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Stay true to the principles of diversification
and don't ignore the dangers signs despite
strong activity in the stock markets.

By Vasu Menon
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THE FEROCITY WITH which stock markers
have charged ahead to new highs in recent mont hs
has surprised many market watchers and led some
commentators (o warn Li'li.'l[ INVESTIOrs |T|--'|:|- |"|.‘ ignnring
some dangers looming in the horizon,

On the economic frone, the U.S. economy, which
remains the main engine of global growth, has been
surprisingly resilient ro the housing downrurn - aided
by the healthy job market and rising wages. Inflation
fears have also receded as recent data out of cthe ULS.
showed that inflationary pressures are well contained.

On the corporate front, analysts are sanguine about
earnings prospects and some have upgraded cheir earnings
farecasts afrer a gener ally better-than-expected fourth
quarter earnings season, bath in the U.S. and elsewhere.

Given this positive backdrop, its easy for investors
to throw caurion ro the wind and invest aggressively
into stock markets, chasing the hor themes like
emerging marker equities, which have yielded

CXCC F|1. 10N Hl. rerUrns.

Don't Get Carried Away - Stay
Diversified

Surveys among Emr?ﬂ}lju managers show thar the smart
money” remains bullish on equities, especially emerging
markee equiries. Bur i will be E'c-n|i1.1ni:.' for investors to
ignore risks complerely and along with it, the principles
of diversification.

In facr, a recent poll commissioned by fund
manager, Fidelity Investments (Singapore) Limited,
found thar diversification appears to be a low priority
among Singaporeans invesrors, with many of them
showing lictle interest in spreading their invesrments
across asset classes and markets.

No doubt, investors tend to ignore the importance
of diversification when the bulls are out in full force.

Mevertheless, diversification has its benefits becanss
it helps investors to protect their downside and ensures
that they do not over-concentrate their investments
in cercain areas, even if these are current market
favourites.

Take for example the technology secror in the lax
1990s. Many investors over-invested in the sector ar that
rime because tech srocks were enjoying run-away prices
even though in many instances, the sharp gains were not

backed by solid fundamentals. So when the tech Bubhle
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burst in 2000, many investors suffered
hefry losses and became disillusioned.
Some are still nursing their wounds.

As an aside, how an investor
chooses to diversify his investment
portfolio depends on a number of
factors including his age, the life-
stage he is at (eg. whether he is single,
married, married with children, etc.)
and his appetite for risk.

So for instance, a young single
adule with a high risk appetite may
wish to invest most of his portfolio
into equities, while keeping his bond
heldings minimal. In this instance, such
an individual may choose to invest as
much as 80 per cent of his portfolio into
equities and 20 per cent into bonds.

Although most fund managers favour
equities over bonds ar chis juncrure,
investors should still have some bonds
in their portfolios, as bonds provide a
good hedge against the risk of a weaker-
than-expected economic slowdown, Also
bonds are generally much less volarile than
equities, and so they bring stability to
an investors portfolio,

Some dangers to bear
in mind
Back now o whar we discussed ar the onset
i the market ostriches ignoring danger signs.
The risk of a sharp pullback in equiry
markers cannor be discounted and chere
are good reasons to be cautious.
Remember the sharp sell-off in
equity markes, especially in emerging
markets, in the second quarter of last
year? That was triggered by a significant
withdrawal of liquidity as che yields on
LS. Treasuries rose and afeer speculative
carry trades were unwound on the back
of a sharp appreciation in the Yen,
Could the same happen again this
year? It certainly could, and investors
should not be oblivious to this danger.
For one, ULS. Treasury yields have
been inching up as markets are concerned
that the U.S. economy’s unexpected
strength may rekindle inflation and
prevent the Fed from curring irs
benchmark interest rare undl much later
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this year. Optimism abour rate cuts in
the U.S, was one reason for the strong
showing en Whll Street and other global
equity markets in the last few months. If
investors backerack on these expectarions
in a big way, it could affect liquidicy flows
and cause markers to correct sharply.

Carry trades have also contribured
to a surge of liquidity into equity
matkets. The Bank of Japans reluctance
[0 INCTEAse NEAr-Zero INLErest rates in
the country, coupled with the weak
Yen have helped to supply liquidity to
the global financial system. Estimated
to be in excess of 40 trillion Yen, these
carty rrades are sizeable and can inflice
significant damage to markets if chey
are unwound — as they did last May.

Bur whar could erigger this?
Perhaps it could happen if the Bank
of Japan finally shows conviction and
goes against political pressure to raises
interest rates from rock-bottom levels.
Aleernatively, if the Yen rebounds
sharply from its lows, speculators wheo
had borrowed the currency heavily
will gee hurt; should chey turn jitcery
and unwind their heavily leveraged
positions, a sell-off could ensue.

Mo doubr, the withdrawal of
liquidity poses one danger and investors
should not ignore it

However if there is a sharp pullback,
this could also present an opportuniry
to get into equity markets given that
the medium-term investment outlook
remains sanguine. But for average
investors who may not be comforrable
with riming markets, they may want to
spread their investments over a period
of time, perhaps through a regular
invesement plan. This allows investors to

conrinue participating if markets pullback.

Conclusion

While the investment outlooks remains
positive for the medium-term, there

is a risk that equity markets, which
have done exceptionally well in recent
months, could pullback in the shore-
term if some of the dangers lurking in
the immediate horizon marerialise.

IMPORTANT INFORMATION
The informion provided berein is imtended for
general eirculation and/or discussion purpos
o At does ot take into account the speci
ment - objectives, financial  situation  or

particalar need? of wny particalar persan.

Without prejudice to the generality of the
Soregoing, please seck advice from a financial
adviser reganding the suivabilicy of wny invesoment
produce aking  into  account  your  specific
investiment  objectives, ﬁmu cial - sitmation  or

ir needs before you make @ commitment
to purchase the fnvestment product. In the évent
that you choase ot to seek advice from a financial
advizer, you should consider whether the product
in uestion is le for you. This does not
constitute an offer or salicitation to buy or sell or
subscribe for any secarity or financial instrument
ar to cnier eto @ (raRsaciion or o participate i
sty particalar trading or investment strategy,

No representation or ssirranty whatsocier
(incleding without Timitation any representation
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timeliness or complete i respect of any
information (incleding without lmitation any
_-:[I.unrr.rm. _ﬁjurﬁ, ORI, Vi or estinnate)
provided herein is given by OCBC Bank and it
should nor be relied wpon as such. OCBC Bank
does mot undertake an obligation to update the
hat may
become apparent at a later time, Al information
presented is subject to change without notice,
OCBC Bank shall not be responsible or liable for
any loss or damuage whatsocver arising divectly
or indirectly bowsocver in connection with or as
at result of any person acting on any imformation
provided herein.

The information provided berein may contain
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projections or other forwand looking statement
regariding future events or fitare performince of
countries, assets, markets or compaiics. Actial
events or results may differ materially, Page
performance figures are not necessarily indicative of
[urware or likely performance. Any refercice o any
specific company, financial product or asset chiss
in whatever way i wsed for illistrarive purposes
anly amd does mot constitute @ recommendagion
o the sane,

The contents bereaf may not be r..-pm.ﬁ::r.f or
disseminated in whole or in part without QCBC |
Bunks written consent.

So despite the current exuberance,
investors should not get carvied away
and jump aggressively into hot themes,
hoping for quick and exceptional gains.
Instead, they should keep a level head
and continue to maintain a diversified
portfolio - possibly even spreading out
fresh purchases over time through a
regular investment plan., [®

My Viase Menon is vice-president of Group
Wealth Management at OCBC Bank.



