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Equities are surrounded by many popular myths, the vast majority of which are based on dramatic stories of the profits to be made from shares,
along with the attendant risks, and overall are grossly exaggerated. Investment prefers hard facts. Shares can be worshipped uncritically for se-
veral years, and then a bear market comes along and suddenly they are cursed. The fact is that emotion has no place in investment, reality is
decisive. So just what is the reality of investing in equities?

THE REALITY OF EQUITIES INVESTMENTS

The fact that equities double the valua-
tion of debt capital (the valuation is hig-
her still in comparison with the money
markets) and stand alone in signifi-
cantly outstripping inflation makes
them an indispensable tool for every
portfolio requiring this kind of returns.
The last part of the sentence is per-
haps superfluous. Renouncing the po-
tential of higher returns is something
perhaps only two types of investor can
do: those who can forget about revenu-
es since they are already rich enough:
and those who are obliged to forgot the
profits involved because they cannot
endure the short-term fluctuations in
the value of their investments. 

� How to read and how not 
to read graphs

The following three graphs attempt to
show how important it is to stick by the
stipulated investment aims and not al-
low oneself to be put off by short-term
fluctuations. The various time periods
which the graphs illustrate display the
same situation in a completely diffe-
rent light. In graph 1 we see equities
“leading” other forms of investment.

While the graph highlights the sharp up-
take of equities since the end of the
war in Iraq, an investment decision
along the lines of “everything into sha-
res” would be highly speculative and
risky, based only on short-term perfor-
mance. The best thing to do would ha-
ve been to invest in equities in March,
but most people had not got round to
thinking about that.

Graph 2 illustrates developments since
March 2000, when stock exchanges
were on a high. Many people think that
one year is enough to assess the su-
ccess of an investment, and in this
graph shares are still 30% minus after
three years. This kind of thinking could
again lead to mistakes being made on
the basis of an emotional decision to
reject equities out of hand. 

Here we have a clear case in point.
Stressed investors sold their positions
and recorded a loss, goaded into this
course of action by an emotional res-
ponse saying NO to equities and YES to
bonds. And yet neither extreme was the
right course. Unless the stock investor
needs cash right away and unless the
product in which he has an interest is
fundamentally unsound, it is a mistake
to settle for a loss and not to hold out
for a revival. 

Graph 3 shows what could be expected
of the equities, bonds and money mar-
kets over a 100-year period. Equities
are the only means of genuinely protec-
ting assets against inflation. It is also
possible to deduce the rules of correct
investment behaviour from the graph: a)
during a trough it is a good thing to buy
and not to sell, b) buying during longer-
lasting optimism (on the crest) results
in a lower return, since the stock in qu-

P I O N E E R  N E W S [ 2 ] N E W S L E T T E R  F O R  I N V E S T O R S

A word of advice for lay people: 
if you’re not sure of where you stand, the rule of thumb is that you should 
have the same percentage of bonds in your portfolio as years of your age. 

The rest should be in stocks.

estion will probably fall prey to statuto-
ry downward revaluations.

The examples shown are based on the
American market, though they apply
equally to European investors. However,
it is not necessary to wait 100 years for
equities to appreciate. Equities are
a suitable option over a 10 to 15 year
investment horizon. European inves-
tors, shortly to be drawn into a maelst-
rom of changes in connection with re-
form of the financial system, will per-

haps appreciate the potential of a equi-
ties-based strategy. Equities indices ba-
sed on sufficiently long horizons “kill”
risk, which falls significantly with the du-
ration of stock-based investments.
Theory is of limited help, the best thing
is to take a concrete example. Let us
image that two twins, Peter and Paul,
decide to invest EUR 2,000 per annum
over 15 years for their old age. Peter be-
gins investing at 30 and Paul at 35.
When each of them reaches 65 they will
have invested a total of EUR 30,000.
And yet the yield on the investment of
each of them is completely different.
Given that both received a 10% annual
appreciation, Peter has EUR 517,272
while Paul has only EUR 321,185. Peter
has EUR196,000 more than Paul on
the basis of a total expenditure of EUR
30,000, the simple reason being that
Paul began 5 years later and lost the cu-
mulative returns. Most of us own the
single important source for ensuring fi-
nancial comfort. Not a lottery ticket or
a chateau we received by restitution,
but time. So what role should equities
play in a person’s portfolio?

� The truth about equities
Equities are risky and safe at the same
time. It simply depends on how look at
them. The risk of not owning equities

over the long term is greater than their
volatility over the period of their ow-
nership. Volatility is a sign of the risk
that you will lose money over the short
term. Investors almost exclusively con-
centrate on this type of risk, it is as cle-
ar as daylight. Every day we read how
the stock markets are fluctuating.
However, it is an error to allow oursel-
ves to be consumed by the idea of vo-
latility. Anxiety regarding volatility will le-
ad you to invest conservatively during

periods when equities_ prices are fal-
ling and pessimism reigns on the mar-
ket, and reconcile yourself with the
thought that you can be more expansive
later. Unfortunately, it will be too late
and you will find yourself paying more.
This kind of behaviour leads most in-
vestors to receive lower returns than
the market offers. They think that buy-
ing momentarily popular investments
will involve fewer risks, and tend to
shun investments suffering losses,
even though in reality this makes no
sense. This involves a psychological
barrier which many people give prece-
dence to over investment logic. For this
reason it is crucial to decide at the very
outset the level of volatility which you
are willing to tolerate and subsequently
to stick to plan. The best thing to com-
bat emotion is possess sufficient know-
ledge. If you want a higher returns than
risk-free instruments offer and you have
enough time, don’t fret. However, you
will only fulfil your aims if you are com-
pletely disciplined. In conclusion a word
of advice for lay people: if you’re not su-
re of where you stand, the rule of thumb
is that you should have the same per-
centage of bonds in your portfolio as ye-
ars of your age. The rest should be in
equities.

Source: Bloomberg
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