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* The question

The question this note addresses is ‘what’s the problem with investing in shares?’ By
answering that question it also tackles a range of other issues. It has been written in
response to a discussion on the Tax Research UK blog, where many commentators said
that | was wrong to suggest that investing in shares is now foolhardy and the investing
in government bonds or even cash would make more sense. This note explains my
reasoning. There is a PDF of it available here,

* The story to date

Investors have usually had five investment options into which to place their funds to
date:

* Shares;
* Corporate bonds;
* Government bonds;

* Property;

All other options tend to be derivatives of these. The only question most investment
managers have faced is what mix of these assets to use. The mix for UK insurance and
pension funds in 2016 is shown on the next pageliil. Short term assets would
include cash and term deposits. Other assets include property and hedge
fund investments.

What is notable is that these funds rarely actually invest i.e. they do not fund
new assets or employment creating activities: they have instead saved, which
is a fundamentally different economic activity.

* Returns have been largely risk related
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The return on investments is expected to vary:

Cash Low or even negative returns in times of inflation

Gilts Averaging more than cash, but because of their security are expected to deliver a
low yield.

Corporate bonds Attracting some risk but clearly more secure than shares but less so
than qilts, so having a return between the two

Shares Relatively risky investments, giving rise to the hope of returns significantly
higher than those available in any bond, whether issued by government or the private
sector.

Property The return depends heavily on location.

Some data may help. This is long-term data based on information from Barclays Bank
[iiil:

Long-term equities appear to win, hands down. Short term the same data
source does, however, suggest very different trendslivl:

The returns are stated after allowing for inflation: gilts have beaten shares
over twenty years, but not over 116. Few of us have 116 year planning
horizons.

The mix between portfolios in pension funds varies by countrylvl:

The ratio has also changed over time in the seven countries noted in the
previous chart:

Share investment has declined and been replaced by property and other
assets (hedge funds, in the main, which manage derivatives of other assets).

* The balance of risks

Managers and maybe individuals invest to balance risks determined by age and risk
appetite. The young can take risk, and so their portfolios tend to be biased that way.
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The older a person gets the more certain they want their returns to be, and they wish to
minimise downside potential. They shift to gilts, maybe property and even cash. So
portfolios tend to shift depending on the profile of those for whom they are managed.

* Market distortions

| believe it is possible that the conventional logics that have long ordained investment
norms may need to be reappraised. There are a number of reasons.

What might be called ‘normal markets’ no longer exist. The Global Financial Crisis of
2008 has disrupted what were already abnormal markets. They have not returned to
‘normal’. This is because markets have not acted rationally for a long time and in
particular government incentives and taxation have biased returns in many markets in
cumulative fashion that may now be deeply significant and potentially unsustainable. |
look at each sector in turn.

Property
Property markets have been distorted:

* Subsidies to home owners or landlords to acquire property via interest relief have
distorted prices;

* The exemption from capital gains for many householders means that there has been
a massive incentive to buy a home, and retain it. The exemption has potentially very
significantly increased the rate of return on property investment for many, and had
commercial spillover;

* Commercial property markets have also had incentives provided;

* All property markets have been boosted by the constraints on the shortage of supply
of land, not just created by planning but by that of very specific location based demand.

Cash

Cash markets have been distorted by the deliberate suppression of interests rates post
the GFC: without QE in many major markets rates would not have been low as they
have been for a decade. This has reduced the attractiveness of cash holdings in
portfolios.

Gilts

The value of gilts has been distorted by QE; that was its intention. The return has been
suppressed but as a result their value has been inflated, these having an inverse
relationship with each other.

Corporate bonds
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The rate of return on corporate gilts has been distorted by central bank measures to
suppress interest rates. This was not the intention, maybe, but by increasing demand
for these bonds yields have fallen.

Shares
Share valuations have been significantly distorted by a range of policies:

* QE was intended to encourage investment in higher risk assets than gilts: most
shares match that criteria. Their value has almost certainly been inflated as a result;

* Pension investment has guaranteed a steady flow of new funds into stock markets
over 70 or more years. The increase in the value of investment funds managed in the
UK is some indication of this trendLvil:

* Inflows to pension funds over this period have exceeded outflows: this is
the inevitable consequence of a population that has grown over that period
because of rising birth rates, lower mortality amongst the young and net
immigration by those who tend to be young at the time of arrival.
Dependency rates (the number of elderly supported by people of working age
in the population) have been broadly stable for more than twenty years but is
now risinglviil:

* Pension investment has been encouraged by tax relief or government
interventions, either compelling investment now or in the past by incentives
matched to the withdrawal of state based options. This has expanded the
contributor base in advance of claims made by those of pension agelVviiil:

* This has created a net monthly demand for new share-based investments
as the portion of the pension contributing population growing fastest has
been that with higher risk appetite.

In other words, there has to date been a persistent net, decade-long, buying
market for equities as a result. Demand has always been designed to exceed
supply. There has as a result been an overall increase in share values over
time.
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Low rates of tax on non-pension share investment (by capital gains tax) has
encouraged this trend.

So too have a wide range of government policies. Amongst these are:

* The rise of The Washington Consensus, intended to (and succeeding at)
increasing the overall share of profits in the national and global economy;

* Low, and steadily declining rates of corporation tax to boost the net rate of
return on capital;

* Little effective attempt until recently to tackle the use of tax havens that
have been used to increase the net after tax rate of return to companies;

* Deliberate moves to shift the tax burden to labour and consumption and
away from capital.

All have increased equity share yields.

* The net result

Against this background a number of other trends have emerged:

* Companies have been accumulating funds in excess of their investment
requirements. There are varying reports of the size of corporate cash piles: in the US
alone the sum is thought to run to trillions and it is a general trendlix];

* Corporate investment requirements appear to have fallen: net business
investment has been low as a proportion of GDP despite corporate funds
being available for investment[x]:

* Companies have used the excess funds to buy their shares back, spending
much more on this than they do on dividends now, with a marked correlation
to share priceslxil:

* Buy backs ensure net reducing supply of shares to a net forced buying
market, guaranteeing continuing share prices.

* Share incentive schemes and tax incentive schemes have encouraged this
behaviour.

* There are almost no new net share issues as a result to actually raise
capital: share issues are for M & A (which does not raise new net capital) or
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buying out existing shareholders, usually on IPO. Spotify floated recently and
raised no capital at all.

The consequence has been:

* Wealth inequality has risen, considerably;
* Access to housing has fallen as wealth inequality has risen;
* Inter-generational solidarity has been lost;

* And, bizarrely, pensions are failing because yields on excessive values are
so low that increasing life spans cannot be supported by the available return
on safe funds used to fund annuities, resulting in increasing pension fund
deficits despite massive valuations. The system is not working.

It can also be argued that there has been a failure of the fundamental
pension contract i.e. that a retiring generation must leave to the next
sufficient physical capital that the next can afford to forego part of its income
to sustain that generation now in retirement making use of the tangible
capital that they provided to enable them to do so. What has instead been
left is financial capital, but that is no substitute for actual assets that
generate wealth.

* The real changes in the economy that change all pension (and other
investment) assumptions.

There are a number of significant changes in the economy all happening almost
simultaneously that should now have a significant impact on investment assumptions:

* Dependency ratios are changing rapidly after being fairly stable for more than 20
years.

* Life expectancy may be stabilising but still foresees very large numbers of the baby
boom generation living to ages previously unimaginable for most.

* As the baby boom ‘bulge’ really reaches retirement age they will want to swap riskier
assets (equities) for safer ones in ever-larger quantities.

* As a result there will now, for the first time, soon be fewer pension fund investors
wanting to buy the equities baby boomers wish to sell than there are new retirees
wishing to sell.

* This is not just because of demographics, although that is an obvious factor. It’s also

because of a range of other factors reducing funds to invest such as:
* Stagnant wages;

* Enforced pension enrolment but with very low rates of contribution;
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* Increasing student debt repayments impacting an ever growing proportion of the
potential investing population;

* Increased housing costs, whether for rent or mortgage payments, as a proportion of
income;

* Disenchantment with pension saving as available products cannot provide any
assurance of a comfortable old age.

Put all this together and what we need up with is a net equity selling market developing
at some time relatively soon for purely structural reasons, irrespective of any actual
market condition. And what we know is that markets do not know how to manage down
sides: they trend to crash.

It should be noted that there is good technical reason for this which has almost nothing
to do with sentiment. Stock markets do not value companies: they value the marginal
sale of a share in the company that is available for sale at a point in time. If there are
going to be persistently more sellers than buyers in the equities market, as | suggest is
likely, then the supply of marginal shares for sale will exceed supply and the result is
that prices will fall, and maybe heavily, even if the value of the company as a whole
does not. This is a simple function of the way the market works for marginal shares -
and cannot be overcome in current market structures.

This, though, is not the only reason why share prices might fall. There are a host of
other structural changes coming that will also impact share valuations, These include:

The withdrawal of QE

This is already reversing in the USA. The policy is static in the UK. It is still progressing,
but slowly in the EU and Japan. If net reversal happens, even marginally, prices of gilts
will fall (as now seems to be desired) and this will ripple, quite rapidly, through
corporate bond and equity markets as well. That is exactly what it will be intended to
do. And as noted, markets are not with good downsides.

Wealth taxes

There are more likely to be wealth taxes in the future. When even the OECD is
discussing the likely reality of such taxesIxiil then it is reasonable to assume that
they will happen. At even modest rates current low income yields will
encourage net asset realisation to make payment. Another downward
pressure will be created.

Financial Transaction Taxes
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There is at least a chance that such taxes may be imposed as part of a desire to reduce
wealth inequality. The aim would be to reduce asset prices, and they would almost
certainly succeed in doing so.

Tackling tax abuse

The OECD is finally implementing its Base Erosion and Profits Shifting programme, and
country-by-country reporting in particular. Many corporations are suggesting that
effective tax rates may increase as a result, and it will certainly be true that tax haven
usage will be harder, at least with the tax savings seen in the past. This will reduce net
profits after tax and reduce corporate valuations, and so share prices.

Automation

Automation is coming: that is a reality. This need not create economic problems if the
right reactions are put in place in the economy as a whole, but at present there are no
signs of that and if, as planned, companies massively automate very rapidly in
economies where there is no alternative government backed policy to create
alternative employment the net outcome will be the ultimate example of a fallacy of
composition: because it makes sense for one company to automate in isolation cannot
mean it does for all to simultaneously to do without compensating policies being in
place. The net outcome could, all too easily, be a crash in consumer demand as too
rapid a change in employment practice creates a crisis for consumer incomes, and so
spending, with consequent massive on costs for companies that see demand for their
products fall despite any savings they can pass on from automation.

Peak oil

The reality of oil company valuation is going to hit markets. Oil companies are valued
as much on the reserves they claim to have access to as they are on current revenues
they make (and which might be projected into the future). Companies argue that they
can and will access all their existing reserves and constantly need to find new ones: the
fact is that oil and climate experts strongly disagree and suggest instead that large
parts of current known oil reserves will have to stay in the ground if we are to have any
chance of not frying the planet in the future. This is going to be realised at some point,
with consequent knock on effects for other extractive industries. These industries make
up a large portion (maybe a third) of the value of many mainstream stock indices at
present and the consequence of this will be significant falls in value.

Bank overvaluation

Banks and other financial institutions also have over-valued shares. They have gained
enormously from conventional QE. As asset traders they have all gained enormously
from artificially inflated asset prices that have benefited a selected few in society (the
wealth owners who are their clients) at the cost of increasing wealth inequality. Any
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unwinding of QE will have impact on the valuation of these assets that has yet to be
reflected in bank and financial institution market prices, with significant impact on
overall portfolio valuations due to the importance of such companies in most stock
exchanges.

The next downturn

Historically we tend to have downturns in the economy every seven to eight years:
markets have not really downturned now since 2008. We are overdue for a market
adjustment on the balance of probabilities although it cannot be predicted what,
precisely, will trigger that event. There are plenty of current situations, from trade war
to Brexit to international tensions that might, however, do so.

* Put all these facts together
Put together | believe that these scenarios create a pension tipping point because of:

* the end of QE over-valuation with all its knock on effects;

* the ill thought through consequences of automation;

*

oil usage changing, and

*

tax and related policy changes.

All are likely to happen. The result is that we face having an extraordinary range of
issues arising simultaneously that suggest a substantial change in stock market
valuation in a downward direction that is now overdue.

And, of course it may not happen: no one can ever be quite sure about these things and
the proverbial ‘black swan’ that could sweep values to new heights may be just around
the corner. But companies themselves do not seem to believe that: their whole strategy
of share buy backs to reduce the absolute supply of shares and their reluctance to now
use equity issues as a form of finance suggest that they too are all too willing
participants in a con-trick on the clients of institutional investment houses from which
the various forms of finance can still all be winners, but few else will be.

* What might happen?

This is the obvious question to ask. There is no obvious answer. All that can be said is
that there will be a trigger event. It may in itself appear inconsequential, but when the
appreciation of overvaluation arrives it is likely that the realisation will deliver a
downturn more serious than any previous post war downturn. This is likely to be 1929
all over again, with the crash not just indicating the end of a bubble (which we have
clearly had) but something much more fundamental. It will indicate an end of an
economic era. That suggests that no minor transition and no minor bail out (such as QE)
will solve this crisis: this time only radical reform will solve the problem.
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* The end of neo-Keynesianism and the rise of new fiscalism

In the 1930s this was The New Deal. Eventually, of course, it was Keynesianism. But
much as Keynes still has value too much of what is called Keynesianism has been
tarnished by the neo-Keynesian school of thought that has been far too close to
neoliberalism for comfort.

And Keynes did not, in any event, foresee the end of the gold standard worldwide; the
universal supply of cost free money created by sovereign currency issuing governments
and the end of the shortage of supply of money as a consequence. This new money
supply has meant the effective near elimination of official interest rates as
governments can no longer charge for what they can create for free, and at will. In
other words, what Keynes could not have foreseen was the ending of interest rate
policy as a mechanism for controlling the economy, although that is what has actually
happened.

This fact is at the very core of the crisis we now face. We have an economy, and
systems of economic management, plus policy for managing pensions, that are all built
on the idea that because money is scarce interest must be paid for its use. But that is
no longer true: money is not scarce. And its price, at least to government, reflects that
fact:

As the official price of money has fallen, so too have asset prices inflated. But
that’s because money is still seeking what is, in effect, a risk free (or nearly
risk-free) interest rate return when there is almost none to be had. This is
true even in the case of equity investments: the number of these that
actually fail is tiny.

The new economy has to be built on the basis that there is going to be little
interest return.

First that means that monetary policy is, and will remain redundant as a tool
for macroeconomic policy management. The focus will now be on fiscalism;
that is the use of spending and tax to manage the economy. There will be no
choice: these will be the only tools we have.

More importantly, this demands a whole change in the way we invest in a way
that has not happened in current lifetimes. The focus will now be on
investment to meet need.

Some of that need will be met by companies but the focus will be on product
creation to meet need, not to leverage returns.
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And some of that need will be met by government, and that will make them,
through a National Investment Bank, a major focus for future saving in a
more formal sense than has been the case in the past.

This is, of course, what the Green New Deallxiii] has now been saying for a
decade. But that’s the subject of another paper.
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