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The Cycle of Market Emotions

Investors all start with optimism. We commonly expect
things to go our way, or we tend to expect a return for the
risk of investing. 
 
As expectations are met, it is common to get excited about
the possibility of even greater returns and the excitement
becomes thrilling as the returns exceed expectations. 
 
At the top of the cycle is when investors experience
euphoria. But it is here where investors are at the point of
maximum financial risk. When we believe everything we
touch turns to gold, we fool ourselves into believing we can
beat the market, we cannot make mistakes, that excessive
returns are common place and that we can tolerate higher
levels of risk.
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Stage 1: Optimism, thrill & euphoria

Stage 2: Complacency, denial, hope
The second phase of the cycle occurs when the market
stops meeting our new lofty expectations and begins to
turn. At first, we anxiously watch the market for any signs
of direction. Anxiety turns to denial and then quickly to
fear, as the value of the investments decline. Many
people will then start to act defensively and may think
about switching out of riskier assets to more defensive
shares or other asset classes such as bonds.

Stage 3: Panic, capitulation, despondency
In the third phase of the cycle, the realities of a bear
market come to the fore and an investor may become
desperate. Many panic and withdraw from the market all
together - afraid of further losses. Those who persevere
become despondent and wonder whether the markets
are ever going to recover & whether they should be there
at all. 
 
Ironically, at these times, an investor will commonly fail to
recognise they are actually at the point of maximum
financial security. 

Step 4: Scepticism, caution, worry
In the fourth stage of the cycle, investors may experience
some scepticism when markets start to rise. They often
have a sense of caution or worry, wondering if market
growth will last - any may be reluctant to invest money in
the market at a point when prices are still relatively low,
and opportunities are attractive.

What are the consequences of this
emotional roller-coaster?

Emotions turn rational investors into irrational investors.
So, it is important to remember that markets move and
investments will always go in and out of favour. 
 
Developed, diversified long-term financial plans are
placed in jeopardy when investors are confronted by
extraordinary events because we are guided by our
emotions. 
 
You can avoid the emotional roller coaster by being
aware of the emotions you are likely to experience. The
five most common behavioural pitfalls are: 
 
1. Overconfidence - when investors over-rate their ability
to select winning shares or investment managers 
 
2. Loss aversion - research indicates a loss causes
about twice as much pain as a gain causes pleasure.
During periods of market volatility investors experience
the sense of loss more acutely. 
 
3 Chasing past performance - we see this time and time
again, but unfortunately, individual investors who are
abandoning a well-diversified portfolio for bonds, or even
cash, may be jeopardising their future financial security. 
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Redefining risk for income investors

4. Timing the market - research shows that no-one can
accurately time the market. 
 
5. Failure to re-balance - the risk/return characteristics of
an investor's portfolio should be independent of what's
happen in the market and this means selling high and
buying low. 
 
The temptation to fall into one of these traps can be
resisted by developing and committing to a well-defined,
long-term investment plan. This is the best way to protect
yourself from your emotions.

Where is the market right now on the
emotional roller-coaster?
It's late in the market cycle, with evidence of thrill and
euphoria and potentially signs of complacency and denial as
markets corrected early February. While there is uncertainty
about whether this is the peak of the cycle, we believe the
risks investors face are asymmetric - the downswing is
inevitable. One thing is for sure - we're nearer to the point of
maximum risk than the point of maximum opportunity. 
 
Without a solid process, there is the very real risk of being
drawn into gear as markets peak and capitulating with
despondency at the cycle bottom. Investors can't afford to
make these mistakes.

An equity-based investment fund that aims to deliver dependable income is likely to deviate significantly from the
Australian share market index. It requires an active approach to manage a set of very different risks. 
 
For a typical return-seeking equity fund aiming to outperform the index, the main risk is 'relative risk' associated with
the portfolio deviating form the index and under performing this benchmark. But what really matters for income
investors is the risk that the fund does not deliver a sustainable and growing income stream. A different set of risks
requires a different approach.

Risks specific to the income investor
Income investors face several unique risks that are often not acknowledged in the traditional investment literature:

1. Income Level Risk
Typically, income investors aim to generate an income stream that enables them to maintain their standard of living. This
is a critical issue for retirees, and to achieve this goal they must tackle income level risk - the danger that the income
paid by an investments falls in response to interest rate changes and other factors. 
 
In today's lower interest rate world, term deposit investors need to invest larger sums of capital than historically to
achieve the same dollar return. Additionally, these lower rates impact the level of return available from annuity types
products and create significant challenges to overcome. 
 
 2. Inflation Risk
Inflation risk refers to the risk that the real value of an income stream declines as the cost of living rises. For investors to
be able to maintain their spending power and to protect, as well as maintain, their living standard they must ensure their
income stream grows at least in line with inflation. This is particularly important for people in retirement as they are likely
to incur increased costs in areas such as healthcare and aged care services. 
 
To illustrate inflation risk, imagine investing in a term deposit that has an interest rate 2% p.a, when inflation is
compounding at 2.5% annually. In this scenario, even though an investor is earning a nominal return of 2% a year,
inflation is eroding 2.5% of that, leaving the investor with a real (inflation adjusted) return of negative 0.5%. 
 
Given retirees will usually have a relatively fixed capital base, inflation protection has to be a central consideration in any
medium to long-term income orientated financial plan.

3. Income volatility risk

Investors worry about movements in the capital value of their investments but for income investors, we believe it is more
important to focus on the volatility of the income stream. Putting this a different way - what matters most for income
investors is that their investments deliver a sustainable and growing income stream - and the main risk they face is that it
does not. 
 
For income-orientated investment solutions, reducing the volatility of the income stream in search of reliable income
delivery should be a primary consideration. 
 
Data suggests that the actual volatility of the income stream from term deposits is more than double the volatility of the
dividend stream from Australian equities. In addition, the income from dividends has been materially higher.



4. Longevity risk
Australians are living longer. The average life expectancy of Australian men and women is now over 90 years, having
increased by an average of around 20 years since 1960. So, the probability (risk) that we outlive our savings is
growing - this is known as longevity risk. 
 
And not only are we living longer but more and more of us are entering retirement. 
 
Over the next 40 years, Australia's population will experience a major shift - a far greater proportion of the population
will be older - as the dominant baby-boomer generation moves into retirement ,and these older Australians will be
living longer. This combination will significantly increase the nation's pension expenses and upset the balance
between retirees and the working age people who are funding the pension system. Currently, for every person aged
65 and over there are 4.5 people of workforce age )15 - 64 contributing their taxes to help fund pensions. This is
forecast to decrease to around 2.7 people per retiree by 2055, putting an increased strain on the entire system. 
 
 Risks specific to the income investor

For the reasons outlined, investors seeking income need to focus on specific income solutions that can generate a
yield high enough top meet their requirements today, that is sustainable over the long-term, that can be expected to
grow at least in line with inflation, whilst also protecting their hard-earned capital based.

Cyber Security
It seems not all that long ago that all we had to worry about with our personal computers was either that we pushed
the wrong keys and lost our work, or there were those pesky emails from Nigeria "inviting" us to apply for the million
dollars or so that might be ours. 
 
Well there are now so many more ways for us to lose our money courtesy of our phone and personal computer and
the key culprit remains the same, emails. Just one wrong click on a link and you and your money can soon be
separated. Most common amongst these scams is the one that purports to come from your bank which typically states
that there has been some issue with your account and asks you to logon to get it fixed up. The first clue here of a sting
is that the email ISN'T FROM YOUR BANK. Even if you get one from your bank never open it as the banks state that
they never contact customers by email. 
 
Any request that asks for you to provide your bank details is certainly an invitation to trouble and the scammers will
very quickly empty your bank account. It is not just that you have given them your bank details but you have actually
responded to their email and they now have the ability to hack into your computer and recover virtually all personal
information that you have ever recorded there. they can then in fact steal your identity and even rack up debts in your
name. 
 
Moneyplan will never request via email information about your bank details, tax file numbers, identification, etc. 
 
To protect yourself from scams there are some simple rules and perhaps the best approach is to look at it as though
you are preparing to cross the road; Look left, Look right, left again and if all is clear go ahead and cross. If you only
look right and then cross you run the very real risk of getting moved down by a fast moving vehicle coming from the
left! 
 
Critical to keeping you and your computer safe is your password. The experts say that you shouldn't use the same
password for all your mobile data sources; e.g. laptop, phone, iPad etc. The problem here is that once one device is
hacked the hacker can then get into all your devices; plus whatever other areas (like bank accounts) and start to
create huge problems for you. 
 
More critical however it is very important to change your password periodically. The preferred password "style" is a
mix of letters, both upper and lower case; numbers and symbols and an example would be - #Editor48. The change of
a hacker guessing this mix would be millions to one. 
 
Fnally, get some help or assistance from your family or friends, who will most likely be more computer able than most
of us, to check your computer and assist with any issues that might cause you trouble. And just like your car your
computer also needs periodic "servicing" to clean up the drives and to spot any issues lurking in the background,
along with ensuring your anti-virus products are doing their jobs.
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This information may only be regarded as general advice. That is, your personal objectives, needs or financial situations were not taken into account
when preparing it. Accordingly, you should consider the appropriateness of any general advice we have given you, having regard to your own

objectives, financial situation and needs, before acting on it. Where the information relates to a particular financial product, you should obtain and
consider the relevant product disclosure statement before making any decision to purchase that financial product.

Managed Accounts
We have been working for 18 months on launching a new investment platform for clients and the time has now arrived.
 This process has involved negotiating improved administration fees with many of the better platforms in Australia,
before finally settling on Colonial First State.  It has also involved negotiating fee rebates with the underlying managers
in your portfolio’s (this has never been available with the “model portfolio system” we currently run) and has also been
successful. 
 
The new platform or Managed Account as it is referred to by us will not be suitable for all clients, but for those whom it
is, the great news is, these fee reductions will result in every single one of our clients saving money. 
 
Apart from reduced fees, the other major benefits between a Managed Account, compared to the current Model
Portfolio’s is: 
 
   1. Provide the ability, administratively, to make changes to investment portfolios in a timelier manner.  This becomes
most important during volatile or down markets. 
   2. You will have access to a wider selection of investment options that are not made available to the retail investors,
enabling you to take advantage of top performing fund managers and investment options. 
 
If we believe you are suited to a Managed Account you will soon receive advice and paperwork in this regard.  We will
be asking you to read through the advice carefully and if satisfied there will be clearly marked application form for your
signature, but if you have any questions we will be asking you to contact your adviser to discuss. 
 
We are very excited about what this offers our clients and expect the hard work to be well worth it. 

Australian Residential Property
Will the current fall in property prices continue? Will Australia finally have the correction the rest of the developed
world experienced during the Global Financial Crisis? Or will our continued migration numbers ensure the recent falls
are as far as it goes? 
 
Given Australia has had almost 20 years of a falling interest rate environment, easy lending standards and access to
credit, it is no surprise that our property prices have had such a phenomenal period of growth and is currently viewed
by many economists to be the most over valued asset class in the WORLD. 
 
The concerns on the downside for property prices are the fact that lending standards in Australia have changed, and
access to credit is far more difficult to obtain.  Additionally, Australia is very exposed to the increasing interest rates,
globally (we rely heavily on offshore lending to fund our property purchases) and we believe there are several more
US rate rises to come.  An increasing interest rate environment is rarely conducive to increasing property prices. 
 
While we do have a growing population, this is unlikely to completely counter the impacts discussed above and
therefore we are expecting property prices to continue to fall over the medium term.  
 
Aaron Rees who heads up Moneyplan Finance has recommended that anyone considering a new home purchase
should start the loan approval process early as banks are taking much longer to assess loan applications. If you or
someone you know requires assistance with their lending, Aaron would be happy to meet with you.   
 


