
most expensive drug,

says Denise Roland for

The Wall Street Journal.
Zolgensma is a one-shot
treatment for spinal
muscular atrophy, a deadly
genetic disease. Yet supplies
are limited and the drug
costs $2.1m. Companies can
distribute as-yet unapproved
treatments to seriously il
patients for free, but such is
the demand in Europe that
Novartis has resorted to a
lottery-style rationing that
sees eligible patients entered
Into a draw every two weeks;
the lucky winners get a
potentially life-saving
treatment. Novartis says that
a group of bioethics experts
advised it that it was too
difficult to follow the usual
approach of drawing up
“complicated criteria” to
determine who gets treated.

moneyweek.com
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Will this mega-merger motor?

Fiat Chrysler and Peugeot’s owner PSA are tying the knot to tackle the
structural upheaval in the car industry. Matthew Partridge reports

This week saw a deal that will “reshape

the car industry as it undergoes a period of
transformation”, says Michael Pooler in the
Financial Times. Fiat Chrysler and France’s PSA,
the owner of Peugeot, have agreed to create “the
world’s fourth-largest carmaker by output”.
PSA’s and FCA’s shareholders will each take

a half-stake in the new company, which will
boast combined sales of €170bn and be valued
at €41.4bn. It will have a 400,000-strong
workforce and total vehicle sales of 8.7 million.
The merged entity will sell a portfolio of brands
“covering the luxury, premium and mainstream
passenger car segments” and is expected to get
around 90% of its revenue from Europe and
North America.

While the deal is being called a “merger of
equals”, the way it is structured means that
“PSA Group was essentially the buyer and
Fiat Chrysler the seller”, says Bloomberg’s
Anthony Palazzo. So it’s no surprise that the
final terms suggest that Fiat’s shareholders
are getting a premium of 26%. Still, although
PSA’s CEO Carlos Tavares will be overall CEO
and PSA “will appoint six of the 11 initial
directors”, Fiat’s Agnelli family “will be the
biggest shareholder in the new company”, so the
question of who is in charge remains cloudy.

Car deals rarely work

“The history of automotive mergers isn’t a happy
one,” says Bloomberg’s Chris Bryant. Daimler’s
and Chrysler’s “failed marriage” is a “textbook
example” of the culture clashes that supposed
“mergers of equals” can spawn. Still, shareholders
should take heart from the fact that Peugeot and
Fiat “seem much closer philosophically”, with
both sets of managers “firmly committed to
creating value for shareholders” and determined
to find a place in an industry dominated by the
impending “demise of the combustion engine”.
Not so fast, say Nick Kostov and Ben Dummett
in The Wall Street Journal. The companies will

Can Carlos Tavares work his magic again?

“need approval from both US and European
regulators”, including for their financing
operations. Indeed, Peugeot’s involvement with
the Chinese firm Dongfeng, which has already
been forced to reduce its stake in the merged firm
to 4.5%, could prove to be a “red flag” for the
Committee on Foreign Investment in the US,
“which is likely to review the merger proposal
at a time of trade tensions between the US
and China”.

Still, shareholders have grounds for optimism,
say Lisa Jucca and Christopher Thompson
for Breakingviews. The two firms have been
forced to rule out factory closures to placate
politicians, but plans for €3.7bn of synergies
look “credible”. The 1dea is to save money by
“combining production platforms, consolidating,
electric-vehicle investment and using scale to
squeeze suppliers”. Carlos Tavares has already
worked his “integrational magic” at Opel, which
Peugeot took over in 2017, achieving most of the
targeted synergies without closing plants.

Boeing is to suspend
production of its grounded 737
Max planes next month, report
Leslie Josephs and Phil LeBeau
for CNBC. The aerospace giant
had raised expectations that
the jet would be back in the air
by the end of the year, but
America’s Federal Aviation
Administration (FAA) is still not
satisfied that the plane is safe.
Boeing’s response to the 737
Max crisis has been an “ugly
mixture of remorse, evasion
and swagger”, says The
Economist. Now its strategy of
asserting that everything will
be back to normal soon has
“run out of runway”. The
consequences will be
significant. At least one million
people work for Boeing and its

suppliers. Airlines have built
their strategies for the coming
decade around orders for the
737 Max. Passenger plane-
making is a duopoly between
Boeing and Europe’s Airbus.
That raises the suspicion that
“lack of competition” is
allowing it to get away with
“poor behaviour”. It's time for
CEO Dennis Muilenburg to go.

Boeing runs out of runway

It is difficult to find an apt
historical precedent for the
scale of Boeing’s current crisis,
says the Financial Times.
Volkswagen’s diesel emission-
cheating scandal springs to
mind, but the VW scandal was
“not directly related to the
safety of its customers” and did
“not result directly in anyone’s
death”. Two plane crashes have
cast doubt over Boeing's
“competence in designing safe
aircraft”, which should be its
be-all and end-all. The difficult
task ahead is to rebuild a
company culture that values
“engineering excellence” over
short-term shareholder returns.
“Boeing will survive this crisis —
It needs to ensure trust in its
products doestoo.”

A
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Politics & economics

Wild ride assured as Boris takes the reins

The new PM has bold plans and no 0pp05|t|0n to speak of. What has he got in store? Emily Hohler reports

Boris Johnson promised a “new golden
age” for Britain on Thursday as the
Queen’s Speech — the second in two
months — set out his new government’s
agenda, says the Financial Times. “Fresh
from last week’s election triumph”, which
secured the Tories an 80-seat majority

in the House of Commons, a “packed
legislative programme” focused on

Brexit and public services was “unveiled”.
There were seven bills to implement
Brexit, the most significant of which is
the revised version of the EU (Withdrawal
Agreement) Bill or WAB, which ratifies

the recently signed Brexit deal. The WAB

contains a new clause outlawing any
further extension to the transition period
which ends in December 2020, raising the
risk of a no-deal scenario if no free-trade
agreement has been agreed with the EU
by then. The WAB is certain to pass
through all its parliamentary stages in the

next few weeks, allowing Britain to leave
the EU on 31 January.

Post-ideological populism is here

There was much in the Brexit legislation
to dismay the opposition, but the ban on
extending the transition period “destroys
any illusions” that Johnson might “pivot
towards a softer Brexit”, says Rowena
Mason in The Guardian. It also suggests
the Tories have “forgotten that the ticking,
clock favours the bigger, better prepared
side” (ie, the EU) in trade talks, says Rafael
Behr in the same paper.

Despite the importance of Brexit and
Johnson’s endlessly repeated campaign
slogan to “get Brexit done”, the primary
focus of the speech was actually his
domestic agenda to transform Britain, says
Fraser Nelson in The Daily Telegraph. And
this is “all about spending: on schools, the
health service, scientific research, housing,

— —

infrastructure, even the exploration of
space”. It’s an ambitious plan for the next
decade, but with the Labour party in “such
disarray”, the Tories can “probably afford
some long-term thinking”. The author of
this new politics - “radical, high-spending
but not identifiably left or right” — is not
Johnson, but his chief adviser, Dominic
Cummings. It 1s “more generous than
any offered by any previous Tory prime
minister” and rests on an optimistic belief in
the “ability of the state to be entrepreneurial
and sponsor the kind of technological and
scientific research that private companies
won’t finance”. It is predicated on
borrowing money- lots of it and cheaply —
to revitalise the north of the country. The
big questions are whether interest rates
rise and whether the government can be
trusted to spend wisely. Pouring money into
unreformed public services such as the NHS
tends not to work.

The speech marked the “emphatic
arrival” of a new politics, that of “post-

n the Queen’s Speech

ideological populism”, and bears the
hallmark of Cummings, by whom Johnson
“1s said to be mesmerised”, agrees Simon
Jenkins in The Guardian. Under Johnson-
Cummings, the age of “economic man”

1s to be replaced by the age of “political
empathy” in which the “pollster is king”.
Hence the anti-immigrant measures, bills to
“get tough on crime” (even though longer
sentences “play no role in combating drugs
and gangland crime”), the commitment

to the north, and the massive spending on
infrastructure and the NHS. Taxation or
budgetary targets were barely mentioned,
even as — pre-spending “splurge” —the
Oftfice for Budget Responsibility is about

to declare the government in “breach of its
fiscal balance”. Just as “Americans seem
not to care if their president is a rogue, so
Britons seem not to care if their leader is

set on doing them economic harm”. What
appeals is the optimism and “roughness” of
this new narrative. Cummings has “read the
runes and seized the opportunity”.

Furious Trump demands immediate trial

The House of Representatives’
impeachment of President
Trump on Wednesday was
“proper and necessary”, says
The Washington Post. Trump
withheld a White House
meeting and US military aid in
a bid to force Ukraine’s
president to help his 2020
re-election campaign.
Congress could not allow this
to “go unpunished”, nor could
it “acquiesce” in his refusal to
cooperate with the inquiry.
Trump is the third president in
US history to be impeached
and to face trial in the Senate -
a trial that will decide whether
he is removed from office.
Eleven hours of “fierce
argument” in the House
between Democrats and
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Pelosi: concerned about divisions
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Repubhcans who voted
“almost entirely” along party
lines, “vividly illustrated the
extent to which leaders of the
two parties now believe entirely
different accounts”. Democrats
characterised Trump as an
“Immediate threat” to the
nation; his actions as an
“unprecedented affront to
American values”. Republicans
denounced the charges as
“unsubstantiated and the
process as illegitimate”.
A furious Trump is now seeking
an “immediate trial” in the
Senate, says the BBC, claiming
the “impasse” over when it
should begin shows that the
Democrats have “zero proof”.
Democrats argue that the
Republican-controlled Senate is

“refusing witnesses and will not
hold a fair trial”.

In any case, the Senate’s
numbers make an acquittal
almost inevitable. In terms of
the public, a CNN “poll of polls”
shows that support for
impeachment,now at 46%, is
trending downwards, says Chris
Cillizza on CNN. While not
“good” for Trump, this will
make Democrats nervous.
Speaker Nancy Pelosi has long
been concerned that
impeachment “without
significant bipartisan support”
would divide the country “too
bitterly” to make it worthwhile.
There is simply no way to tell
how voters, particularly those
who are independent and/or
undecided, will react.

moneyweek.com
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Briefing

The cannabis comedown

Things seemed to be turning out well for pot-heads in 2019 - and for the companies that seek to
provide for their needs. Then a new, more depressing reality dawned. Simon Wilson reports

What's happened?

This was the year in which Canadian and
US cannabis stocks burned brightly — but
then went up in smoke. At the start of the
year, cannabis stocks (such as Canopy
Growth, Aurora Cannabis and Innovative
Industrial Properties) were all the rage on
the back of legalisation in Canada and
California and a tripling in size of the
worldwide legal cannabis market over the
past four years. In the US 33 states now
allow medical use of cannabis, and 11 have
legalised recreational use. Medical use is
increasing across Latin America and in
countries including Germany, South Korea
and Thailand. Breathless predictions
suggested that the legal global market
could be worth $150bn within ten years
—that’s about the size of the global illicit
market now. Since the spring, however, the
market has turned, with most pot stocks
losing at least half their value, and plenty
of them far more than that.

What has caused the downturn?

In part, it’s the old story of greed followed
by fear. This is a relatively thinly traded
market (and one unusually skewed towards
retail investors) which has seen irrational
exuberance followed by a sell-off. But
there’s lots of fundamental factors, too.
Canadian regulators have been swamped
by licensing applications, and retail
rollouts have been slower than predicted.
The health scare over vaping

has dampened enthusiasm. Sales and
earnings figures have disappointed. And
the whole market has been spooked by
unnerving data from California. The
traditionally liberal state is the world’s
biggest legal cannabis market, where
medicinal use has been legal since 1996.
Ominously, though, since the legalisation
of recreational cannabis at the start of
2018, the legal cannabis market has
actually shrunk.
According to stats

Arcview Market
Research and BDS
Analytics, the size of the legal cannabis
market there fell from $3bn in 2017 to
$2.5bn last year. The main reason for this
is that many firms in the medical space
have found the new array of regulations
too onerous, and the fees for permits and
licences so pricey that they’ve struggled to
make their businesses work.

What about the recreational market?
Even in California, the retail cannabis
market has not taken off as expected.
Many cities still don’t allow shops, despite
state-level legalisation. Some cities,
including LA, allow shops, but have been
super-slow to issue licences. And the

high taxes payable on the cultivation

moneyweek.com

“Super-strength cannabis has
from market analysts pushed up psychosis rates 1o
the highest in Europe”

S Should you take a sniffe It depends on your appetite for risk
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and retail of cannabis (which remains
illegal under US federal law) have made
the end-product expensive. In August,
an Economist journalist researching the
marijuana market at Harborside
Oakland (“a modern-day temple to the
delights and possibilities of the botanical
marvel that is the plant Cannabis sativa”)
was advised she could get an ounce of
cannabis delivered (illegally) outside the
store for $150. Inside, the same product
was priced at $400.

Is cannabis safe?

The arguments in favour of
decriminalisation are familiar and clear:
less power to criminal gangs, fewer young
people criminalised, lots of tax revenues
for the state coffers. But sceptics say that
all these arguments rely on the assumption
that cannabis is basically benign, when

in fact it’s more dangerous than it was a
couple of decades
ago. “Study after
study”, says Clare
Foges in The Times,
“has found a clear
association between the high levels of THC
that most present-day cannabis contains
and serious mental health problems,
particularly schizophrenia and psychosis”.
In London, a study found that the use of
super-strength cannabis had helped push
up psychosis rates to the highest in Europe.
“If we could abolish the consumption

of skunk, we would have 30% fewer
patients,” says Professor Sir Robin Murray,
a psychiatrist at King’s College London.

Won't regulation address that?

The idea that regulation will ensure that
only safer, low-THC forms of cannabis are
licensed is nonsense, argues Foges. That’s
because people who want the bigger hit

©iStockphotos

will still buy through the traditional illicit
channels — as has proved to be the case in
Canada. “Around the world we have seen
that legalisation does not rid a country

of its dealers; instead, by normalising
drug use, it increases their potential
market.” How policy-makers around the
world balance these issues will be “the
single biggest catalyst” when it comes to
the future prospects of the sector, says
Christopher Carey, an analyst with

Bank of America. His bank’s research
puts the value of global cannabis sales at
$166bn this year — but the legal slice of that
(mostly in North America) is just $15bn.
Until that balance changes dramatically,
investing in cannabis stocks 1s always
ooling to be very high risk.

Is it still worth taking a punt?

As ever, that depends on individual
investment objectives and appetites

for risk. In the short-term, some analysts
think that the sector is likely to see
further losses. But in the longer term

the outlook remains positive. One key
factor to bear in mind is the distinction
between recreational and medicinal
uses. Europe is much more focused than
North America on the latter sector.
Companies such as GW Pharmaceutical,
for example, have a number of promising
patents for medical applications
(Cannabidiol, or CBD, is the basis for its
epilepsy drug Epidiolox, for example).
This is the sector that currently has the
most promise. But potential investors
should be aware that the market is
immature — the results of clinical testing
(in the medicinal space) or the emergence
of trusted consumer brands (in the
recreational arena) remain to be seen.
This situation will change in time,
however. That could be the tipping-point.
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Canadian fraud
case settled: The
Canadian company
involved in the
fraud case that
shook Prime
Minister Justin
Trudeau’s
government has
pleaded guilty to
fraud and will pay a
C$280m fine, say Allison
Lampert and Kelsey Johnson in Reuters. SNC-
Lavalin Group, a construction and engineering,
company, was accused of bribing Libyan officials
to get contracts between 2001 and 2011. The
company admitted to “directing millions” to the
son of late Libyan dictator Muammar Gaddafi to
secure contracts. All charges against the company
have been dropped — its shares rocketed nearly 20%
on the news. The case “triggered a political crisis”
for Trudeau (pictured) and raised fears of job losses
in the country as a conviction would have barred
SNC-Lavalin from bidding on government contracts
for ten years. Trudeau’s top officials were accused
of pressuring former Justice Minister Jody Wilson-
Raybould to direct prosecutors to strike a deal rather
than go ahead with a trial. SNC-Lavalin’s CEO, Ian
Edwards, said the settlement was a “game-changer”
and would allow the issue to be put to rest.

Luxemborg

Boost for Airbnb from court win : Airbnb has won
a big legal victory after Europe’s top court ruled
that the accommodation-booking service
does not need an estate agent’s licence to
operate in France, says Chris Fox on the
BBC. The French tourism association had
claimed that Airbnb should face the same
onerous accounting, insurance and financial
obligations as traditional estate agents. The
European Court of Justice’s decision was
based on the determination that Airbnb

was an “information society service” rather
than a property broker because its platform
was not an “ancillary” to wider property business,
owners were able to rent their homes out through
other channels and Airbnb did not “set or cap”

the rent. The verdict came despite an EC]J ruling in
December 2017 that Uber should be classed as a taxi
service; the crucial difference, said the court, is that
Uber “sets the fares for rides in its app and assigns
each passenger a driver”. The ruling is a boost for
Airbnb ahead of its stockmarket listing next year.

London

New chief atthe Old Lady: Andrew Bailey, head of the Financial Conduct
Authority, has been selected as the new governor of the Bank of England,

say Chris Giles and George Parker in the Financial Times. As former deputy
governor of the Bank, Bailey has long been seen as a highly qualified domestic
candidate. He will inherit the central bank from Mark Carney, the Canadian
incumbent, in “testing economic times” with monetary policy “close to

the limits of its effectiveness” and the new government seeking to boost the
economy with a “massive expansion” of infrastructure spending. Aside from
dealing with a busy in-tray, Bailey is coming in at a chaotic time for the Bank,
which faces growing criticism over a security breach that gave traders early
access to market information, say Philip Aldrick and Ben Ellery in The Times.
The Bank’s internal audio systems had been hijacked, allowing hedge funds
to listen in to press conferences before they were officially broadcast, giving
funds an eight second headstart to trade before prices moved. Traders had
boasted of making “plenty of pips”. It will fall to Bailey, says The Times, to
“professionalise” the Bank’s management.

The way we live now: compensation culture goes mad in Ireland

! /
/ |

Extravagant insurance claims in Ireland
are putting responsible people out of
business, says The Economist.
“Compo culture” has givenrise to an
“epidemic” of dubious compensation
claims, which have caused the
country’s insurance premiums to
rocket. A notable example is MP Maria
Bailey (pictured), who in July 2015 ran a
10km race in under 54 minutes. This
“came back to haunt her” soon after,
when it was revealed that she was
seeking up to €60,000 in compensation
for minor injuries from a fall she
suffered during a night out in Dublin,
three weeks before the race, which she
claimed had left her unable to run for
three months. This was a “particularly

MoONEYWEEK 27 December 2019

galling” example of the phenomenon
that is “blighting small businesses,
forcing drivers off roads, and stifling
public activities”.

“We have a crisis of childhood
obesity,” says Peter Boland, director of
the Alliance for Insurance Reform.
“But many primary schools don't let
children run in the playground
because they're afraid of injury
claims.” The average soft-tissue
payout is just under€20,000, four
times the average in Britain. Yet the
large amount does at least seem to
have “curative value” — 90% of
whiplash patients attending one
Dublin pain clinic stopped showing up
as soon as compensation was paid.
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Careful, you’ll put your back out
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The end of an era for deal-making:
The retirement this week of Liu
Chuanzhi, the 75-year-old
entrepreneur and founder of Lenovo,
“marks the end of an era

for Chinese deal-making”, says
Bloomberg Breakingviews. In 2005,
iIn a deal many considerto be a
turning point in China’s technology
industry, Liu Chuanzhi acquired
IBM'’s personal computer business
and beat rivals HP and Dell to
become the top PC sellerin the
world. However, this model of

11

News

had a dramatic effect on cross-
border M&A, with the value of US
deals with Chinese buyers setto
tumble by more than 90% this year
from a 2016 peak. “Governments in
Europe, Australia and beyond are
cooling on Chinese bidders too.”
Meanwhile, Chinese-owned
technology is under increasing
“scrutiny” from Washington.
Nevertheless, “rising technology
nationalism at home” is set to benefit
Lenovo. According to the Financial
Times, Beijing is planning to remove
all foreign computers in government

offices and public institutions.
“Against this backdrop, Liu’s cross-
border success story evokes more
nostalgia than inspiration.”

building a global brand through
foreign deals “increasingly looks like
an exception to today’s hostile rule”.
Escalating US-Chinatensions have

Malabo

IMF sullies reputation with bailout:
The International Monetary Fund has
approved a $280m bailout for Equatorial
Guinea, defying criticism from human
rights groups, says Neil Munshi on

Ozy. The IMF says the programme
includes provisions intended to

make the petrostate’s industry more
transparent. Critics say the IMF 1s
damaging its reputation by lending

to a nation with “no history of serious

reform”. President Teodoro Obiang Nguema .
Mbasogo (pictured), who has ruled the country

with absolute power since a coup in 1979, is accused of institutional
corruption and human-rights violations. Despite the country’s oil wealth
and a GDP per capita higher than that of China or Brazil, 400,000 of

its one million citizens live in poverty. Gabriel Obiang Lima, minister of
mines and one of the president’s sons, says “Equatorial Guinea is not a
country that needs $200m. We make that in two months.” He says he
had agreed to the IMF programme as an “act of solidarity” with other
central African states that have taken loans.

moneyweek.com

Liu Chuanzhi bought his way
to the top of the PC ma rketj

Seoul

Divorce complicates restructuring at
South Korean conglomerate:

SK Group chairman Chey Tae-won’s
wife has filed for divorce and is
demanding Chey’s stake in the group’s
holding company, SK Holdings, says
Chu Young-min of United Press. Roh
So-yeong, daughter of former President
Roh Tae-woo, is seeking around 5.5
million shares of SK Holdings, worth
$1.18bn. As of September Chey held
around 13 million shares, making him
the largest shareholder with a stake

of 18.44%. If he was to concede, he
would remain a majority shareholder,
but with a reduced stake of under
11%. That would leave Chey more
reliant than before on outsiders

to secure necessary shareholder
approvals for the “hotly anticipated
restructuring” that would bring the
group closer to its chip unit, “the
$58bn crown jewel”, says Robyn Mak
in Breaking Views. SK Group 1s South
Korea’s third-largest conglomerate,
composed of 95 subsidiary
companies, and was one of the first
chaebols to start taking governance
issues seriously following Chey’s
jailing in 2013 for misappropriating
funds. The divorce will be a “hard

test” case of the reforms.

Abu Dhabi

Sovereign wealth fund muscles in on food delivery:

Abu Dhabi’s sovereign wealth fund Mubadala has placed

a bet on rising demand for food-delivery platforms with an
investment in Spanish start-up Glovo, says Rodrigo Orihuela
in Bloomberg. Mubadala was the lead investor in Glovo’s
€150m funding round, bringing its valuation to more than
$1bn. This marks the third round in which Glovo has raised
over €100m in the past 17 months. It operates in 26 countries
and is looking to bolster its position in the “booming” food-
delivery sector. The extra cash will be used to help Glovo
grow its workforce, co-founder and CEO Oscar Pierre told
Ryan Browne of CNBC, and expand into new territories — it
has already entered Poland through the acquisition of Pizza
Portal. Mubadala’s investment is a “further drive into the tech
sector” for the UAE, says Browne. “The oil-rich country has
been increasingly moving to diversify its economy, ploughing
hundreds of millions of dollars into local start-ups.”
Mubadala joins the ranks of investors flocking to delivery
apps: Delivery Hero has acquired South Korea’s Woowa
Brothers for $4bn and rival Takeaway.com is in a bidding war
with Prosus for British delivery app Just Eat.
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Investment strategy

A Christmas tradition to avold  Ermrm—

The annual ritual of market forecasts
isn't just useless - It could make your
Investment decisions worse

It’s that most wonderful time of the year for
analysts: the time when they put out their
forecasts for what markets will do over the
next 12 months and get treated as if these are a
valuable insight into what we can expect.

The reality 1s that even a minute spent studying
these reports 1s a minute wasted. Annual
forecasts are not just unreliable — they are even
more useless than you might expect.

Over the past 22 years, the average forecast
gain for the US stockmarket has been 9% (for the
annual panel of analysts compiled by Barron’s).
The average actual return over the following year
has been 7%. That sounds pretty close, but this
is a fine example of the average being entirely
misleading. The correlation between each annual
average forecast and what happened in the
subsequent year was very close to

(19
zero. In other words, there was no There was no US ten-year bond yields over
relationship at all. relationship betwweern the past decade (the darker red
Analysts rarely say that d ss line) with each average annual
markets will decline. In that f 01ecasts ana returns ™ ¢, . ast for the next year marked

sample, participants forecast a drop in just 7%
of cases; in reality, the market was down in more
than a quarter of years. The biggest decline that
any of the analysts’ forecast was 20% (one brave
soul in 2004 — markets went up 9%). The biggest
actual drop was 38%. This shortcoming works
the other way as well; the largest gain was 30%,
yet the highest forecast was 38%. Overall, the
standard deviation of all analysts’ forecasts —a
measure of how much they vary around the
average —was 8%. The standard deviation of
the actual returns was 17% — more than twice
as much. So analysts’ forecasts are both more

optimistic (the market never goes down) and more

muted (they show less volatility) than reality.

| wish | knew what cognitive biases
were, but I'm too embarrassed to ask

Cris Sholto Heaton
Investment columnist

Analysts keep forecasting that bond yields will rise
US ten-year Treasury yields and consensus for the following year

3.0%.

2.5%|i

2010 2012 2014

2016

2018 2020

Of course, stocks are hard to predict because
they can be affected by so many economic
factors. Government bonds might seem simpler:
most of the time the key criteria will be interest
rates and inflation. Yet analysts’ results are no
better: the chart above shows

on the chart (the pale red arrows). Analysts
consistently forecasted that yields would go up —
and were mostly wrong.

Making predictions like this is impossible:
the world is too complex and the time frames
are too arbitrary. It’s human nature to try — but
it can make us worse off, because meaningless
forecasts can fuel our cognitive biases, such as
anchoring (see below). If investors are told that
stocks are unlikely to fall, they may be inclined
to take more risk. If everybody says yields will
rise, we may ignore the risk that they will fall. So
when you see a seasonal flurry of forecasts in the
next few weeks, put them where they belong: in
the bin with the rest of the Christmas leftovers.

We also overlook how the
way information is presented
can lead us to draw different
conclusions from the same

We use mental shortcuts
(known as heuristics) to make
decisions rapidly. These work in
many circumstances, but they
can also be a disadvantage
when they lead to cognitive
biases — systematic errors in
thinking that lead to irrational
judgements. There are a
number of biases that can affect
our investment decisions.
Some of these may be obvious,
such as the tendency for
members of a group to end up
coming to similar conclusions
(groupthink) or for us to give
more weight to information that
supports our existing views
(confirmation bias). But others
affect our thinking in ways that
are harder to detect.
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"Anchoring” is the tendency
to rely heavily on a piece of data
we are exposed to while making
a decision, regardless of its
relevance. In a 1974 study,
psychologists Daniel
Kahneman and Amos Tversky
asked subjects to write down
the last three digits of their
phone numbers, multiplied by
1,000. They were then asked to
make estimates of house prices.
The higher the phone number,
the higher the estimate.
Anchoring might tempt you to
buy a stock that has fallen after
a profit warning, because you
have anchored on its previous
price and now see it as cheap,
disregarding the deterioration
In its fundamentals.

data—known as “framing”.
To take a simple example, an
iInvestor might choose an
iInvestment described as
having a 60% chance of
success over one with a 40%
chance of failure — even
though they are the same.

That's partly due to our
instinctive “loss aversion” -
which means we feel the pain
of losses roughly twice as
acutely as we enjoy the
pleasure from gains. This
goes some way to explaining
why framing information on
decisions in terms of risks
rather than rewards can alter
our reported preferences,
even if the underlying data
Isthe same.

Source: Wall Street Journal/Societe Generale

Ben Inker, head of

asset allocation,
GMO

Theyears
from 1997 to
2000 were
“unimaginably
bad” for value
investors such as GMO, says
Ben Inker in a recent letter to
investors. Not only did value
stocks underperform
drastically and emerging
markets suffer a crisis, but
not holding the hottest tech
stocks could be hugely
costly: leaving America
Online (now AOL) out of
GMO’s US equity portfolio in
1999 by itself lowered
returns for that year by more
than one percentage point.
But the “extreme pain” of
that time —which sent many
clients running for the exits -
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went on to create “the
greatest opportunity set for
valuation-driven investors
since the Great Depression”.

The parallels with today
are striking. Recent market
bubbles have not been as
abrupt as the dotcom boom,
but the cycle has gone on for
much longer. The poor
performance of GMO'’s
value-focused equity and
multi-asset investments “is
once again approaching the
1990s-style cumulative pain
level” and “unsurprisingly
our clients are once again
finding their patience
wearing thin” (the firm’'s
assets under management
have roughly halved from a
peak of $124bn in 2014).

Yet the “valuation
extremes” in many assets
are now as large as they
were back in 2000. “Today’s
opportunities are not quite
the same as the ones we had
at our disposal 20 years
ago;” developed-world value
stocks are not as cheap as
they were. But emerging-
market value stocks are
significantly cheaper. That
should mean better times
will eventually come for
value strategies — at least
relative to the wider market.

moneyweek.com
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" The winner of our corporate Baftas

Will it be Amazon, Microsoft, Apple, Facebook or Netflix? Our City columnist has the golden envelope

Matthew Lynn
City columnist

What was the greatest company of the

past decade? You could make a case for
Amazon, of course, as the internet retailing
powerhouse moved into devices, media,
cloud computing and dozens of other
businesses and made itself briefly the largest
company in the world. Or Microsoft, as
the company of the 1990s made a stunning
comeback, reinventing itself as a services
giant. Or perhaps Apple, Facebook, Uber.
Maybe Alibaba or Tencent. There are
perfectly compelling cases to be made for
all of them. But the winner? It has to be
Netflix. Let’s see a clip of it in action.

The shares soar...

Unless something dramatic happens in

the last couple of trading days before New
Year, then the best-performing company
on the S&P 500 over the last ten years will
be Netflix. Measured since the start of the
decade, it was the top performer on the
index with an overall gain of 3,767% (the
little known MarketAxess Holdings was
in second place; Amazon came in at ninth).
Netflix floated back in 2002, at $135, but
for the next eight years it drifted aimlessly,
attracting little interest from investors, or
viewers for that matter. It was only at the
start of the 2010s that it really took off.

At its peak last year the shares were priced
at more than $400. Anyone who bought in
early has made a lot of money.

But it 1s not just about the share price. It is
about influence: Netflix has been the most
disruptive firm this decade. It has turned
not just one but two of the world’s biggest
industries upside down. Broadcasting has
been transformed. Traditional terrestrial
and pay-1'V have both been left looking

® Denise Coates,
co-founder of
online gambling firm
Bet365, cemented her
position as the country’s
highest-paid boss by paying
herself £323m last year,
£57m up on the previous
year, says the BBC. Coates
(pictured) took £277m in
salary and therestin
dividends. Her pay works
out at around £1.3m a day.
Coates founded the
company in 2000 and
owns halfthe
shares, the rest
being held by
her brother and
father. The
company’s
revenue rose by

moneyweek.com

Who's getting what

7% to £3bn in the year

to the end of March, and
operating profits rose by
15% to £758.3m.
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Olivia Colman in Netflix’s The Crown:
will it be a hit for investors too?

quaintly old-fashioned compared with the
streaming giant and its conveyor-belt of
high-quality, big budget TV shows. With

a spend of more than $10bn a year on

new productions, it has mastered the art

of creating programming that people talk
about. With the possible exception of HBO,
no other company comes close. Even the
film studios look lame by comparison. It has
forced Disney, HBO and, in this country the
BBC and ITV, into launching rival services.

... but will profits ever roll in?

It is not just TV, however. With 158 million
subscribers around the world, the tech
giants are understandably nervous about
the lock Netflix has on its customers.

the board and not those
on zero-hours contracts,
which includes most
ofthe company’s
warehouse workers.

® Retail magnate Mike
Ashley, owner of Sports
Direct and House of Fraser,
says he wants to introduce a
new bonus scheme, worth
£100m, that would
“create 50 millionaires”
and hand “hundreds
more” employees up to
£100,000, says The
Sun. The scheme -
which has yet to be
approved by
shareholders -
would be available
to full-time
employees, but not

® Two outgoing bosses of
fashion retailer Ted Baker
could pocket £600,000
between them, reports The
Daily Telegraph. Finance
chief Lindsay Page could get
£500,000, and chairman
David Bernstein could get
£100,000 - half his annual
salary. The firmisindire
straits after revealing a
£25m hole in its accounts,
has issued four profit
warnings this year, and the
shares have lost three-
quarters of their value.

©MNetflix
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Amazon 1s now spending billions on TV
shows, and so is Apple, while Google is
launching more and more original content
on its YouTube platform. Increasingly,
streaming 1V is seen as a gateway to a host
of other products and services, and the web
companies have refocused around that.

But Netflix’s influence goes beyond that.
With subscriptions and streaming it has
created a whole new business model. Sure,
people have always subscribed to things,
such as newspapers and magazines, gyms
or maybe a wine package. Netflix took it to
a whole new level. It showed that customers
are more than happy to pay a small monthly
fee for unlimited access to a product they
want. That model is starting to spread. We
now get music from Spotify, razors from
Harry’s, books from the Kindle store. Pretty
soon, instead of buying a car, we might just
pay a monthly fee to use a ride-sharing app.

Netflix made it clear that streaming
services is often a more powerful offering
than selling things. And its mastery of
the algorithms, data management and
customer service needed to make that
work smoothly means it may well turn into
the most powerful player in the sharing/
streaming economy. To take just one
example, if the world moves to shared,
driverless cars, then Netflix may have a
lot more relevant expertise than either
Ford or Toyota: building the cars won’t be
especially difficult, but getting the right
one to your door on time will be.

True, Netflix still doesn’t make any
money. It has become brilliantly successful
at taking lots of cash from Wall Street
and giving it to TV producers, actors and
writers. Whether it can do that profitably
remains to be seen. Even so, there is no
question its impact has been huge. It was the
most influential company of the decade as
well as the most rewarding for investors.

‘Nice work if you can get it

In just over two years, the country’s MIPs
have earned £8.4m between them -an
average of £12,900 per MP, or £5,330 a
year, in addition to their parliamentary
salaries of £79,468, says The New
European. The figures come from data-
crunching website Data Lobo, which
examined the period between June 2017
and October 2109. The money is not
evenly spread, however - over half that
amount was earned by just 15 MPs, all of
them men. Topping the list is Boris
Johnson, with almost £800,000, mostly
earned from giving speeches. The
average earned by male MPs was £17,360,
more than five times the amount earned
by women at just £3,350. Men spent
longer earning outside income -89 hours
each compared with 25 hours for the
women. Tory MPs were the biggest
earners on around £25,000 with Lib Dems
second at just under £20,000 and Labour
bringing up the rear on less than £2,000.
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Why the
gloomsters
are wrong

Matt Ridley
The Spectator

Best of the financial columnists

Let nobody tell you we are living in hard times, says Matt Ridley.
Extreme poverty has fallen below 10% of the global population; it was
60% when I was born. Global inequality is “plunging” due to economic
growth in Africa and Asia. Child mortality is at record lows and famine
is almost unheard of. Despite what Extinction Rebellion is telling us,
humans are also living more sustainably. Economic growth can mean
using less. In Britain, almost unnoticed, our consumption of “stuff”
probably peaked around 2000. The quantity of all resources consumed
per person in Britain fell by a third between 2000 and 2017. How? Take
your mobile phone. It does the job of a camera, radio, torch, compass,
map, calendar, watch, CD player, newspaper and more. LED lightbulbs
use around 25% of the energy. Then there are efficiencies in agriculture.
We use 65% less land to produce a given quantity of food than 50 years
ago. By 2050, it is estimated that an area the size of India will be released
from the plough. Forests and large animals are returning in rich countries.
“Technology has put us on a path to a cleaner, greener planet.” Adopting
many of the green policies now advocated “risks retarding progress”.

[LatAm’s

great
stagnation

Editorial
The Economist

Back in 2010, Latin America was “awash with optimism”, says

The Economist. Economic growth stood at 5.9%. The region “rode out”
the financial crisis with “only a brief economic dip and no damage to

its banks”. The commodity boom lifted tens of millions out of poverty.
However, the bang swiftly faded to a “whimper”. Since 2013, growth
has averaged 0.8% and average income has fallen slightly. The UN
estimates that 31% of the population are poor, the same as in 2010.
Many citizens view their politicians as “corrupt and cynical” and more
than 25% would like to emigrate. There have been street protests in

half a dozen countries. But if the 2010s are now being dubbed a “second
lost decade”, the comparison with the 1980s 1s overblown. During that
“traumatic” decade, when a debt crisis brought the region to a standstill,
guerilla wars raged, dictators ruled and poverty rose. The 2010s have
seen stagnation, not a repeat. T he important thing is what happens next.
“Out of the woes of the 1980s, a better Latin America was born.”
Today, there are no political “heroes” and there is a “yawning deficit of
good 1deas”. A “new social contract” 1s urgently needed.

Scrap this
unfair
poll tax

Editorial
The Times

Beyond the “raucous argument” about whether the BBC’s election
coverage was or wasn’t biased, another “big argument lurks”, says The
Times. Does it still make sense to fund the BBC through a “poll tax on
every household”? It used to be thought that an increase in the number of
broadcasters would mean worse quality. In fact, the possibilities unleashed
by digital technology have resulted in a much richer offering. In response,
instead of scaling back, the BBC has “ramped up” its ambitions.

For example, it now offers a free news digest online. This “distorts the
market” and is particularly unfair to the regional and local press. Given
its waning audience and failure to attract a younger generation, such
dominance is no longer defensible. The BBC should continue to provide
programmes that are not offered elsewhere, but a smaller, narrower BBC
cannot justify the “forced payment of a licence fee”. Moving towards a
subscription model would end the “nonsense” whereby tens of thousands
are caught up in a legal process which can result in a £1,000 fine or even
a jail term. The Royal Charter doesn’t end until December 2027, but the
thinking on how to overhaul the corporation should begin now.

[eavea
legacy, not
an albatross

Jason Butler
Financial Times

MoONEYWEEK

Money is a major cause of family conflict and Christmas can unfortunately
provide the perfect conditions for a “blistering” row, says Jason Butler.

But the pain caused by these arguments is “nothing compared to the
problems they can cause after your demise”. Inheritance disputes heard in
the High Court rose sharply this year and new research by Direct Line finds
that one in four would be prepared to challenge a relative’s will. Soaring
property prices and second marriages are partly to blame. “This doesn’t
augur well for the £5.5trn wealth transfer that is expected to take place over
coming decades.” A shift in focus is needed. A US study found that wealthy
families tend to worry about investment performance and taxes; just 7%
considered relationships to be the biggest risk. Yet a separate study found
that the biggest cause of failure to transfer wealth to the next generation
was a breakdown in relations. Cultivating “a culture of communication and
trust” around a family’s common purpose in the broadest sense is

key. A mix of “guided interviews, structured family meetings, focused
financial education and careful documentation” can be critical to ensuring
your wealth “helps —and doesn’t hurt — the next generation”.
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Money talks

“There are some
actors out
there who
are all, ‘Hey,
lliveina
cardboard
box and I'll
performon
that
cardboard box
if | have to." That's
pretty much bulls**t.
Acting pays well. And
anyone who says they
don’t like money is being
ridiculous. Money is lovely.
Nice things are lovely.
Pay me the money. I'm not
doing it for charity. I'm not
a non-profit organisation.”
Actor Henry Cavill
(pictured), quoted
in Debonair

“The ATM has been
the only useful
innovation in banking for
the past 20 years.”
Former US Federal
Reserve chairman Paul
Volcker’'s 2009 assessment
of Wall Street, quoted in
the Financial Times

“Dad, can | have my
own room?”

The eldest son of lottery
winner Steve Thomson
after his £105m win,
quoted in the Daily Mail.
His other two children
asked for a Teslaand a
pink iPhone

“Because it was such
a hardship growing up,
| had sort of a dislike
for money. We always
had bills. But when
everybody became
so concerned about
money, | was concerned
about survival and
relationships. | was
working class. There was
no work in theatre or
movies for the class |
came from. | had no
chance to get an agentora
job. But | kept going.”
Actor Harvey Keitel,
quoted in The Times

“I made a fortune getting
out too soon.”
J.P. Morgan, quoted on
RealMoney

“Itis better to give than to
lend, and it costs about
the same.”

Author Sir Philip Gibbs,
quoted in Forbes

“Cocaine is God’s way of
saying you're making too
much money.”
Actor and comedian
Robin Williams, quoted
on Wisebread

©Getty Images

moneyweek.com



Best of the blogs

Boris must
seize the day

policyexchange.org.uk

In many ways, it was “the
election of the forgotten
people”, says former Australian
prime minister John Howard.
Britain’s general election

was ultimately “won by the
hard-working and ambitious
working-class people who aspire
to a better future for themselves
and their children, but who too
often feel left behind in a fast-
changing world”. They rejected
the risky economic revolution
on offer from Jeremy Corbyn
and voted instead for stability
and security. But how to deliver
what the forgotten people want?

It's not rocket science

After my own big win in

1996, “I was in a similar
position to that of Johnson”,
says Howard. What I learned,
first, is that “you never have
more political capital than
directly following an election
victory”. So “seize the moment”

— the first 100 days will be

crucial in setting a direction for
the new government.

Second, “be true to your
manifesto”. Many people in
traditional Labour strongholds
were won over by the pithy
Tory vision of “getting Brexit
done” — delivering what these
people want “is not rocket
science”. They want public
services that work well for
them and they want to see
tangible improvements in their
everyday lives. But above all,
the government should “move
quickly to end the Brexit
gridlock”. Staying true to this
manifesto promise will “restore
a lot of trust in politics at a time
when there is increasing doubt
that what is promised and voted
for can actually be delivered”.

There will of course be
a lot of noisy opposition to
overcome. There will be “howls
of anguish” from some on the
left at the very idea that the

C©Getty Images
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Tories could become the party
of the working class. But there
1s nothing new about working-
class support for Conservatism.
Working-class supporters have
long known they can rely on
the Conservatives for efficient
government and to be the
“ouardians of all things British.
Patriotism matters.”

Finally, Johnson is right
that the UK needs “a healthy
dose of optimism right now”.
So he must move quickly to
make post-Brexit Britain
“as competitive as possible”

Socialism 1s down, but not out

taxpayersalliance.com

b 4 4

Jeremy Corbyn’s “retro-socialism” was soundly defeated in the general election, says Sam Packer.
Indeed, the Labour party’s “hare-brained prospectus” was so unpopular that the party is the first
opposition party in British history to have fewer seats after nine years in the wilderness than they
had to start with. But Labour’s failure should not bring complacency. In many ways, “socialism is
stronger in Britain than it has been for many decades and it will take far more than one election to
reverse that trend”. Many of society’s opinion-formers — celebrities, the media and academics —are
“unabashed supporters” of the left. That has influenced the young, who are of course the future of
the nation. Polling for the Taxpayers’ Alliance has found widespread support for tax cuts among,
most of the population, but many still back and vote for policies such as nationalisation. The most
popular argument in favour of renationalisation, more popular than any argument against, is that
industries “should be accountable to taxpayers rather than shareholders”. A “more pithy argument”
of the incorrect but persuasive arguments for socialism would be hard to find. The “battle for
Britain’s soul will continue to rage long after the dust has settled on the election”.

Natural history
of inequality

nytimes.com/upshot
Hermit crabs have to deal with
a uniquely competitive property
market, says Elizabeth Preston.
They need bigger shells as they
grow, but can’t make them, so
they stay on the look-out for
new snail cast-offs entering

the market. A new study shows
that the distribution of shells
is surprisingly similar to the
distribution of wealth in
human societies. A crab

that comes across an empty

moneyweek.com

shell on a beach inspects it

before deciding whether to

trade up. When it does, a

smaller crab may move in

to the cast-off. This leads to

a kind of inequality, with a

few crustaceans hoarding the

biggest homes.
The Gini

coefficient,

a measure of inequality, was
similar to that found in small
human populations. The
study’s lead author believes the
resemblance might come from
structural similarities — smaller
crabs don’t exactly inherit their
wealth, but the largest shells are
a scarce resource that only a few
crabs are “privileged enough
to get their claws on”. It’s
not yet clear what lessons
.~ can be drawn for humans,
however. The top 1% of
hermit crabs owned only
about 3% of the total shell
weight. “There are no Warren
Buftetts or Jetf Bezoses.”
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The forgotten people now have a
prime minister working for them

L o

by agreeing trade deals not
just with the EU, but with
the world’s “most dynamic
economic region as well, the

Asia-Pacific”. In the next 100

days, Britain should apply to
join the Comprehensive and
Progressive Agreement for
Trans-Pacific Partnership,
where it will find “close friends
and allies such as Australia,
New Zealand and Japan,
willing to make fast progress on

trade”. In his efforts, the PM has

“the goodwill of Britain’s many
friends around the world”.

There is no
crisis of trust

ael.org

Conventional wisdom says that
trust, especially in institutions, is
on the decline, says Mark
Jamison. The Pew Research
Center has found that the
percentage of Americans
believing the federal
government can be trusted
always or most of the time fell
from 73% during the Eisenhower
administration to just 17% now.

Paradoxically, this decline
coincided with the rise of “trust
machines” —e-commerce and
social media. Humans, it seems,
will readily engage with and
trust complete strangers onlineg,
and even hand over money.
E-commerce in America nearly
tripled its share of US retail from
2007 to 2018, to 14.3%.

What accounts for the
paradox? In surveys, people are
asked to articulate their
sentiments. These are low
during unpopular wars, say, or
when the times are politically
divisive. But people’s actual
behaviour aligns more with their
economic and social
opportunities. As Adam Smith
observed more than two
centuries ago, trust and
understanding grow as people
engage. Digital technologies
help people to do just that.

MoNEYWEEK
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Funds

The Reits to research now

There are still opportunities in commercial property, but choose your s

David Stevenson
Investment columnist

Pmperty funds are back

in the spotlight following
the ructions at M& G, which
will prompt many investors to
switch out of open-ended funds
into real estate investment
trusts (Reits). The fuss over

the liquidity problems and
structural flaws of open-
ended funds has, however,
slightly obscured the bigger
picture: what is the outlook for
commercial property?

The market is widely
considered to be in the later
stages of a long upswing,
with valuations looking a bit
overextended for key niches
such as high-quality London
offices. There’s also a structural
debate about areas such as
retail parks, which are under
strain from the e-commerce
assault; the M& G fund was
reportedly close to 50%
invested in retail assets, many
of which are increasingly
difficult to sell.

A boost from Boris

That said, yields for many
quality property assets are
attractive in a low interest-rate
environment. I think Simon
Elliott, who runs fund research
at Winterflood Securities,

a broker, is probably on the
ball when he argues that in
“commercial property, returns
in the short to medium term
are expected to be driven by
income rather than positive
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The retail sector is suffering from the rise of e-commerce
. W = TN

capital revaluations. The

asset class faces a number

of headwinds at present,
particularly in the retail sector,
which 1s seeing a structural
decline. In addition, demand
for office and industrial
premises will be affected by the
economic impact of Brexit on
the UK economy. However...
commercial property remains
an attractive long-term asset
class, given the levels of yield
available, which are backed by
revenue streams that should
increase with inflation”.

My own sense is that
investors might want to follow
Simon Elliott’s advice and stick
with the many niches within
the property spectrum. The
Conservative victory in the

—

oeneral election will certainly
have helped boost sentiment
and I think we’ll see many
more domestic businesses look
to make office and industrial
moves now that we have more
certainty. Foreign investors
might continue to invest in
prestige properties, but my
sense is that sterling’s recent
rise might take the edge off
this market.

We might see the sharpest
rally in regional markets, which
have been relatively subdued
(in valuation and yield terms)
compared with the big London
office market. That should
help specialist operators such
as the Regional REIT (LSE:
RGL), which currently trades
at a 3.3% discount to net asset

@Alamy

ubsector carefully

value (NAV) and yields 7.4%.

This fund’s focus could come in
handy as the domestic economy
bounces back after the general
election and Brexit.

Eye up social housing
The social-housing sector
might also stage a rebound as
the Johnson government steps
up spending on social housing.
Civitas Social Housing (LSE:
CSH) currently trades at a
chunky 18% discount to NAV,
which could tighten a bit and
is yielding 5.7%.I'd also look
again at Residential Secure
Income (LSE: RESI), which is
on a 12% discount to NAV.
Sticking with potential
policy changes, my sense is that
a Conservative government
might give investors in
leaseholds an easier time. That
could help the Ground Rents
Income fund (LSE: GRIO),
which has had a terrible few
years. It currently trades at
a 21% discount to NAV and
offers a 4.3% vyield.

Last but by no means least,
while UK property may be at
a late stage in the cycle, my
sense is that many continental
European markets are at a
slightly earlier point in the
cycle and might benefit if
the eurozone economy does
somehow manage to pick up
speed in 2020. In this context
the Schroders European Reit
(LSE: SERE) might be worthy
of further research. The
trust’s discount has tightened

considerably, but it is still at
0.5% and there is a 5% yield.

Dutch activist fund Follow This has

filed shareholder resolutions at
Exxon, Chevron, and Shell’s annual
meetings for the first time, says

Laura Hurst on Bloomberg. The
motions ask the companies to align
their plans with the Paris climate
accord. The fund has previously done
the same in Europe, pressuring major

oil companies to take action on
climate change. Follow This's

resolutions have so far been defeated,
but the group believes change comes
from “a small number of progressive
investors, not the majority”, says
head of the company Mark van Baal.
They have already been joined by

Dutch insurer Aegon and M&G

Investments. Chevron says it has
already set up emission reduction

goals for various forms of fuel.

MoONEYWEEK
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B Survivors of two World Wars, “the Great
Depression, the Great Recession, the dotcom
bubble, and the tech boom”, these trusts seem a
reliable investment, says Mike Athertonin The
Times. The Foreign & Colonial investment trust
has been running since 1868 when it began
putting money into government bonds. Now,
over half its money is invested in the US, with
holdings in Apple, Alphabet and Facebook.
Scottish American was formed in 1873 to invest
in US railroad bonds after the Civil War gave the
economy a boost. It has stakes in Procter &
Gamble and Deutsche Borse. The BlackRock
Smaller Companies trust was set up in 1906.

It focuses on small and mid-cap companies and
“has an impressive record of strong dividend
growth”. City of London started as a brewery
company in 1891 and turned into an investment
trustin 1932 when proceeds from the brewery’s
sales were invested in the stock exchange.

Top holdings include Diageo and Unilever.

Short positions... trusts that have stood the test of time

B Neil Woodford's
protége Mark
Barnett’s
(pictured)

Invesco funds
suffered their
biggest
withdrawal in
over five years
this past
November, says
Daniel Grote on
Citywire. Investors pulled

out £450m after fund platform and
analysis group Morningstar
downgraded the funds owing to liquidity
concerns. Investors withdrew around
£318m from Invesco High Income fund,
Barnett’'s largest, and £125m from the
Invesco Income fund. The funds now
stand at £5.7bn and £2.6bn respectively.

moneyweek.com



SCOTTISH MORTGAGE INVESTMENT TRUST

SCOTTISH MORTGAGE" |
ENTERED THE

FTSE 100 INDEX IN
MARCH 2017.

WHO SAID THE SKY HAD
TO BE THE LIMIT?

Business’s ability to exhibit exponential growth lies at the heart of the Scottish Mortgage Investment Trust.
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Our portfolio consists of around 80 of what we believe are the most exciting companies in the world today. Our vision
S long term and we Invest with no limits on geographical or sector exposure.

We like companies that can deploy innovative technologies that threaten industry incumbents and disrupt sectors
as diverse as healthcare, energy, retail, automotive and advertising.

Over the last five years the Scottish Mortgage Investment Trust has delivered a total return of 124.7% compared
to 101.9% for the sector”. And Scottish Mortgage is low-cost with an ongoing charges figure of just 0.37 %™

Standardised past performance to 30 September”

2015 2016 2017 2018 2019 MO“E)]
Scottish Mortgage 4.2% 37.0% 30.3% 29.0% -6.4% Tfjﬂsgiﬁﬁards
AIC Global Sector Average 4.3% 29.0% 26.2% 19.2% -0.2% 20]_9
Globa!f?mwth
Past performance is not a guide to future returns. Scottish Mortgage

Please remember that changing stock market conditions and currency exchange rates
will affect the value of the investment in the fund and any income from it. Investors may
not get back the amount invested.

BAILLIE GIFFORD

For a blue sky approach call 0800 917 2112 or visit us at www.scottishmortgageit.com

A Key Information Document is available by contacting us. Long-term investment partners

*Source: Morningstar, share price, total return as at 30.09.19. **Ongoing charges as at 31.03.19 calculated in accordance with AIC recommendations. Details of other
costs can be found in the Key Information Document. Your call may be recorded for training or monitoring purposes. Issued and approved by Balllie Gifford & Co
Limited, whose registered address is at Calton Square, 1 Greenside Row, Edinburgh, EH1 3AN, United Kingdom. Balillie Gifford & Co Limited is the authorised Alternative
Investment Fund Manager and Company Secretary of the Company. Balillie Gifford & Co Limited is authorised and regulated by the Financial Conduct Authority (FCA). The
investment trusts managed by Baillie Gifford & Co Limited are listed UK companies and are not authorised and regulated by the Financial Conduct Authority.
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Personal finance

Keep your
money safe

There are millions of scams
attempted every year. Shield your cash
with these simple but crucial tips

he number of scams aimed at separating you

from your money continues to rise relentlessly.
“With 3.9 million cases reported last year, you
are much more likely to experience fraud than a
violent crime,” says Kenza Bryan in The Times.
So, it’s time to brush up your security skills in
order to stop yourself falling victim to a con.

Stop scammers from accessing your accounts
by strengthening your passwords. We all have to
remember several different complicated codes and
passwords. “To make them easier to remember,
opt for a theme rather than just a memorable bit
of information about you,” says Bryan. You could
take the first line of your favourite novel and use
the first letter of each word. Then swap some
letters for numbers and symbols. So, fans of 1984
could opt for Iw@bcd1A.

Another way to make your accounts more
secure is to lie. Answer
security questions

Ruth Jackson-Kirby
Money columnist

“Ask your bank if you can

-

J

Your pet’s name is easy to find out online

head of fraud at TSB, told the Daily Express.
Before making an online payment double-check

everything. “Fraudsters thrive on stressful or
rushed situations, because we’re less likely to
think things through before making a payment
or surrendering our information,” says Hart.
“Always give yourself enough time to make a
good decision.”

Add an extra layer of security
to your online accounts with

truthfully and you could be receive authentication codes by two-step authentication, but

using information that is
easy to find online, such as
your mother’s maiden name or what you call your
pet. “Pick a random but memorable word, keep it
secret and use it for every answer,” says Bryan.

Beware of public Wi-Fi

Try to avoid visiting secure websites — such as
online shopping web pages— while you are on
public Wi-Fi. “Fraudsters are able to compromise
public Wi-Fi easily, so it’s worth eating into your
own data and staying safe,” Ashley Hart, the

email or on your banking app

» don’t opt to receive codes

by text message. “They can
be intercepted by fraudsters who convince your
phone company to give them control of your
number,” says Bryan.

Instead, ask your bank if you can receive codes
via your mobile banking app, or by email or
telephone. Finally, check your bank statements.
Look for payments you don’t recognise and
Google the description to find out what company
it is. If you spot anything unusual, report it to
your bank straight away.

Don't settle for
lousy cash Isas

Interest rates may be at
historic lows, but that
doesn’t mean you have
to settle for some of the
absolutely pitiful rates
some banks are paying.
Research by the Daily
Mail has found that
Halifax's Instant Isa
Saver and Santander’s
Easy Isa accounts both
pay just 0.2% interest.

The 20 worst cash Isas
pay between 0.15% and
0.4% interest. That's less
than £5 in interest on
£1,000. The good news is
that there is no reason to
accept such pitiful
interest rates. “No one
should accept earning
less than the price of a
cup of tea over a yearon
£1,000 on their hard-
earned savings,” says
Anna Bowes from
Savings Champion.

“While things still look
bleak for the savings
market, there are
providers offering better
rates of interest for those
who shop around.”

The best rate for an
easy-access lsa is offered
by Yorkshire Building
Society at 1.35%.
Someone who moved
£20,000 from the worst-
paying Isa to the best
would increase their
return by £240 a year.
Just be aware that the
Yorkshire account only
allows withdrawals on
one day per year.

If you want unlimited
withdrawals then
Cynergy Bank’s cash Isa
pays 1.31%: £262 a year
on £20,000.

Pocket money... have you checked the Marriage Allowance?

B New figures from the Office
for National Statistics have
revealed that we've been
getting wealthier in recent
years, but atthe same time we
have also taken on more debt,
says Marianna Hunt in The Daily
Telegraph. Between 2012 and
2014 the households with the
median amount of wealth owed
£4,150, but that has “risen by
almost 40% to £5,800 today.”
Middle-income earners are
getting into debt more than any
other wealth level. This could be
because they are juggling lots
of balls. “There’s every chance
each month they have a
mortgage plus a credit card,
loan or overdraft to address,”
Sarah Coles from Hargreaves
Lansdown told the paper.

their partner.

Daily Express.
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B Married couples are being
urged to check if they are
eligible for atax rebate. The
Marriage Allowance lets a low-
earning spouse transfer £1,250
of their Personal Allowance to

The transfercan save up to
£250 a year in income tax.
But “eligible couples may need
to act sooner rather than later
If they want to backdate their
claim for the past four years”,
says Jess Sheldon in the

The allowance was
introduced in 2015, so if you
have never claimed you could
still get the whole lot. But be
aware that from April you won't
be able to claim for the
2015/2016 tax year any more.

B Savers are getting locked
into low-interest fixed

bonds against their will, says
Sam Barker in The Sunday
Telegraph. When a savings
bond matures some providers
are setting “narrow time
periods” for customers to
contact them to say how they
want their money and interest
to be paid to them. Aldermore,
for example, gives customers
just three weeks to inform them
what to do with a maturing
bond otherwise it automatically
renews. “In the worst case this
can mean a five-year deal
becoming a ten-year one.”

B "Cash isn't always king when
negotiating a deal to buy a new
car,” car buyers’ magazine What

Cartold This is Money.co.uk. A
review of manufacturers’ deals
found that a motorist could save
an average of 11.65%, or £4,201,
if the driver took out a financing
deal. Discounts for cash buyers
were just 8% on average, or
£2,881. This reflects an attempt
“to corral [people] into
becoming repeat customers”,
says Thisis Money’s Rob Hull.
With a personal contract
purchase (PCP), essentially a
long-term rental with the

option to buy the car eventually,
a driveris far more likely to
return and spend more money,
while dealerships also earn
more from servicing and
maintenance. The best PCP deal
What Car found was on a Nissan:
a 14% saving.

moneyweek.com

©Getty Images; iStockphotos



©iStockphotos

Small business

e
o -
K .
4 s
W |58
-
s
L
Fi
Lo

Where to find tunds tor your firm

There are plenty of potential sources of money to help yo

David Prosser
Business columnist

ore than 600,000

Britons started their own
business in each of the past
three years. And January is a
key month for entrepreneurs
returning from a Christmas
break determined to turn their
ambitions into reality. But
you’ll need funding to do so:
enough to cover the costs of
launching and to ensure you
can get by while you’re working
to turn your first profit.

Bank lending to small
businesses has dwindled over
the past decade as banks have
sought to reduce risk following
the financial crisis. Even
before the crisis, banks were
reluctant to offer significant
amounts of credit to brand new
ventures; they want to see at
least some history of a business
trading successfully before
they consider
lending to it.
Still, the good
news is that
the number of
alternative sources of funding
has increased.

Where to start

The StartUp Loans Company
1s a good place to start in your
search for investment. Set up in
2012 as part of a government
initiative to promote business
startups, 1t now operates as
part of the state-backed British

“Crowdfunders pitch
youridea to a big
group of investors”

the company because

Business Bank. It offers loans
of up to £25,000 to founders

of new businesses, though the
average amount lent to more
than 60,000 businesses so far is

around £7,200.
The StartUp Loans

Company’s loans are
affordable, repayable over

up to five years at an interest
rate of 6%

a year, and
don’t require
you to put up
any collateral
or security. The finance also
comes with 12 months’ free
mentoring and business advice
from the organisation.

Even if you decide this isn’t
the route for you, it’s worth
looking at the organisation’s
website, which has lots of
useful information on the
basics of starting a new
venture, from doing the right

Loans aren’t hard to come by, but do your homework

market research to writing a
business plan. These could be
crucial in helping you to secure
finance elsewhere.

You may even be able to
obtain a grant rather than a
loan that has to be repaid. The
central government and local
authorities all offer a range
of different grant schemes,
with eligibility and conditions
varying enormously. The
startups.co.uk website is a good
starting point for researching
what’s available and how to
increase your chances of a
successful application.

In the private sector, a
community development
finance institution (CDFI)
could be another possibility.
These organisations target
borrowers who normally find it
hard to get credit. They offer a
range of finance, from bridging,
loans to working capital.

Five questions for... Markus Stripf, co-CEO
d co-founder of Spoon Guru

ur startup flourish

'/

Responsiblefinance.org.uk
has the details of many of
these organisations.

Explore alternative finance
Alternative-finance providers
may also be able to help. These
include new digital banks
seeking to disrupt the market
as well as lenders offering asset
and invoice finance, where
you borrow against the value
of physical assets or bills that
customers have yet to pay.
Other specialist players offer
products such as growth loans.
These are often more expensive
than traditional business
finance, but available to less
mature businesses.

Crowdfunding is
also popular with some
entrepreneurs. Online
platforms such as Zopa,
Funding Circle, Seedrs and
Crowdcube enable you to
pitch your business to a large
group of investors offering
either debt or equity funding.
They only have to make small
commitments each, which
can help overcome the risk of
lending to you.

There are, then, many
more sources of funding than
you may realise. Plan your
venture carefully on the basis
of research into the existing
market and the potential
size of the opportunity, and
build contingencies into your
projections. Any funder will
want to see this groundwork
before agreeing to support you.

® What does your
business do?

Spoon Guru helps
people find the perfect
foods for their dietary
needs and health
objectives. Using a
combination of artificial
Intelligence and
machine learning with
nutritional expertise,
we’'ve built a food
search and discovery
platform that
determines every
product or recipe’s
suitability for each
iIndividual. We started

moneyweek.com

we observed the
frustration that people
with specific dietary
requirements encounter
on a daily basis.

® What is your greatest
achievement?

Our three greatest
successes have been
getting investment from
people who believed in
our mission; building a
hardworking team of
young people keen to
make their mark in the
Industry through innov-
ation; and licensing

our technology to
major retailers.

® What has been your
biggest challenge?

The highs and lows are
much more pronounced
when you operate a
startup. Cashflow
management is always
a challenge as you have
to function on a tight
budget. Unexpectedly
slow sales cycles can be
difficult to navigate, as
is selling change in
conservative markets.

® What are your plans
for hitting your targets?
Firstly, expanding the
team to bring even more
innovation into the
company. Secondly

going into other
territories. In 2019 we
expanded into the
United States, the
Netherlands,
Australia and
New Zealand, and
in 2020 we're aiming
for Asia, South
America and beyond.
Thirdly, building more
game-changing
products on top of our
pioneering platform.

have decided to leave
the safe environment of
a permanent job to
embark on this
adventure. Don't lose
sight of what drove
you in the first place.
You have committed
to solving areal
problem. Not many
people have the
courage to do that.

MoNEYWEEK

® What's the one piece
of advice you'd give
fellow entrepreneurs?
Always start with the
why, not the what.
Remember why you
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The Cinderella
of Investment
arrives at the ball

Investors should look beyond the market noise of a single year
and examine the bigger picture. Max King explains what we
can learn from 25 years of investment-company history

Investors need to keep an eye on long-term trends

lest changes barely noticeable from month to month
or even year to year catch them unawares. Lessons
that seem clear with the benefit of hindsight are easily
missed at the time as investors are lulled into a false
sense of security by the implicit assumption that
nothing much has changed or ever will. At this time
of year, then, it pays not only to review the last 12
months but also to examine the longer-term picture to
see what we can learn.

This year has been a good one for equities, with
markets recovering from the late 2018 setback and,
in the case of Wall Street, regularly hitting new
highs. Earnings growth is likely to have been
disappointing, but this was discounted last year and
the outlook for 2020 is much better. Bond yields,
already negative in real terms, continued to fall
to well below 1% in the case of ten-year gilts and
not much more for high-quality corporate bonds.
Unsurprisingly, investors have been on the hunt for
income, finding it in the “alternative-income” section
of the investment-trust sector.

Around £8bn has been raised by investment trusts
this year, but only 20% of that has been for equity
funds. Just under 50% of the Numis Securities
universe of 400 London-listed investment companies,
with a combined market value of £190bn, is now
accounted for by alternative-income funds invested
in infrastructure, debt, property, private equity and a
proliferating number of sub-categories.

With the exception of private equity, these funds
provide a generous dividend yield of over 4%, the
prospect of moderate capital growth and a low
correlation to equity markets. Despite markets’ strong
performance, investors have remained cautious, which
explains the low level of issuance by equity funds.
Much of that has come from trusts that trade at a
premium to net asset value (NAV) issuing new equity
to meet demand rather than from formal offerings.

The sector in 1994
Now for the bigger picture. Charles Cade, the

recently retired head of investment companies
at stockbroker Numis Securities, has compiled a “There
retrospective analysis of his 25 years in the sector.

In 1994, gilt yields rose to 8.6% and inflation e 43
dropped below 3%, but there was little confidence mvestment-
that it would stay there. Yet it did, and it then fell trust
further after the financial crisis of 2008. Investors

wishing to diversify their portfolios away from volatile ﬂOtdtZOﬂS
equities had no need for alternative-income funds; in 1994

they simply bought gilts, which subsequently proved i
to be an excellent investment. compared

The investment-companies sector, however, valued o 1. :
at £53bn in total, was predominantly invested in listed with Just six

equities; 38 % of it was accounted for by “global” funds, in 2019
MoNEYWEEK 27 December 2019

If you don’t trust the board, steer clear

though in practice most of these had UK weightings

of around 50%. UK specialists accounted for another
23% of the total and private equity, following the
flotation that year of 31, for 12%. Enthusiasm for
emerging markets and the Far East following the
collapse of communism meant that they made up
16%, but North American, Japanese and European
specialists made up less than 10% combined. Investors
were eager for new launches, with no fewer than 43 of
them occurring in 1994 compared with a mere six in
2019. Nearly £3bn was raised in 1994, including more
than £1bn from the flotation of two giant European
privatisation trusts in addition to nearly £2bn from the
listing of 31. Only £500m stemmed from secondary

offerings by already listed companies. These accounted
for 90% of the money raised in 2019,

Declining discounts

The enthusiasm for new issues in 1994 accompanied a
dramatic fall in the average discount to NAV of

share prices in the sector from the high teens in

1990 to a low in 1994 below 3%. But this proved
unsustainable and discounts widened back to the
mid-teens in the rest of the decade. Share buybacks
then became possible and, for this and a variety of
other reasons, discounts embarked on a downward
trend until 2018, reaching 3% again, before
moderately widening this year. Poorly managed trusts
or those in out-of-favour sectors still languish but, as
Cade says, “ignoring the discount is not a long-term

moneyweek.com



strategy”. A wide discount often prompts corporate
raiders or disgruntled shareholders to take action.

The 1994 peak for equity issuance was not passed
until 2016, when £15bn was raised, followed by

another £12bn in 2007, much of it for listed hedge

funds. The large majority of the issuance was still for
new flotations and Cade’s analysis shows why this has
subsequently changed. “Many initial public offerings
don’t survive a decade,” he says, including those
privatisation trusts and most of the listed hedge funds.
No wonder that, in recent years, most of the issuance
has been for existing funds with a proven track record.

Management has improved
A handful of investment trusts, including Lowland,
Herald and JPM Emerging Markets, have continued
with the same mandate and the same manager for
25 years, but most of the long-term survivors
have seen managers leave, retire or move on when
performance flags. Mandates have evolved. For
example, the global funds have become truly global.
Trust boards, now truly independent and diverse,
have become far more willing to move trusts to new
management companies. Edinburgh Investment Trust
is making its third move since 1994.

The investor base then was dominated by insurance
companies and pension funds, though the launch
of personal equity plans was bringing in private
investors. The “wealth-management” function was
carried out by private-client stockbrokers, usually

moneyweek.com
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“The

alternative-
income sector
contains
several
walking-

wounded
funds”
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on an advisory basis. The privatisation programme
had encouraged many banks to open up low-cost
share- dealing services, but internet dealing was

for the future. Now investors are typically wealth
managers — people using online platforms or multi-
asset enthusiasts who use trusts, especially alternative-
income ones, to fill the gaps they can’t address directly.
Institutional investors are steadily exiting.

Investment companies outperform unit trusts
The key question is whether investment performance
has improved. Studies show that closed-end listed
funds, such as investment trusts, consistently
outperform open-ended ones, even those with
the same manager and mandate. Corporate
governance has improved, discounts to NAV have
fallen (helped by discount control mechanisms),
fees have come down, communication with investors
has improved and the internet has made fund
information more accessible.

Nevertheless, the Patient Capital fiasco shows
that the scrutiny of malfeasance by those who are
supposed to be the private investor’s gatekeepers
hasn’t improved enough. Fashions, driven by over-
enthusiastic marketing at the wrong time in the
investment cycle, come and go. The alternative-income
sector already contains a number of walking-wounded
funds and more will surely follow. It seems likely that
average performance has improved, but there are
many pitfalls for the unwary investor. Cade has come
up with a list of nine lessons he has learned.

Ten key lessons to take away

1. Be wary of blockbuster new launches (such as
Patient Capital).

2. Follow secular trends, but don’t lose all grasp
of valuations.

3. Don’t ignore the discount. High discounts
often present an opportunity, high premiums are
rarely sustained.

4. Be prepared to take a contrarian view, investing in
out-of-favour areas.

5. Avoid the latest fad, although fads are easier to
identify with the benefit of hindsight.

6. Don’t buy if you don’t understand the risks, such as
in complex mandates, structured products and funds
with high borrowings.

7. Be aware of fees, but don’t let them drive the
investment decision. You often get what you pay for.

8. Volatility is not the same as risk; volatility
represents a temporary loss of capital while real risk
threatens a permanent one.

9. Corporate governance matters, so avoid funds
where you don’t trust the managers or the board.

He could have added a tenth: recognise mistakes.
Nobody can call themselves an experienced investor
until they have made a disastrous investment and
regarded their loss, once taken, with equanimity.

The growth of investment trusts has exceeded that
of unit trusts since 2013, but the latter, with £1,215bn
of assets, dwarfs the former. Investment trusts remain
the Cinderella of collective investment schemes despite
their outperformance. A few mishaps are inevitable,
but they remain the best vehicle for investment for
private individuals.
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Nuclear power Is viewed as too dangerous and too costly to form part of our energy

Dangerous, dear and dying: the con

future. That's plain wrong — and it could spell huge opportunity, says Dylan Grice

In 1987 Paul Slovic, the famous decision theorist,
published work into a theory of how the public’s
perception of risk differs from what an expert would
consider rational. The example that best illustrated
this was that of nuclear power, which all groups
ranked at, or close to, the most frightening in a list that
included smoking, motorcycles and handguns.

Things haven’t changed much since. A recent
survey of attitudes on different sources of energy from
the Pew Research Center tied nuclear energy with
fracking, both of which marginally pipped coal to the
post for the prize of least-popular energy solution in
the US (renewables win the branding competition).

One might expect the stockmarket to be better
informed and closer to the experts in Slovic’s study.
After all, participants have a financial incentive to be
right. But sentiment here doesn’t seem much better.
The industry market capitalisation of uranium miners
has fallen by 92% from its peak, from around $130bn
in 2007 to $8bn today. The uranium price has gone
from $130/Ib to $25. The number of uranium miners
has gone from around 400 to around 40.

The current narrative around nuclear is that
it’s just too dangerous. Who knows when the next
Fukushima, Three Mile Island or worse, Chernobyl
will be? And why take the risk? Natural gas prices
have collapsed thanks to fracking and innovation
is lowering the cost of installing renewables every
year. This, continues the narrative, 1s why everyone is
shutting down their nuclear-power plants. In the US,
for example, the Energy Information Administration
projects nuclear generating capacity to decline by
99.3GW to 79.1GW by 2050.

Even if what we’ll call the “dangerous, dear and
dying” narrative was correct (which it isn’t), I’'m
going to show you that the current uranium price is
uneconomically low — even if the nuclear industry
has no future. We’ll then better understand how
phenomenally attractive current valuations are when
we realise that in reality it has a very bright future.

The opportunity in nuclear
Uranium is the basis of the fuel that powers nuclear-
power plants. The market is a duopoly consisting
of Kazatomprom and Cameco, who control around
60% of the market. The most expensive item in the
production of nuclear-powered electricity is the capital
cost of the plant, which will typically be around
$8bn-$10bn for a 1GW reactor. The uranium cost is
negligible, so large declines don’t make nuclear a more
economically attractive energy option any more than
large increases make it less so.

Deals between utilities and miners are usually
done bilaterally using long-term contracts. There i1s a
spot market, but it is not large or liquid and consists
primarily of inventory tweaking by other players in
the value chain (eg, conversion services). The “term
price” of around $30/Ib has fallen by nearly 70% since
peaking in 2007. Partly, this mirrored similar industry
dynamics throughout the commodity complex in the
early 2000s, after most of the industry was caught
out, starved of capital during the tech bubble and
downsized for a low-growth future, just as China’s
rapid industrialisation was taking off. Uranium buyers
suddenly found themselves contracting into a highly
supply-constrained market.
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By the turn of the decade, nuclear-power plants
were being planned by governments left, right and
centre: the US, China, Russia, Japan, Korea, Taiwan,
Sweden and the UK all looked to boost their nuclear
capacity. Other EU countries such as Italy, Spain and
Belgium were reassessing their own nuclear policies.
Fifty countries (mostly emerging markets) declared an
interest to the International Atomic Energy Agency
(IAEA). It was music to the uranium miners’ ears.

The global shutdown

Then, in March 2011, an earthquake off the coast

of Japan triggered a tsunami that hit the island just
north of the Fukushima district. The nuclear plant

at Onagawa was protected by its 46-foot seawall.

The reactor shut down as planned, no radiation was
released and no one was hurt. Further down the coast
though, things didn’t go so smoothly. The seawalls
weren’t as high as those in Onagawa, which meant the
back-up generators were flooded. There was no way to
cool one of the damaged reactors. An explosion saw
the release of radioactivity into the environment. After
this happened, Japan took its entire fleet off line.

Japan shut down all but one of its nuclear plants,
while Germany accelerated existing plans to
decommission its entire nuclear fleet. Even France,
one of the oldest proponents of nuclear in the world,
wobbled, saying it would shut down 20 of its 58 power
stations. The uranium market collapsed, not only
because of the excess capacity, but because demand
collapsed too. The nuclear winter had begun.

Yet the current term price of $30 is nowhere near
enough to satisty annual consumption of around 180
million pounds. Estimates of the industry’s marginal
cost of supply are currently at least $50, although it’s
not clear why even that price would necessarily make
sense for the industry. Current prices, roughly equal
to the cost of production at the McArthur River mine
—the largest uranium mine in the world — haven’t been
enough to prevent a suspension of activity there by its
owner, Cameco.

In a report from the third quarter of 2019, the
company states: “We will not produce from our tier-
one assets to sell into an oversupplied spot market.

We will not produce from these assets unless we

can commit our tier-one pounds under long-term
contracts that provide an acceptable rate of return for
our owners”. Production at three of its other mines
remains suspended at the time of writing. Cameco
isn’t the only one talking the talk. Kazatomprom has
also suspended production at key mines in the last few
years. Paladin Energy with its two mines in Africa

has curtailed production and the US Department of
Energy’s transfer programme has been suspended.

The squeeze on uranium

How much downside can there be here? Miners

are saying very clearly that they will not supply the

market at these levels. You might think that for prices

nevertheless to remain at such depressed levels there

would be no demand. But it’s not quite that simple.
As already stated, most uranium transactions

take place bilaterally, covering a period of several

years. Once a utility company buys the ore, it takes a

couple of years for it to be processed and enriched into

something that can be used as fuel. All purchases will
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“A panic-
buying rush
for uranium

is areal

possibility”
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Three Mile Island: the real damage was reputational

be made to manage and secure the expected inventory
required over the next seven to ten years, so there

1s rarely an immediate need to buy. So utilities have
waited as the price has fallen. Then again, without
fuel, you can’t produce electricity. Buyers don’t want
to be forced into a costly shut down. So a panic-buying
squeeze 1s plausible under the right conditions.

How close might we be to those conditions?
According to UX Consulting, the last big long-term
contracting round was in 2012. Deliveries for that
round are likely to have peaked in 2018. So maybe
—now? It’s even possible that we’ve already seen
the canary in the coal mine in other parts of the
value chain. The processing and enrichment players
followed a similar cycle to the miners: building out
too much processing capacity in a fit of collective
overexcitement, just as Fukushima forced a rethink
of nuclear power and a collapse in demand. The
market for conversion services was suddenly badly
oversupplied and the prices cratered, bottoming at
$5/1b in 2017.

Since then though, a large conversion facility
in the US shut down, bemoaning the uneconomic
environment. Prices have risen by a factor of four.
And this has done so without any nuclear renaissance.
Why will the uranium prices be any ditferent? If prices
make new highs, we’ll be looking at gains of around
five times from current levels.

The coming nuclear renaissance

So far, so tantalisingly asymmetric. Let’s now zoom
out a bit and go back to where we started, which was
the “nuclear has no future” narrative. Remember?

moneyweek.com
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sensus on nuclear Is wrong

Nuclear 1s dangerous and uncompetitive given the
collapse in the cost of renewable generation, which
is why the world is gradually turning off its nuclear
plants? Right? Wrong.

Let’s start with the supposedly growing cheapness
of renewables. It’s true that the unit cost of solar and
wind has fallen sharply over the past ten years. The
problem is that those lower solar and wind unit costs
haven’t translated into lower electricity prices for the
countries that have used them.

The problem isn’t related to the cost of the units
but to their fundamental unreliability. For example,
in 2015 and 2016, Germany added 10% more wind
capacity but only generated 1% more electricity from
wind, because it wasn’t very windy in those years.
Solar, obviously, can only generate electricity when the
sun shines. So for most of the year during the morning
and evenings — the time of peak electricity demand, the
supply of solar disappears. During the daytime, the
opposite happens. Demand is low but sun i1s abundant,
so prices crash. Indeed, on very sunny days, solar can
overproduce to such an extent that prices go negative.

These intermittency problems put the German
grid under significant pressure in 2017 as the
country integrated more wind and solar (7%
and 12% respectively). More than one hundred times
that year electricity prices went negative during the
day, as operators had to pay large buyers (usually
in neighbouring countries) as much as six cents/kWh
to avold overloading the grid (standard electricity
prices internationally are around ten cents/kWh).

Continued on page 24
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electricity”
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Continued from page 23

This is obviously a huge cost for the operators,
which ultimately shows up in the price end-consumers
have to pay. Similar types of problems have been
encountered in California, which with 10% solar
generation has had to offload electricity to Arizona
and in China, which has had to vent (“curtail”) coal-
produced electricity to give priority on the grid to that
created by suddenly strong wind.

You might think that batteries would be the
solution here and you’d be right. Except it’s a very,
very distant solution. Bill Gates has invested more
than $1bn in renewables. He said in 2015: “There’s
no battery technology that’s even close to allowing us
to take all of our energy from renewables and be able
to use battery storage in order to deal not only with
the 24-hour cycle, but also with long periods of time
where it’s cloudy and you don’t have sun, or you don’t
have wind”. Renewables are a welcome and necessary
addition. But they are fundamentally ill equipped
to comprise more than 10%-15% of most grids. For
baseload, necessary for the surges, there are only three
possibilities: coal, natural gas and nuclear.

Coal is, of course, highly polluting. Natural gas is
cleaner and dumps only half as much carbon into the
atmosphere. But it’s not actually that cheap outside of
the US. In China, for example, nuclear is cheaper than
gas and nearly competitive with thermal coal. Nuclear
is 100% carbon free and completely clean.

Nuclear: safer than you think

“Except for the accidents!”, you’re probably thinking.
Yet it might surprise you to know that in both

Three Mile Island and Fukushima, the problem

wasn’t so much the accident, but our panicked response
to it. According to Tetsuya Ohira, an oncologist

at the Fukushima Medical University, the speed of

the evacuation and the lack of medical personnel
accompanying vulnerable residents from nursing-care
facilities resulted in a situation where “scores of patients
died in an evacuation that was supposedly intended to
minimise radiation exposure. The life-threatening risk
to these people was not radiation, but discontinuation
of daily medical care”. The problems caused by the
Three Mile Island accident were very similar. When the
reactor partially melted down the container worked.
No radiation leaked into the surrounding area. The
problem, again, was the panic.

The pioneering behavioural psychologist Paul Slovic,
mentioned above, had this to say about the incident:
“the accident at the Three Mile Island nuclear reactor
in 1979 provides a dramatic demonstration that
factors besides injury, death and property damage
impose serious costs. Despite the fact that not a single
person died and few if any latent cancer fatalities are
expected, no other accident in our history has produced
such costly societal impacts. The accident... devastated
the utility that owned and operated the plant. It also
imposed enormous costs on the nuclear industry
and on society, through stricter regulation (resulting
in increased construction and operation costs),
reduced operation of reactors worldwide, greater
public opposition... and reliance on more expensive
energy sources’.

Chernobyl was ditferent. Radioactive materials
leaked and people died. But how many? The majority
of the initial casualties were those working on the site,
or sent to the immediate scene to extinguish the fire.
We don’t know how many of the 1,000 or so initial
workers died of radiation exposure, but let’s assume the
worst and say that all of them died. Ultimately, it’s been
estimated that about 600,000 people were registered
as emergency recovery workers and 5,000,000 were
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Renewables are necessary but not sufficient

inhabitants of designated “contaminated areas”.

Of these last, virtually none were exposed to anything
more than background radiation and most suffered less
exposure than a person living high up in a mountain
range, where background radiation is higher.

A more useful narrative

Overall, there may have been as many as 5,000 killed
by the Chernobyl disaster, which, unlike Three Mile
Island, was a disaster. But 5,000 is roughly how many
coal miners died in one year (2006), in China alone.
And Chernobyl was and is the very worst nuclear
power accident that has ever been experienced. In
Henan in 1975 the Shimantan Dam burst during a
typhoon, killing 171,000 people. Yet few think that
good enough reason to cease hydro production.

You may well wonder why, if nuclear is so clean and
safe and cheap, the world is scaling back its nuclear
ambitions. Well, the answer is — it isn’t. It may be the
case that we pay too much attention to what the US and
Germany are doing, extrapolating that into some kind
of proxy for what “the world” is doing. Or it may be
that we’re just not paying attention. France never did
shut down any nuclear plants, while Japan is bringing
its plants back on line. More importantly, China is as
serious as it ever was, as are Russia and India.

So the “dangerous, dear and dying” narrative is all
wrong. Usually, when everything everyone says about
something i1s wrong, there’s an enormous opportunity
at hand. We talked earlier about the extraordinary
commodities bull run of the early 2000s, when
Chinese demand exploded just as supply had been
crunched. Fortunes were made. I think that’s what’s
basically about to happen in uranium.

Dylan Grice is the co-founder of Calderwood Capital.
This story is reprinted with permission from the firm’s
newsletter, Popular Delusions. Sign up to receive it

at calderwoodcapital.com/subscribe. With special
acknowledgement to Segra Capital Management

for their uranium investment contributions (contact
mike@segracapital.com for information)
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Investment trusts

Six trusts for
long-term
Investors

lt's no change once again as Merryn
Somerset Webb delivers the latest update
on our Investment trust portfolio

Since 2012, we have been suggesting a small portfolio
of investment trusts for those of you who want to hold
funds run by active managers, but not be particularly
active yourselves. I promised when we first wrote

about it that we would update you on it occasionally
and change it even more occasionally. Since launch

we have made three changes: selling BH Macro; 3i
Infrastructure; and Finsbury Growth & Income trust;
and replacing them with Caledonia Investments; Law
Debenture Corporation; and Temple Bar. So far so
good. On a capital return basis the portfolio is up about
106% since inception — around 14% annualised. Add
in a portfolio yield of around 2% and it doesn’t look
bad at all. We would have done far better to have been
less cautious, less value-orientated and more open to US
exposure over the last seven years (the S&P 500 is up
177% 1in sterling terms) and we have underperformed
the wider market over the last year. But thanks to

the inclusion of Scottish Mortgage — with its huge
exposure to the US tech sector in particular — we have
comfortably beaten the UK market since 2012 (the
FTSE 100 has seen a capital return of more like 6% over
the same period, albeit with a much higher yield).

So what next? Our panel of experts (Simon Elliott
of Winterflood, Sandy Cross of Rossie House and
Alan Brierley of Investec) are happy with the six trusts
(see the table on the right). The average ongoing charge
is reasonably low at 0.64%, and while this isn’t an
income portfolio, the yield of 2.12% is still useful. No
one, says Alan, has much idea what is coming over
the hill, but “Ilike the balanced nature of the current
portfolio”. Sandy agrees that we still have “a good,
long-term portfolio”. Simon notes that we are a “bit
light on US equities”, and suggests adding JPMorgan
American. He also quite likes the look of Templeton
Emerging Markets. We decide against making changes
this time — but they’re both ones to watch.

Scottish Mortgage isn’t performing as well as it was
—thanks to concerns about the valuations on growth
companies — but anyone who heard its manager James
Anderson speak at our Wealth Summit in London

Why independent boards matter

One of the attractions of investment trusts is their board structure and the way
it should mean that the funds are run in the interests of shareholders rather
than fund managers. (I'm on the board of three investment trusts by the way -
see moneyweek.com for details). Not all boards are up to much.That of the
Woodford Patient Capital Trust did a lousy job of reining in Neil Woodford and
Alan points to questionable governance at Jupiter US Smaller Companies
(where the chair has spent 26 years on the board and isn’t planning to resign
any time soon) as an example of how things can go wrong. But the recent
change of manager at the Edinburgh InvestmentTrust is a good example of a
board acting as it (probably) should.The trust’s £1.3bn has been run by
Invesco’s Mark Barnett (who previously worked very closely with Woodford).
Performance has been poor and in mid-December the board announced that
he is to be replaced by James de Uphaugh of Majedie Asset Management.
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Tesla: it could be a disaster, or a rip-roaring success

The MoneyWeek InvestmentTrust Portfolio (as of 9/12/19)

Caledonia (LSE: CLDN)

Personal Assets Trust (LSE: PNL)

Scottish Mortgage (LSE: SMT)
RIT (LSE: RCP)

Law Debenture (LSE: LWDB)
Temple Bar (LSE: TMPL)
Average

Price Yield Prem/Disc  Total Exp. Ratio
3,085p 1.97% -16.7% 0.94%
42,050p 1.33% 1.59% 0.91%
520p 0.6% -2.36% 0.37%
2,140.5p 1.6% 9.91% 0.68%
608p 3.13% -8.63% 0.45%
1,348p 4.1% -2.04% 0.47%
2.12% 0.64%

©Tesla

“Make sure

you rebalance
your holdings
when you
have a
moment at
Christmas”™

last month will understand why we need it in our
portfolio: most of the long-term returns in the market
come from a few amazing companies and James sees
his role as to find, hold and support those companies
for us. Tesla (5% of the portfolio) may turn out to be a
disaster. It may also turn out to be world-changing.

However, the possible change in sentiment makes
hanging on to the likes of Personal Assets Trust vital
too. It is managed by Sebastian Lyon of Troy Asset
Management with a primary aim of avoiding the loss
of capital (hence the holdings in gold, cash and short-
dated government bonds, plus high-quality equities).
Add it all up, say AJ Bell, and you get an “instantly
diversified portfolio in just one holding”. Temple Bar,
meanwhile, takes a contrarian approach, investing in
domestically focused UK companies that have fallen
out of favour. That hasn’t been particularly successful
over the last three years (Brexit uncertainty!), but a
solid yield of more than 4%, plus holdings in some
very cheap companies, make it a keeper. I particularly
like seeing BP and Shell in the trust’s top holdings. The
energy sector has been one of the worst performers of
2019: it 1s time for bargain-hunters to pay attention (as
the FT says that Warren Buffett already is).

We are all also still happy with the other of our
relatively recent acquisitions — Caledonia. Like Scottish
Mortgage, it gives us exposure to unquoted assets
(37% of the portfolio) and on its current discount
to net asset value (NAV), pretty clearly offers what
Numis call “significant value for long-term investors”.
The one making us a little nervous at the moment
is RIT. It is possible that some of its investments are
undervalued (and hence its stated NAV too low),
but none the less, we aren’t mad for holding things
on 9% premiums. We want to keep the holding, but
would suggest that when you have time to do some
administration at Christmas, make sure you rebalance
your holdings. RIT has, for example, significantly
outperformed Law Debenture (which is on a discount
of 8.6%), so sell some of the former and buy some of
the latter. If you haven’t been rebalancing regularly
(the 1dea 1s to hold equal weightings of all six trusts),
you are also likely to find that you are overexposed to
Scottish Mortgage. That’s been fine so far — but don’t
let it run so long that it isn’t fine any more!
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Investment strategy

How to find a

contrarian

fund manager

Contrarian investing — profiting from out-of-favour assets —
sn't easy. In an extract from his book, The Sceptical Investor,
John Stepek looks at how to find fund managers who can do 1t

“A good fund

Finding a fund manager who can outperform the
market on a consistent basis over the long run is not
easy. Indeed, one of the main arguments for passively
tracking the market over active investing is that it’s so
hard to find good active managers. That said, there are
ways to boost your odds. Here are some key traits to
look for if you’re trying to find a contrarian manager.

A transparent, clearly communicated strategy

Look for managers with defined strategies that they
can easily articulate. Successful investment is tricky,
but the principles are not hard, so it should be more
than possible for a knowledgeable fund manager with
any degree of enthusiasm and conviction to explain
their process to a reasonably intelligent adult.

Understanding how a fund is “meant” to work
is critical. David Swensen — who, as manager of the
Yale University endowment, has access to the most
elaborate investment strategies on earth — has said in
the past that he is not a fan of “quantitative” strategies,
which rely on algorithms to find patterns in markets.
“The fundamental reason is that I can’t understand
what’s in the black box. And if I don’t know what’s
in the black box and there’s underperformance, I
don’t know if the black box is broken or if it’s out of
favour. And if it’s broken, you want to stop. And if it’s
out of favour, you want to increase your exposure.”
Swensen’s point is that you need to be in a position
to judge whether a manager’s strategy makes sense;
whether it fits with your own portfolio; and whether
the manager is actually sticking to it. “Style drift” is
probably one of the biggest risks to watch out for with
active funds, because if you think you own one thing,
and in fact you own another, it can derail your whole
strategy (look at Neil Woodford, for example).

You probably won’t be able to talk directly to a
fund manager before you invest with them. But the
best ones make communication a priority. Nick Train
of Finsbury Growth & Income, for example, has an
extremely clear strategy: buy companies with durable
consumer brands, run a concentrated portfolio, don’t
trade too often and ignore macroeconomics entirely.
And, of course, there’s Warren Buffett. Buffett runs
an exceptionally complicated group of companies,
sets up deals that only he could get done and uses a lot
of financial engineering. Yet he makes a virtue and a
selling point of clear and regular communication with
investors. In each case, you know what you’re getting,

e - which is the minimum starting point for deciding
should | whether or not you should invest.
be able t_LO Look for high conviction
explam While active fund managers have a poor record
: of beating the market as a group, several studies
thetr p TOC@Si have shown that this isn’t down to a lack of stock-
clear ly picking ability. A study from about ten years ago by
MONEYWEEK 27 December 2019

Warren Buffett: never afraid to be a bit different

Randy Cohen, Christopher Polk and Bernhard Silli

looked at fund managers’ “best ideas”. They found
that the stocks that managers invested most heavily in
did better than both the market and the rest of their
portfolios. The researchers concluded that managers
were over-diversifying — the low-conviction ballast in
their funds was holding them back. So you want to
see conviction. By that I mean you want to invest with
a manager who will spend time finding great ideas,
then backing them to the hilt. The portfolio should

be relatively small (as few as 20 stocks is enough to
diversify away the majority of individual equity risk,
although there’s an argument for holding more as the
companies in question get smaller).

Find asset nurturers, not gatherers
When you have a small amount of capital, you can
invest in the tiny, neglected corners of the market
that few others are paying attention to. If you have
billions, then you need to invest in stocks that have
the capacity to absorb big purchases without moving
the share price. Those sorts of companies tend to be
well researched, otfering less opportunity for finding
hidden gems. So it’s easier to beat the market with a
small amount of money than with a lot of it.

But this highlights the conflict between the art
of investing and the business of being an investment
manager. Behavioural investing expert Michael
Mauboussin sums it up in his 2006 paper, “Long-Term
Investing in a Short-Term World”. “The investment
profession is dedicated to delivering superior results
for fund shareholders; practitioners tend to be long-
term oriented, contrarian and patient. The investment
business is about gathering assets and generating fees

moneyweek.com



Investment strategy

for the investment company as opposed to the fund
holders.” In other words, for fund managers it’s
ultimately more profitable to focus on getting bigger,
than it is to focus on achieving excellent returns.

So you not only want to find a relatively small fund,
but you also want to find one with explicit, well-
explained limits on how large the fund will grow.

That in turn suggests you should favour small, investor-
focused, independent investment firms, rather than the
big, profit-focused, fund-management brands.

Does the manager have “skin in the game™?
[f you are going to put faith in a fund manager’s
ability to grow your hard-earned savings, then at
the very least you should expect them to be putting,
a significant chunk of their own wealth at risk too.
You don’t want to be with a manager who merely sees
themselves as a custodian of someone else’s money,
because at the end of the day, there’s only so much that
anyone can care about what happens to other people’s
money. In effect, you want someone who is managing
their own money, with you tagging along for the ride.
This makes intuitive sense, but it’s also backed up
by evidence. In a recent paper — “Skin or Skim? Inside
Investment and Hedge Fund Performance” — Arpit
Gupta and Kunal Sachdeva looked at a database of US
hedge funds, many of which were set up to manage
“insider money” rather than money from external
investors. They found that “funds with greater
investment by insiders outperform funds with less
‘skin in the game’” and they also outperform more
consistently. This is in large part because the investors,
as well as pursuing high-conviction strategies, make
sure the fund doesn’t grow too large.

moneyweek.com
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Low costs and fair fees

Costs matter. Funds researcher Morningstar has
demonstrated over and over again that one of the best
predictors of future performance for active funds is
cost — cheaper funds do better and survive for longer
than their more expensive counterparts. And you don’t
just want low fees — you want a fee structure that will
encourage the manager to do their best for you. Again,
this is the sort of area where small managers usually
have the edge. The managers are typically owner-
founders of the business, so they care about keeping
costs low in general; they are frequently motivated by
a sense that the investment industry charges too much;
and perhaps more importantly, a fairer cost structure
gives them a competitive edge.

In an ideal world, a fund manager would take a
reasonable salary and have a large proportion of their
net worth invested in the fund alongside their clients.
When clients do well, they do well — and that’s as far
as their incentive goes. That may be too much to ask
for from most managers. But scrutinise costs and
pay particular attention to performance fees — what
benchmark does the fund have to beat? And is there
a high-water mark (ie, the fee isn’t charged until the
fund hits a new high)? Remember — the bigger the
chunk of your savings you have to pay to a manager,
the harder it 1s to outperform.

Be patient - and diversify

As Howard Marks of Oaktree Capital points out, if a
manager wants to “have a chance at the big money”
then he or she must “assemble a portfolio that’s
different from those held by most other investors”.

[f you behave conventionally, you’ll get conventional
results. The risk, however, 1s that “unconventional”
behaviour cuts both ways. An unconventional
approach to investing can see you trounce the market
— or badly underperform it. And even good contrarian
managers will endure periods of the latter.

Ina 2018 paper, Ben Inker of US fund manager
GMO noted that in theory your success rate at picking
fund managers could potentially be as low as 20% and
you could still manage at least to match the market
return over time. The difficulty is making choices and
sticking with them. A 2011 study by Aaron Reynolds,
cited by Inker, looked at 370 managers who had
beaten their benchmarks over a ten-year period — a
rare and impressive feat. Yet during the ten-year
period, nearly every manager lagged their benchmark
by at least 5% in at least one year and one in four had
underperformed by 15% or more. More pertinently —
because it would test the patience of any holder — half
had missed the benchmark by at least 3% a year for
three years running and a quarter had made a relative
loss of more than 5% a year. Remember, every one of
these funds still outperformed over the ten-year period
— but during that time there were moments when most
investors would be driven to sell.

So you have to be patient. This is why having a good
grasp of a manager’s strategy really matters — as long
as you feel comfortable that the problem boils down
to a manager’s style being out of fashion, rather than
a genuine lack of ability, then you can atford to wait.
And because you can’t be sure that you’ll pick the right
managers at the right time, you want to diversify —
have a spread of funds and a range of strategies. That
diversification will help you to ride out moments of
volatility when one or other fund is having a bad time.

The Sceptical Investor (2019) is now available —
for a limited period of time —at a 40% discount
for MoneyWeek readers. Go to harriman-house.
com/thescepticalinvestor and enter the code

SCEPTICALA4O0 at the checkout.
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What to invest in — and what to
avold - as a new decade dawns

s the UK a screaming buy now that the Brexit fog has cleared? Will inflation make a comeback as politicians
wrestle the printing presses back from central bankers? John Stepek grills the experts at our roundtable
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John Stepek: How do we feel about UK stocks now
that the election is over?

Lucy Macdonald: There were two reasons why
nobody wanted to go near the UK in recent years. One
was Jeremy Corbyn, the other was Brexit. Corbyn 1s
now off the table — and on Brexit, we still don’t know
what the trade deal’s going to look like, but it’s clearer.
So the UK is now more investable than it was.

John: Might we get a big influx of capital now?

Lucy: I think we’ve actually had that. A lot of
“underweight” positions have closed up over the last
few months. So I don’t think there’s going to be an
enormous wave — but for global investors, the UK is
certainly back on the table.

Max King: I’'m not so sure. The Labour party had
the worst leader imaginable and the most reckless
economic policies — and it still got a third of the vote.
No political party has ever won five elections in a
row. So you have to assume that in five years’ time the
Conservatives are out on their ear — it’s not a given, but
that’s the precedent. Also, a notable thing about this
election is that the idea of fiscal responsibility went out
of the window. So I think there’s every chance that in
five years’ time you will get a Labour government who
will trash the pound and the economy.

Lucy: Markets don’t mind a Labour government as
such. They just don’t really like Marxists.

Max: Yes, but they’re not going to change.

The grassroots are hardcore. I'd just be cautious.

Alastair Mundy: Yes, but in the meantime, we get a
mini boom!

Jim Mellon: Exactly. There’s not going to be
another election for five years.

Max: Yes —you may have five years to get your
money out of the country.

Jim: That is a cheery Christmas message!

Steve Russell: You’re almost certainly right, Max,
about fiscal looseness leading to massive spending.
But I don’t think the UK’s going to be remotely alone
in that — it’ll be the same everywhere you look.

Lucy: Except possibly Germany.

Steve: We recently had Stephanie Kelton — the US
economist who’s an expert on MMT — into our office.
John: MMT — Modern Monetary Theory — this is
the idea that governments can spend what they want,

provided that inflation doesn’t take off?

Steve: Basically, yes. Anyway, she’s brilliant. The
academic rigour behind MMT is absolutely there. And
I think that whichever side wins the US election in
2020, they will use it as an excuse to spend money, be
it on healthcare or infrastructure. I think it will gain
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traction everywhere. The magic of MMT is that it’s
totally rational — as rational as monetarist approaches.
The problem is that, while the academics are right, the
politicians, when they use it, will be wrong.

The example Kelton gave was the Green New Deal.
Effectively, it’s a long-term investment in productivity
— spending on creating green infrastructure and
jobs to combat climate change and reinvigorate the
economy. You then stave off any inflationary effects
of there being too much demand, in a full employment
environment, by raising taxes. That’s all great.

You can equal it out. The theory works.

The trouble is, politicians won’t raise tax. So you
do the Green New Deal, funded by cheap bonds, say,
but then the mechanism to offset the inflationary
impact just won’t happen. So it’s massively attractive,
and will, I think, get fantastic traction because of its
academic rigour — and it will be disastrous. It might
start in the US — but it might start with Boris Johnson.
[f he goes out and spends money and the UK economy
is seen to pick up, then everybody else is going to
think: well, why don’t we do that?

An irresistible temptation for politicians

Dylan Grice: I think you’re right. You say you find
MMT academically rigorous —1I find it laughable.
But that doesn’t matter — I agree, it’s going to happen.

Max: This is the risk. That governments will seize
control of the printing presses from central banks,
because they realise that’s where the money is made
now, rather than via commercial banks making loans.
What this election and visiting Argentina and writing
about it recently has convinced me 1s that allowing any
government — particularly democratic ones — control
over their currency i1s madness. Nearly all countries
trash their currency.

Tim Price: The Financial Times recently reported
that the Federal Reserve was considering relaxing its
inflation 2% target. And Paul Volcker’s just died.

The universe is definitely trying to tell us something.

Jim: So which currency would you regard as a
reference currency of high repute?

Max: The Swiss franc.

Tim: The Singapore dollar.

Max: Then the US dollar. And maybe the euro? It
might well blow up, but by the time it does, we’ll have
knocked a couple more zeros off the pound. That was
always the argument for joining the euro — that Britain
was not capable of running its own economy.

John: So, in that case Max, how long is it before
inflation takes off in the UK?

moneyweek.com
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Boris Johnson: a relief for UK markets

Max: Well, once the currency starts spiralling
downwards, inflation goes up.

Jim: But why is the currency going to slide?
Conservative fiscal policy, as far as I can see, is to
borrow another £28bn a year, which is nothing.

Max: It’s not going to be under the current
government. It’s going to be the fear of what will
happen next. I’m just saying that you’ve got to have a
long-term perspective on this.

Jim: We’ll remind you of this prognostication in
six years’ time! I’'m actually very bullish on the UK.
I’'m loaded up on UK assets, as I mentioned at the
MoneyWeek Wealth Summit last month, and I think
the pound will go to $1.50-1sh quite quickly. UK
domestic stocks in particular are very cheap. Look
at the dividend yields — why wouldn’t you buy Lloyds
Bank (LSE: LLOY), on a 7% prospective yield? It’s
among the best of all the banks in the UK.

Lucy: Yes, and when you look around the world,
dividend yields are higher than bond yields in nearly
every country, which is quite unusual. It is nearly
always the other way around.

Alastair: That could correct in two ways, of course!
John: Alastair, you tipped a lot of banks this time
last year, and they’ve done pretty well. RBS (LSE: RBS)
is up about 20%, Lloyds about 15%. And that’s before

dividends. Are you still hanging onto them?

Alastair: Yes, I still think too many investors are
looking in the rear-view mirror. They still think of
these things as “nasty banks with toxic assets run by
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lunatics and with no regulation”. All of those things
have changed substantially. As I said last year, all I
want is for the banks to be dull and boring and I think
they’ve done a good job of that. They’ve sold all their
rubbish to the investment or life insurance industries.
And they look pretty solid. What does that mean?

It means it gets you a solid yield, it gets you a bit of a
re-rating and makes you a bit of money.

Lucy: Can they make any money though?

With rates where they are?

Alastair: I think the odds are we’re going to get an
upwards sloping yield curve [where long-term interest
rates are significantly higher than short-term ones,
making it easier for banks to make profits] in the end.

Steve: In any case, Lloyds does make money.

Yes, most of it’s on the back book [older loans made
at higher interest rates], but Lloyds has shown it can
make money on a flat yield curve for the last couple
of years. Of course, that money’s been spent on

PPI compensation. But now 1t’s not. It’s not going

to suddenly grow its profits unless the yield curve
steepens, but it can pay that dividend.

A contrarian opportunity in oil

John: What about oil? Saudi Aramco’s public listing
tlopped and Apple is now worth more than the entire
S&P 500 energy sector — surely those are signals to
any contrarians in the room?

Continued on page 30
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Continued from page 29

Dylan: Yes, the Saudis are selling o1l and buying
venture capital. I like a lot of what’s going on in olil.

Max: The correct strategy now for energy firms is
to stop exploring. Just pump the oil and generate cash.

Jim: And pay dividends.

Alastair: That’s becoming quite common across
commodities in general, not just oil.

Dylan: Yes, you’re seeing a recalibration to lower
prices. It’s not so much the supply of these commodity
markets — whether it’s oil or coal, or even the
equipment suppliers. It’s the balance sheets.

The capital structures are not sustainable at these
price levels. So, balance sheets are in the process of
being reset. There are now some clean, pretty much
full-equity balance sheets in the sector. And so now
you're seeing depressed multiples [ie, low valuations]
on depressed earnings [1e, lower-than-average
earnings| with clean balance sheets [ie, little or no
debt]. And some of the old-timers are returning to the
sector to Invest — SO you’ve got smart money moving
into a completely bombed-out area that clearly has a
future. You could do worse.

Lucy: There will be more forced divestment though.

Jim: The “Greta Thunberg” effect.

Lucy: Yes. It’s just starting and that will keep
valuations lower than you maybe think.

Dylan: Yes, but that all argues for a higher expected
return ultimately. I wouldn’t compare o1l companies
too closely to the tobacco industry — tobacco
businesses are fundamentally far better than oil
businesses — but there is a parallel.

Steve: Also what we know for certain, thanks
to environmental, social and governance investing
(ESG), is that they will be capital constrained. That’s
great if it’s forced on you, because then you have to
start making your returns better. So I'm still positive
on the o1l majors. I’m a bit nervous on the services
sector because that capital constraint means they
won’t spend money. But there’s been such a fall in the
price of the services companies that they could double,
and they’d still be down 70%.

Dylan: The offshore pipeline is actually pretty
healthy. There’s enough for the survivors to make very,
very good returns. And it’s as symmetrical on the way
up as it was on the way down. You had the melt-down
—my guess 1s, the next move’s a melt-up.

Lucy: But this is not a normal cycle, 1s it? There’s
something structural going on. The transition to
electric cars and more renewables is real.

Dylan: But what is a normal cycle? They always feel
quite early at the bottom. Although I do agree that the
batteries and electric vehicles are a different factor.

Max: But far too much money is going into
alternative energy. It’s becoming riskier because the
subsidies are no longer there and also, as we’re saying,
when money floods in, returns tend to go down. The
renewable energy investment companies all trade at
unprecedented premiums to asset value. So I’'m not
saying it’s bad long term, but you’ve got to be careful.

Dylan: It probably is bad long term. It’s also riskier
as you raise the portion of the grid that these guys are
responsible for, because of intermittency (see page 22).

“Imagine Zf Jim: That’s why energy storage will be big business.

ou could The problem is, it’s not public. Well, Tesla i1s one
Y _ example. I don’t like Tesla, but battery storage is a very
grow mear in | big, growing business; it’s going to be huge. Everyone’s
a lab without house will effectively be their own grid provider.
antibiotics Living long and eating clean
and John: Jim, what else are you investing in at the

" moment — how’s the longevity sector?

hormones Jim: Longevity is interesting, but it’s not really
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investable yet — we know that something’s going to
work, but we don’t know exactly what. But if we’re
right, and people live to 110 or 120 as a matter

of course, then everything changes: consumption
patterns, the financial industry — everything.

However, a much nearer prospect I like 1s “clean
meat”. If you have young children, you know that
a lot of them want to be vegan or vegetarian, or
pescatarian because they understand the impact
of this stuff on the world. In supermarkets in the
US, when the plant-based burgers, Beyond Meat or
Impossible Burgers, are on sale, they outsell minced
beef, even though they’re much more expensive. The
thing is, plant-based burger substitutes are no better
for you than McDonald’s. But they’re much better for
the environment. Around 80% of antibiotics go into
farmed animals. That could lead to a pandemic that
could kill us all very quickly. Or land usage —just 1%
of the land required to raise farm animals would be
required for lab-grown meat. Or water usage: a kilo
of beef uses 15,000 litres of water. So imagine the
benefits if you could grow meat in a lab without all
the hormones, antibiotics and other bad stuff. I think
this will replace normal agriculture over the next
20 years. So I’'m making quite sizeable investments
in these areas. Last week, for example, there was an
unveiling of a tuna steak grown from cells by a cellular
aquaculture company called BlueNalu.

John: Is there anything to invest in?

Jim: Well we set up a company — it’s not very big,
about £15m — called Agronomics (LSE: ANIC). I’'m
the biggest shareholder, so I’'m talking my own book
there. But I'd also look at biotech — there is amazing
stuff going on there. Maybe five years ago we talked
about immunotherapy here. That is now a $180bn
industry. For many people who get cancer, especially
blood cancers, or, increasingly, solid tumours, it’s now
the gold standard of care and it’s only getting better.
Gene therapy is another area that’s really taking off.
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Years ago I recommended a company here called
Arrowhead Resources. It was one or two dollars then.
It’s $78 today. That’s in RNAI interference. All of this
stuff will be huge and all of these companies are made
to be acquired by the big pharma companies, who are
marketing machines, but don’t do any research —the
Glaxos, the Astras, the Pfizers and so forth.

John: Which stocks do you like in that sector?

Jim: I always like Gilead Sciences (Nasdaq: GILD),
one of the world’s great biotechs. It’s trading on just 11
times earnings. It’s got $25bn cash —net cash, a market
cap of $83bn and a yield of 4%. It’s the leader in CAR-T
technology, which is a form of immunotherapy that’s
going to take over the world. It is the absolute leader in
HIV therapy, including this new prep drug that people
at risk take to prevent themselves getting HIV. It is also
the company that cured Hepatitis C.

What'’s better - gold or bitcoin?

Jim: The other thing that’s interesting to me right now
is gold. We are on the cusp of rising inflation and you
can see it in gold. Gold is an established bellwether.
[f you’ve got rising inflation, you get rising gold —
19% in the last year, which is pretty impressive, but I
reckon it will be at least $2,000 by the end of next year
because there will be a buying frenzy.

Steve: Much as I like what you’re saying, Jim,
[ don’t think it’s true yet. I don’t think gold 1s
indicating the return of inflation at all. All it’s doing
so far is reflecting negative interest rates.

Jim: So, the carrying cost of gold has vanished?

Steve: Exactly. If you’re in Switzerland and you’re
having to pay — what is it? 1%, 2% on cash savings?
—then why wouldn’t you have gold? The beauty of it
for us is that it does very well when you have negative
yields, but it’s also a safe haven against inflation.

Jim: So it doesn’t really matter what the reasons are,
It’s going to go up!

Steve: What you want for gold is for bond yields
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to get more and more negative. And then for that
eventually to work and cause inflation.

Dylan: Or for governments to start listening to
Stephanie Kelton and implementing MMT.

Alastair: In which case, you want gold because
you’re outside the fiat currency system.

Jim: And bitcoin 1s now discredited, right?

Max: Well, it may have been a false start, but
the idea of blockchain currency might work. It is a
phenomenally attractive idea for people in troubled
countries, such as Argentina.

Dylan: Yes this is where you see the most activity
— Argentina, Venezuela, Iran. So bitcoin is actually
doing what the original libertarian dream was, which
1s providing a refuge for people against oppressive
ocovernment, financial repression and hyperinflation.
But the problem with cryptocurrencies is that bitcoin
has been around since 2009 and so far that’s the one
demonstrable use case. Other than that, there’s not
one application that everyone needs to use. The thing
1s, ironically, I think blockchain can have a future,
but if it does get off the ground, I think it will be a
very dark future, because blockchain is the ultimate
surveillance mechanism. You can search every single
transaction. This is how you enter into Stasi land
— Stasi on steroids, which is completely against the
whole ideal, but that’s where it would end up.

Tim: If only there was some kind of item like
physical gold...

Dylan: Yes, but even in Switzerland — where if you
have less than 25% gold in your portfolio, you’re seen
as a complete idiot — gold 1s becoming less liquid.
The last time I tried to sell gold they wanted my
passport. And just try to buy and sell gold bars in
London —it’s like facing the inquisition.

Max: If you buy gold and carry it in a briefcase to
Switzerland, can you cash it in? That would be useful
to know in five years’ time.

Dylan: If you can get it through customs!

The corporate debt timebomb

Alastair: John, just going back to alternative assets,
because I think this is important for your readers —
alternatives have really benefited from the fact that a
lot of investors are scared to invest in bonds because
there’s no income and they’re scared to invest in
equities because of the volatility. So they’ve piled in
to this new thing, where we’ve seen huge amount of
1Issuance in the last ten years. And they just let their
oguard down, because they’re so desperate for a 5%
yield. I’'m really concerned about that.

Tim: What’s that saying? More money’s been lost
chasing yield than at the point of a gun.

Max: Yes and there have been an increasing number
of funds blowing up in that sector.

Steve: And they’re often mislabelled. They come
under the title “alternatives”, but what are they?
They’re just corporate debt. But now it’s called private
debt. What’s private debt? It’s just illiquid debt. We
think this is going to make Neil Woodford’s problems
look like a picnic. US corporate credit, in mutual
funds and exchange traded funds (ETFs) — all stuff
sold to the man and woman in the street — has gone
from $500bn in 2009 to $2.5trn today. This is unit
trusts, ETFs, mutual funds, all offering daily dealing,
or minute-by-minute dealing and all of it is effectively
illiquid — and it’s all chasing that yield.

John: Also, the quality of investment-grade bonds
has collapsed — there is more BBB-rated debt out there
than ever before. Is that a concern?

Steve: Absolutely. If you look at US companies, since
2014 they’ve been paying out more in buybacks and

Continued on page 32
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dividends than they’ve been making in cash. So, they
have net negative cash flow. And then you’ve got the
deterioration of investment-grade credit quality. Yet
30% of all investment-grade bonds in the world are
on a negative yield, including corporations, because of
this hunt for yield. That is an absolute disaster waiting
to happen. We’re positioned by being long credit
default swaps [CDS — a form of financial insurance
that pays out if a company defaults on its debt].

John: Do you have a time scale?

Steve: Two or three years, I think. It’s exactly the
same pattern as you got in 1999, and in 2007/2008.
The only bit we don’t know yet — and the same with
inflation — is how much zero- and negative-interest
rates lengthen the cycle — something we didn’t know
back in 2008/2009. But we think this corporate debt
problem is more likely to break markets and then hit
the equity market, than any other single area. And
then you get back to Alastair’s point — this has all been
driven by people who want to buy yield, but think
equities are too risky.

Buy Vietnam and UK housebuilders
John: Let’s go to specific tips now. Tim?

Tim: We were already starting to nibble at UK
stocks and we’re buying more now that the political
clouds have dissipated. But our favourite market is
still Vietnam. Of all the listed markets worldwide, this
is the one that doesn’t appear to be much atfected by
what Donald Trump’s doing on trade. It’s probably the
single largest foreign direct investment (FDI) magnet
in South-East Asia. Vietnamese wage rates are a third
those of China. Vietnam is one of the most well-
educated populaces in the world. They work hard.
They enjoy life. They all want the same benetits we’ve
got: more cars, more property, more cholesterol.

It’s a really cheap market and they’re probably
the equivalent of the early 1980s in the UK. So the
Vietnamese government is powering ahead with
privatisations and relinquishing state control of
businesses. The investment trusts to look at are
Vietnam Opportunity Fund (LSE: VOF) and Vietnam

Enterprise Investments (LSE: VEIL). The other “secret
sauce” aspect is that Vietnam 1s not even an emerging
market. It’s a frontier market. So if you’re a fund
manager who tracks the MSCI World index, or the
MSCI emerging markets index, you can’t invest. But
retail investors can do what they like. So as a country,
that’s our single favourite market.

John: How are you feeling about Japan?

Tim: It’s our second favourite. Japan now yields
more than the US. That’s unheard of.

Steve: I’ve been banging on about Japan forever, but
[ think it’s fascinating. It’s etfectively the anti-US asset.
Japanese corporate debt peaked at 70% of GDP in the
early 1990s. It’s now down to less than 5%, compared
with 40% in the US. Could the US be nearing its 1990
Japan moment? And even if not, which do you want to
own? The one with the high yield and no debt, or the
one with a lower yield and loads of debt?

And the activism thing is really kicking oftf. The
number of activist funds running in Japan has
trebled in the last five years. If you want to find the
outrageously cheap, negative enterprise value stutf in
Japan, you have to go down to about $300m-$500m
market cap and for that you really need to be running
a £100m or £200m investment trust. One option is the
AVI Japan Opportunity Trust (LSE: AJOT).

John: Alastair?

Alastair: We were talking about a mini-boom in
the UK. Every politician sees the housing market as
key to the economy, so the government will focus on
that. Housing transactions are incredibly low in the
UK, particularly in London, so we just need to get
the market going and we can all think of 100 ways
to do that. You could make it a much more liquid
market by getting rid of stamp duty, for a start. So
we’re investing in builders’ merchants, DIY, the brick
companies — any firm that benefits from increased
housing transactions. We’ve got Travis Perkins
(LSE: TPK), Grafton (LSE: GFTU), SIG (LSE: SHI) and
Kingfisher (LSE: KGF) among others.

Steve: I’d add Countryside Properties (LSE: CSP).
It’s a housebuilder, but roughly half of its business
involves partnering with local authorities to build
social housing. It is the leader in this
area. It’s trading on ten times earnings
— so just like an ordinary house builder
— but it may well split it out next year.

[ absolutely agree that a mini boom in
the UK, which ends badly — a Barber-
boom-type thing — is quite likely. That’s
why we’re also quite nervous about the
Interest-rate sensitive assets we own,
because bond yields could rise a bit.
But yes, housebuilders look good and
Countryside is outstandingly cheap.

A globally competitive Brexit

John: Where do you think UK house
prices are heading right now? They’ve
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