Taking the oath of optimism
long term equity investment for the not-so-faint-hearted

To plant a garden is to
believe in tomorrow.

“

“

Audrey Hepburn famously opined that

We don’t disagree, but had she posited that “to invest in equities is to believe in
tomorrow”, Dundas Global Investors would have been entirely at one with the
iconic film star.  It is a less romantic notion, perhaps, but equally valid.

To invest your money in buying company shares is to make a hugely optimistic assumption about the future of
capitalism, our society, and the capacity of both to grow and flourish.
When we put money into our pensions, we commit an act of rare faith. We are actively deciding to defer some of
our income today and invest it instead in the expectation that it will finance any number of far-off tomorrows.
We send our hard-earned savings out into an ocean of uncertainy. In the expectation that they will return safely
to harbour decades later with their purchasing power preserved – or enhanced, ideally – and ready to meet the
various expenses we will incur when we are no longer preoccupied by salaried work.  
An inherently risky business, then. But with equity investing, the belief in tomorrow is not blind hopefulness, but
enlightened confidence. Unlike gardening, where droughts, frosts or floods can test your faith and destroy what you
have sown, equities are as hardy and perennial an investment crop as there is. More bountiful sea than ocean of
uncertainty.

Long-term liabilities
require long-term assets
Saving for our retirement is probably the greatest financial challenge we will face. It is certainly the one with the
most enduring consequences. There are known unknowns and unknown unknowns aplenty. Someone who starts
work in their twenties and makes contributions into a superannuation fund is investing to support a retirement that
won’t begin for 40 years or more and which could extend for another 30 years beyond that.
It is over exactly this sort of timeframe that equities really put other financial instruments in the shade. When
you can afford to look beyond the short-term peaks and troughs of a share price to focus instead on the distant
horizon, equities are the most reliable means of getting you there. If their performance in the sprints is mixed,
stocks and shares really come into their own in the distance events.  
As with planting an oak sapling, which won’t reach peak acorn production for some 50 years, investing in equities is
best thought of as a long-term project. It relies on the ability of individual companies to provide returns that grow
in real terms, and the ability of your investment manager to identify those stocks on your behalf.  
To be clear, in this context, long-term does not mean one year, or three to five years, or even five to 10 years. We are
talking decades. If that sounds to you like a gigantic gamble, fortunately decades’ worth of data shows quite clearly
that equities are by far the best performing asset class over that tenure.
Most of us will need our pension pots to be big enough to pay out annually approximately two-thirds of the salary
we earn in the final year of our working careers. There is zero prospect of us saving two-thirds of our salary each
month, while meeting the various household bills and other costs incurred as we go about our lives, so we must
hope that the money we invest in pension funds grows at a rate that will facilitate that outcome.

Compounding and growth are
the equity investor’s friends

1900-2018
Equity returns have, on average, grown faster than inflation. Between 1900 and 2018, the average return on equities
was six per cent per annum after inflation. This far outstrips the real returns derived from other assets. Stock
performance has also far surpassed risk-free assets such as one-month Treasury bills, by around seven per cent in
the US and 5.5% in other major developed markets, based on data from 1970 to 2015 (source: Norway’s sovereign
wealth fund).
In 2002, three influential academics from London Business School – Elroy Dimson, Paul Marsh, Mike Staunton
– demonstrated that this holds true across regions and across timescales, when they created a single global
compendium in the form of their book Triumph of the Optimists: 101 Years of Global Investment Returns.

It is incredible that with all the evil and warmongering inflicted by man upon men, women and children during the
20th century, global equity returns were nonetheless remarkably resilient and positive over the piece.
Moreover, equities have proved more effective hedges against unexpected inflation than other assets, with a 2015
study [ref: by Ciner] having concluded that a positive relation exists between stock returns and inflation shocks. In
short, whenever we receive a nasty inflationary surprise, stock market returns tend to rise too.
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But perhaps the most attractive and under-appreciated feature of equities is that returns from shares compound
in a different way to returns on other assets. This is because companies generally retain part of their profits
to be reinvested in the business, and they usually do this even when they pay out dividends. These retained
earnings are put to work in boosting future growth and that growth typically fuels a higher market valuation.
In effect, the asset held by an equity investor is constantly reinvesting in itself to generate more earnings in the
future, all of which compound over time. In that sense, equities are the teacher’s pet of the asset class, eagerly
volunteering for extra homework as the Average Joe bonds and real estate investments look on in envious dismay.
To benefit from equities you must invest with the long view. Compounding and growth are your friends, expenses
the enemy, innovation and creative destruction your companions along the long, winding road.

The few, not the many
The real opportunity for investors, though, lies in identifying the best of the best. Your ability to supercharge your
returns relies on the ability to select the superlative few, not the middling many, and playing the long game.
Defining wealth creation as the difference in returns between equities and risk-free assets, a 2018 study from the
Arizona State University found that from 1926 to 2016, the entire US stockmarket, comprised of about 25,300
companies, created $35 trillion. Perhaps a more striking illustration is that the top 90 firms (less than 0.3% of the
total) created more than half of all that wealth.
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WHAT’S THEIR SECRET, THEN?
Well, at the heart of all this consistent growth is what Joseph Schumpeter termed “creative destruction”, or the
incessant mechanism of product and process innovation through which new inventions replace outdated ones.
Schumpeter considered creative destruction “the essential fact about capitalism” and one that permeates
macroeconomic performance to fuel long-term growth.
So actually, when we say we believe in equities, what underlies that belief is an unswerving faith in the destructive
powers of capitalism and its potent, incessant capacity to embrace whatever horrors, delights, or consumer
trends befall us and use them as a means to improve goods, offer greater choice, or to become more efficient and
productive.

On a long journey, your choice of
travelling companion matters
For the vast majority of savers, their only experience of investing in companies is as a tiny part of large
funds. Understandably, many feel distant from the action, several steps removed from a process in which a fund
manager they will never meet chooses to invest their hard-earned cash in companies they may never have heard
of.
When people invest the first shiny pound in their pension pot, they do so in the knowledge that they will not be
able to touch that pound again for another 45 years or so. They cross their fingers and hope that by then, that
pound and the many others that have followed it since, will have been multiplied several times over thanks to the
judicious manner in which they have been invested by people like us.   
We are willing stewards of that optimism and our skill is in independently researching and
understanding the underlying rhythms and fundamental strengths of capitalist economies and identifying the best
long-distance runners among them, regardless of the prevailing market and economic conditions at the point of
investment.  
We have taken the oath of optimism as investors in our own right too, and in full knowledge of what’s required:
fully investing in a select few stocks, with a consistent discipline, knowing that volatility and bad days and years will
follow, but that over the long-term those occasional dips in the road do not ultimately affect its upward trajectory.
Other paths to equities are available – passive management, indexation, private equity – but we’re as bullish
as ever for listed stocks with the attendant levels of transparency, shareholder engagement, and corporate
governance.
We do not risk bailing at the bottom because we do not trade in and out of positions, endeavour to time the
markets, or dream that we can outwit them. The ride is lengthy and will at times be volatile, so we brace for
turbulence whilst trusting the pilot.
The past couple of millennia offer ample evidence and justification for our confidence in progress, innovation and
the unfailing ability of capitalism to capitalise on change, whatever the prevailing conditions. We believe in equities
because, like gardeners the world over, we believe in tomorrow.
The Dundas credo – investing long-term in a few companies on public markets with all the liquidity and governance
benefits that brings – is an increasingly unloved approach. If you call us contrarian for believing in its power, so be it.
There is simply no more attractive way for us to deploy our financial resources fruitfully in the pursuit of blossoming
long-term outcomes.
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