Charity

Investment matters

from Rensburg Sheppards Investment Management
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During the last 12 months we have seen a dramatic increase in increase in both capital value and income
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triggered by an economic slowdown. Naturally, such fears raise a long-term graph. Moreover, those
concerns amongst charity trustees who need to determine how charities that stayed committed to this

asset class have since seen the value

of their investments recover in similarly
spectacular fashion. Many pension funds
— who took the decision to switch the

this would affect their activities and whether or not they should
be taking any action in anticipation.

Important considerations are the overall investing for the long-term, attempting bias of their portfolios more in favour of
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Income Volatility

...continued

“Very few charities

are indifferent to the
income their portfolios
produce and many rely
completely on it to
fund their good works.”

The type of charity is also a factor. Those
that are permanently endowed — and who
cannot withdraw capital to supplement
their activities — are much less focused
on quarter-by-quarter capital returns and
much more concerned that their income
(and the pot that produces it) grows
steadily over time. However, many
charities rely on their capital either
psychologically (ie they might need
access to it one day) or financially (they
already know they will) and this makes
increased volatility much more unsettling.
For some, the withdrawal of capital is
“discretionary” in the sense that trustees
might have earmarked a large sum for a
specific project but have an element of
flexibility over timing. This means they
are less likely to be forced into making
investment sales at inopportune moments
although the question of when is the
“right” time can be increasingly difficult
when markets are fluctuating more in
response to sentiment than fundamentals.

Finally, there are those charities who
make regular withdrawals of capital to
fund their day-to-day activities and, for
them, capital volatility is a constant
consideration. The solution here is to
ensure that their investment strategy

reflects their situation and that their
portfolio is constructed to minimise the
negative impact of a period of downturn
in specific asset classes: diversification;
adequate exposure to less volatile
investments; active management in
changing market conditions. Often these
charities will have total return objectives —
that is their requirements are met by a
combination of income and capital —
and a prudent approach would suggest
that their total return is sufficiently
underpinned by the income element as
this will also help in periods of stock
market weakness.

Very few charities are indifferent to the
income their portfolios produce and many
rely completely on it to fund their good
works. Whether it is used to pay the
salaries of care workers at a hospice,

to provide grants to other charities or to
be added to the income generated from
fund raising and legacies, it is ultimately
important that charities can rely on it
and, to a certain extent, predict it. And
this is where some good news can be
seen amidst all the other uncertainty.

Based on post-war data, dividends

from UK companies have grown on an
annualised basis by 1.8% above inflation
— roughly equal to growth in wages,
often one of a charity’s main outgoings.
Moreover, as the graph below shows,
dividends paid by FTSE 100 companies

Dividends produced by FTSE 100 companies
% increase

barely fell even during the bear market
at the start of the century (down 1%)
whilst share prices within this index
declined 50%.

Furthermore, the slight decline in
dividends resulted from a few notable
instances where companies significantly
cut their payouts, for example Royal &
Sun Alliance, Aviva and BT, with many
others continuing to raise their payments
each year. As a consequence the
experience of most charity clients during
these difficult times was that their income
at the very least was maintained and, for
many, the concentration of their portfolios
on high quality stocks meant that they
saw gradual increases.

One of the reasons for this disjoint is the
fact that — at times — share prices and
dividend payments are driven by quite
different things. Whilst both should in
theory reflect the earnings being
generated by a company, share prices
alone are subject to sentiment (which can
in effect result in an imbalance between
supply and demand). This is supported
by the fact that, during the
aforementioned bear market, the
price/earnings ratio of the FTSE 100

also fell by 50% ie earnings were broadly
unchanged; investor selling in response to
increased global uncertainty caused share
prices to fall rather than a wholesale
demise of profits growth.
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Against this backdrop company
management were able to continue
paying dividends at a similar rate,
taking into consideration the usual
factors such as how the monies were
best to be deployed: reinvested into the
business or distributed. In addition, the
level of dividend is often taken as a
message of management’s view of the
underlying strength of the company and
this leads to a great reluctance to cut a
payment unless circumstances are such
that this cannot be avoided.

In conclusion, charities investing in
equities can take heart from the fact
that at least part of their return is
subject to very little volatility year-on-
year. Moreover, if capital conditions
deteriorate, trustees can underpin their
short-term results by favouring asset
classes that will increase their income
further, for example bonds or
commercial property, whilst
remembering that, over the longer-term,
the unattractive volatility of equities is
countered by the fact that the income
they produce has historically grown
ahead of inflation.

Louise Hall

Setting Strategy

Imagine driving across Africa without a map. You have no idea of
what lies ahead but in order to reach your destination your only
recourse is to use your instincts, past similar experiences and,
importantly, details of your current journey so far, to help you.
Before you set off and at various stages along this journey it would
be rational to stop and take stock of the situation: to consider your
objectives, the state of the vehicle in which you are travelling, the
requirements of the passengers and the nature of the terrain

through which you have travelled.

You may have already crossed a number
of mountain ranges. How you have fared
may provide some indication as to how
you will cope when you reach the next
range, but you do not have any
knowledge of the height, duration or
ruggedness of the next peaks or when
they will appear. Or, to put it slightly
differently, “the past is not necessarily

a guide to the future and roads can go
down as well as up.”

Setting strategy for a charity is no
different in that it is important to
consider both the nature and attributes
of the organisation as well as the
economic environment through which
you are passing. Apart from managing
investment portfolios for charities, we
spend considerable time with clients
defining and delineating their investment
strategies. By being involved in the
strategy setting process we are better
able to apply it to constantly moving
markets and this creates a direct link
between a charity and their investment
portfolio. Each charity has its own
individuality and specific needs.
Consideration needs to be given to
current and future beneficiaries of the
charity, the relationship between the
amount available for investment and
the other drivers (no pun intended) of
the charity: the nature of the work, the

“Apart from managing
investment portfolios for
charities, we spend
considerable time with

clients defining and
delineating their
investment strategies.”

variance/predictability of income and
expenditure, the size of the balance
sheet etc. It is also important to
understand what you are trying to
achieve by investing. Are you looking
to maintain asset values or increase
them, are you looking to offset cost
increases such as wages or do you
need a growing income stream?

Today, potential investment opportunities
are virtually the same for most charities
with a reasonable sum to invest; they all
have access to a range of different asset
classes and a wide array of different
types and styles of investment. However,
in investment there are no racing
certainties and different investments
provide different opportunities but also



have different and changing risks.
Therefore it is important to construct
individual portfolios for individual clients.

By considering the different attributes of
each asset class and using history as a
guide, it is possible to ascertain some
idea of how the portfolio will perform

and the level of risks that are being taken,
but it is only a guide. We can all drive the
perfect race with the benefit of hindsight.
Cash is viewed as the lowest risk
investment, but that is only the case if
inflation does not devalue it, or the value
of the currency in which it is held does
not collapse. It has also provided the
lowest rate of return over any reasonable
period. Other asset classes like bonds,
equities and property have provided
higher returns over time but with less
predictability.

Using past events as the basis for the
construction and management of a
portfolio is like trying to drive this car
through Africa by just looking in the rear
view mirror. Not a recipe for success for
very long. It is likely to mean that the
portfolio is always reacting to the last
event rather than the next one. Also,
asset classes that have performed well
are likely to have higher weightings than
those that have performed more poorly,
indicating that the portfolio is chasing
past performance rather than looking to
invest in sectors that may have performed
more poorly but where better value exists.
Clearly knowledge and information are
vital whether going on an expedition,
managing a charity or running an
investment portfolio, but stockmarket
movements are real time events and
need constant appraisal, just like driving.

In this analogy clearly the driver is a key
component so do you want a fast driver,
but one who could give you a bumpy
ride, do you want a “steady Eddie” or
something in between? In the
methodology by which we manage
portfolios we use a blend of both direct

investment for quality bonds and larger
UK companies and, usually, we use
indirect investment through collectives
(like unit trusts and investment trusts) for
UK smaller companies, overseas markets,
property and specialist sectors. We also
have a policy that the people the trustees
meet are the people who manage the
portfolio. As fund managers we drive

the car, but we do not look to be too
prescriptive about driver style as you
actually need different styles for different
terrains. It is our job to review the
landscape, study the weather forecasts,
and then both discuss the situation with
trustees as well as manage the portfolio
and choose drivers of the collectives

that we feel are the most appropriate

at that time.

The better the direct understanding
between trustees, executive directors and
fund managers about how, where and
why you are travelling, the greater ability
we have to steer your monies through the
fascinating but uncertain landscape that
is the world’s investment markets.

“Using past events

as the basis for the
construction and
management of a
portfolio is like trying
to drive this car by just
looking in the rear
view mirror.”

James Minett









