
Electric Dreams
After a rather stifling start to the summer (hosepipe bans 
at the ready), the weather finally broke in mid-June, to the 
thrum of heavy downpours and a series of violent 
thunderstorms across the UK.
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In more primitive days, humankind used to believe that the ferocity 
unleashed by donner and blitzen meant that their chosen deity was not 
best pleased. Thanks to modern science (and perhaps Benjamin 
Franklin’s kite), we know differently.  In equity markets today, we are 
experiencing a humid overhang of unlikely performance from an even 
more unlikely source, as a significant portion of returns this year have 
been derived from a handful of shareholdings in US companies which 
either specialise or have revenue exposure to artificial intelligence.  

Fantasising about AI-assisted everything is hard to resist and makes a 
good media headline.  The potential to enhance human advancement 
and proficiency certainly is the stuff of Isaac Asimov’s dreams however, 
like the sword which hung by the breadth of a horse’s hair over Damocles 
on the throne of Dionysius, such potential comes with great dangers as 
well as great fortunes, a truism regulators and lawmakers will, eventually, 
embrace.  The potential for ‘deep fakes’, fraud and misrepresentation 
abound but so do opportunities for efficiencies and machine-learned 
innovation to counter an ageing demographic; a productivity plague 
which currently affects much of the world and otherwise threatens 
longer-term global economic growth.

Despite last year’s valuation warnings in the face of higher interest rates, 
it is ironic to note that it is the ‘expensive’ US equity market which has 
now returned to bull territory.  How much of this is real, however?  If one 
strips out those technology sector, AI-led pieces from the broader US 
chessboard, year-to-date returns are as flat as a pancake.  Not since the 
era of the ‘Nifty Fifty’ have we seen such a narrow escape from a 
prolongued bear market.

So what do we do, as your investment managers, to distinguish science 
from magic?  Perhaps to garner some sense of reality, we should look to the 
boring old US sovereign yield curve. The marked inversion (downward 
inflection) currently in evidence suggests that bond markets believe 
borrowing costs are likely to be lower in a few years’ time than they are now.  
Good news, perhaps, for future inflation forecasting but also a possible 
predictor of recession and a return to that Hobson’s Choice of sentiment 
which frustrated market progress for much of last year, where inflation was 
bad but disinflation meant lower growth....also bad. 

While not as sound a herald of recession as it once was, taken with other 
leading indicators, an inverted yield curve suggests that the Federal 
Reserve’s interest rate ‘magic’ is already casting a dampening spell over 
the US economy’s post-pandemic animal spirits.  Labour data remain 
tight on both sides of the Atlantic but as the sound comes before the fury 
of a mid-summer downpour, recession usually precedes a weaker jobs 
market, not the other way around.  One cannot therefore be complacent 
about this data, especially in the UK, where (unlike the US) the consumer 
has absorbed higher food prices, (delayed) energy bill hikes and now faces 
a distinct lack of protection from higher interest rates due to traditionally 
short, fixed or variable mortgage terms.  By contrast, thanks to the Great 
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Depression, the Home 
Owner’s Loan Corporation 
and Freddie Mac, the 
average US mortgage often 
spans 30 years, yet this 
too has its disadvantages 
in a rising interest rate 
environment.  Unlike the 
UK, US mortgages are not 
portable from one property to 
another, so we can expect 
some further tumbleweed in 
US housing sales over the 
coming months.

When good is bad and bad is 
bad, to where does an 
investor turn? Why even 
attempt to risk capital value, 
when deposit rates now 
compete with the yield on high quality commercial property, infrastructure 
and income-bearing equities?  Why don’t we just hop on the AI bandwagon 
to achieve returns above the current high rates of inflation?  It is important 
to remember that, over the past few decades, these are still the investment 
equivalent of flashes in a pan. 

Thanks to a tardy Bank of England, gilt yields are firmly back in 
‘Kwarteng’ territory of last October, presenting yet another 
opportunity for a ‘quick fix’ at 5% in short-term UK sovereign paper.  
Oh to be a sensible lender of last resort, like Banco de México, 
which, historically familiar with galloping prices, raised its benchmark 
interest rates some time ago to quell inflation.  Separating the magic 
from the science, however, longer-term downward pressures remain 
on interest rates, driven by the efficiency gains afforded by 
technological advancement and a demographic ageing drag, as a 
growing need for pension savings comes up hard against declining 
investment opportunities.  Neither cash nor fixed income will benefit 
from future innovation, this being the premise of future economic 
growth and equity earnings.  

Moreover, cash also fails to protect against the potentially corrosive 
effects of central bank ‘laissez-faire’ on inflation where by contrast, 
commercial landlords and owners of essential infrastructure have 
the ability to exact inflation-adjusted rental and usage contracts from 
their customers, mitigating rising operating costs along the way 
(tornados notwithstanding).  Commodities also offer a port in the 
inflation maelstrom but these are cyclically sensitive and more prone 
to market manipulation.  As for the growing hype attributed to 
artificial intelligence, FIM Capital also prefers science over magic, 
remaining happily committed to those companies which facilitate 
the trend rather than those which rely on it entirely for their bread 
and butter.  Lightening rods are all very well in a storm but they 
inevitably fail to capture and store its energy.

Investment Management

Quarter 3   2023

‘Benjamin Franklin Drawing
Electricity from the Sky’ c.1805



A REIT Mess 
The precipitous fall in the share prices of UK property 
companies in 2022 has continued in 2023. Higher 
interest rates have dramatically increased the cost of 
debt, predictably reducing the number of willing buyers. 
A year ago, the 5-year swap rate, measuring the fixed 
cost of debt, was 2.2%. Today it stands at around 5%, a 
meteoric rise. Headlines have focussed on household 
mortgages, but rising rates have an impact on virtually 
all types of property class. Somewhere in the future lies 
a utopia of lower inflation and interest rate cuts. Yet, for 
now, there is no immediate pain relief on offer as the 
Bank of England fixates on reducing inflation, currently 
the highest of the G7 economies.

The correlation between property and interest rates is bond-like. 
As interest rates rise, so property prices typically fall and vice 
versa. This relationship is not perfect. Supply, demand, and 
location all distort the relationship, at times breaking it altogether. 
But as a rule of thumb, when interest rates go up, then property 
prices come under pressure. 

Encouragingly, distress, in the form of house repossessions, has 
so far been limited. We don’t expect a residential market collapse 
this time around simply because unemployment is so low. 
Defaults in times gone by have invariably been accompanied by 
serious levels of job losses. Of course, with central banks still 
inflicting pain on the economy, this could yet happen. What we 
see as more likely, though, is inertia, as homeowners adapt to 
rising costs but defer house moves, whilst potential first-time 
buyers stay in the rental sector for longer.   In the residential 
market, pressure has also been eased by the growing number of 
households borrowing on fixed rate terms. Similarly, in the 
commercial market, UK property companies (real estate 
investment trusts, or REITs) have locked in ultra-low rates in 
anticipation of tougher times ahead. 

The snag is that in the UK, fixed mortgages have a limited 
lifespan; typically between 2 and 5 years. Many of these 
mortgages are now maturing and the increased monthly 
repayment costs will take a chunk out of household budgets 
already reeling from the so-called ‘cost of living’ crisis. 
Commercial operators face a similar challenge. The equity market 
prices in the likely cost of refinancing this debt at maturity.  With 
more sellers than buyers, this cost has been taken ‘at worst’ 
rather than ‘at best’ and shares have been marked down 
accordingly.

There is another angle to this. Most REITs have built-in rent 
increases which are reviewed on a regular basis. These can be 
tied to inflation, open market values or simply a percentage, 
always up, never down. This system offers some protection from 
inflation and falling prices. What it does not insure against is the 
collapse of the underlying tenant. So far, we have seen very little 
evidence of tenant fragility across our REIT holdings. One 
well-known UK delivery firm slid into administration earlier this 
month but has since been acquired by a competitor. Otherwise, 
most of the REITs on our watch have nearly 100% occupancy 
levels (and 100% rent collection ratios – a key metric in the days 
of COVID-19).  For some parts of the commercial property 
market, the timing of rate rises could not have been worse.  

E-commerce was already eating into the profitability of ‘bricks and 
mortar’ retail long before we had heard of COVID-19, but shopping 
malls and high streets have now also been affected by the 
cost-of-living crisis and, more recently, the economic downturn. It 
is hard to see the retail sector turning around any time soon.

COVID-19 emptied offices too and the recovery has been painfully 
slow. Occupancy levels in the City of London are better than this 
time last year, but are still below 50%; well under the European 
city average. To encourage staff to return to their desks, tenants 
are increasingly seeking out ‘super-prime’ luxury floor space. 
Nearly 40% of all central London leasing has recently fallen into 
this category, as landlords seduce prospective tenants with the 
promise of an eco-friendly working environment equipped with 
super-fast connectivity, gyms, modern changing rooms and so on, 
preferably within easy walking distance of a new Elizabeth Line 
station.  But the cost of these refurbishments is dizzyingly high and 
only the strongest operators will survive. 

Even the high-flying warehouse sector has come under pressure. 
Figures from property specialists CBRE show that industrial 
warehouse prices have fallen by 30% peak to trough, over the 
course of the latest downturn. Admittedly, this was from a 
relatively high level but for the first time in many years we are 
detecting a hint of tenant distress. The whole point of interest rate 
hikes is, of course, to inflict pain to slow down the economy and 
bring down inflation. But it is a horribly delicate balancing act. 
Having been behind the curve throughout the latest inflation cycle, 
it is more than an act of faith to believe that the Bank of England 
is finally on top of their game.

Yet, at current levels, REITs are now discounting much of the bad 
news. Net asset values are significantly above share prices 
suggesting a collapse in valuations of a magnitude which we think 
is unlikely. We are, therefore, selective buyers of the sector in 
anticipation of a market upturn in 2024. There could be more 
pain to come, but UK REITs offer inflation-linked dividend yields 
upwards of 6% and discounts of 20% plus. Looking ahead, that 
seems like very good value, even if it feels counterintuitive to buy 
now in the prevailing climate of gloom.

Russell Collister
DIRECTOR OF GROUP INVESTMENT STRATEGY
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The Growth Connector
Imagine investing in companies that hold the key to 
tomorrow's innovations, the disruptors reshaping entire 
industries, and the wealth generators of the future. 
Welcome to the captivating world of growth stocks, 
where potential gains seem boundless and financial 
dreams can become a reality. In this article, we embark 
on a thrilling journey into the realm of growth stocks, 
unveiling their benefits, examining the risks that lie 
within, and unravelling how a growth strategy sets itself 
apart from other investment approaches. Get ready to 
dive into the fascinating realm of growth stocks, where 
innovation thrives, industries transform, and the 
potential for long-term growth unfolds before your eyes.

For full disclosure, I did not write the opening paragraph and 
neither did anyone else. It was, in fact written by ChatGPT, an AI 
(Artificial Intelligence) language model. As a millennial, I am 
certainly no stranger to the digital world and can recall how excited 
I was by the anticipation of this technology, as depicted in so many 
movies I've watched over the years. Getting to use the technology 
only reignites my excitement, and it seems I am not the only one. 

Whilst we have long been investors in Microsoft (which owns 
ChatGPT), Nvidia (the leading AI chip manufacturer), and in units 
of the Sanlam Global Artificial Intelligence Fund, it seems 
almost impossible to read a newspaper, magazine, or watch my 
daily dose of Bloomberg TV these days without AI being 
mentioned. Even politicians are in on the act, with Rishi Sunak 
hoping that the UK will host the first global AI regulation summit. 
This is not just because of the threat that AI poses (does 
Terminator ring any bells?) but is also due to the UK government's 
10-year plan to become a global leader in this space.

AI is part of the tech ‘ABCD’ (AI, Blockchain, Computer chips, and 
Data) family of growth, and indeed tech remains one of the biggest 
areas for growth overall. One reason for this is the ‘network’ effect.  

By way of example, let's embark on a thought experiment. Imagine 
you have two people calling each other. In this scenario, there are 
two individuals but only one connection. Now let's imagine that we 
have four connections. In this case, you will not have two 
connections but rather six (see the illustrative picture). These 
numbers increase exponentially as users are added. For example, 
eight users will give you twenty-eight connections and so on. It is 
the power of the network effect that made the internet what it is 
today and continues to drive growth using the same principle, 
ultimately benefiting users and investors alike.

Growth can be found in almost all industries, not just technology. 
Let's take healthcare, for example. The first human genome 
decoding cost $2.7 billion and took over a decade. According to 
research provided by Ark (which manages the ARK Innovation 
ETF) in 2021, those costs have fallen to less than $600, taking 
only a fraction of the time previously required, indicating that this 
should drop to less than $100 in the next five years. This has 
paved the way for advances in medicine, including diseases which 
can now be cured through gene editing. Not only is this great news 
for those suffering with disease, but also for those investors 
backing the companies leading this field.

So, if it's not the sector classification which necessarily defines a 
‘growth’ stock, what would? Textbooks tell us that these are pricey 
stocks (a high price-to-earnings ratio, for example) with little or no 
dividends and superior growth prospects.  

The question then becomes: If growth can offer higher potential 
returns, why doesn't everybody pile all their pennies into them? 
The simple answer is risk. Given that these companies hold the 
hope of higher returns in the future, many uncertainties remain.  
Consequently, these stocks can be notoriously volatile and 
influenced not just by microeconomics at a company level but 
also by macroeconomics. When money is abundant and cheap, 
growth stocks tend to outperform, but when money becomes 
expensive, for example when inflation and interest rates are high, 
investors may be more cautious about where to allocate their 
capital. Firms that can grow while producing positive earnings 
would stand a better chance of weathering the storm than a firm 
which is dependent on investors providing them with a constant 
stream of capital.

The good news is that investment managers can vary the amount 
of risk taken within any given portfolio to accommodate both the 
investor's risk appetite and the macro environment. By carefully 
analysing industry trends and evaluating a company's growth 
prospects, portfolios can be positioned to reap the benefits of 
growth stocks. However, it is vital to approach such stocks with a 
long-term mind-set.  As with any investment, diversification, 
research, and a well-defined strategy are key to maximising 
wealth creation.

Pieter Cloete
INVESTMENT MANAGER
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Muscle What?
‘There can be few fields of human endeavour in which history 
counts for so little as in the world of finance. Past experience, to 
the extent it is part of memory at all, is dismissed as the primitive 
refuge of those who do not have the insight to appreciate the 
incredible wonders of the present.’ 

Many of us will have shared JK Galbraith’s perspective only to be 
met with the response ‘it’s different this time’. The consequences of 
the 1970s inflation surge led to a change in perspectives for those 
who experienced it, helping to explain deeper concerns about the 
current economic predicament. Opinions have always been different 
across generations, hence in the financial media we often have 
‘teenage scribblers’ battling ‘old sages’ over what might happen 
next.  Yet, every sage starts as a scribbler.  
Reflecting on generational perspectives and how experience 
influences opinion, I am drawn towards the topic of benchmarks. I 
am not sure that data on investment returns linked to experience or 
age is available, possibly because most managers have similar 
benchmarks and asset allocation is decided by committee. Given 
that the US has the largest market in the world, this typically attracts 
the largest weighting. Challenging how long the US might retain its 
number one status is generational, especially if one can remember 
that Japan once occupied pole position. The US has outperformed 
other markets for a record 15 consecutive years and it is expensive. 
If a downward spiral started, benchmark trackers would be forced 
sellers as its weighting shrinks, leading us to question the relevance 
of such yardsticks during periods of transition. Historically, beating 
cash returns or inflation was the goal of most clients, as these are 
absolute targets. I am also not sure that many clients feel like giving 
their investment manager a pat on the back for losing less money 
than the market but we might soon find out.   
Instinct becomes embedded and based on experience, a process 
which cannot be fast-tracked. I have never touched cryptos, or, 
indeed anything managed by Cathie Wood.  I was sceptical and 
because of this I have missed out on a few winners, but I did own 
Polly Peck which collapsed in 1991 and bought a Japanese fund at 
the top of the market, averaging down before selling out as my 
concerns grew, thus achieving another financial flesh-wound not to 
be repeated. Experience conditions our memory, allowing us to react 
without conscious effort, in the same way we might duck to avoid a 
ball thrown at our head. This ‘muscle memory’ grows as we get older 
and is why market sages see events in the capital markets unfolding 
quite differently to those who are several decades younger.   
Group-think is also a product of muscle memory.  If central bankers 
are all the same age and hail from the same background, they will 
lack the diversity of experience to spot, for example, an obvious 
inflation headwind. Undoubtedly, if we had Paul Volcker as Chair of 
the Federal Reserve today, there would be no risk of 1970s errors 
being repeated. To compensate, we all have the option of learning 
from history, but tend to find an episode of ‘Love Island’ or trolling 
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Henry Kissinger:  One hundred
years of sagacity.

on social media far more 
engaging.  With US rates 
pausing and a revised 
target for the year-end of 
5.6%, muscle memory for 
anyone over the age of 50 
may recall that they were 
never expected to touch 
20% in 1980, yet they did 
and not in a straight line. 
Hence, we should always 
try and identify where the 
wise money is heading.       
Muscle memory also 
impacts the interpretation 
of portfolio diversification 
and the choices we make 
between the likes of 
commercial property, infrastructure, private equity, bonds, and 
equities. Their purpose is to enhance returns and reduce volatility and 
this has worked well in an unstressed environment.  Yet, if we recall 
the Global Financial Crisis, there were only four true asset classes: 
cash (providing it was not held by a problem bank), gold, quality 
government stocks and then everything else which fell together. 
Diversification may therefore be interpreted differently by age group, 
experience, circumstances, and purpose.   
The debate also extends to geopolitics. The threat of war in the 
Ukraine was dismissed by many but those who recalled the Iron 
Curtain years will likely have a different perspective. With Chinese 
tensions growing, differing views on what may happen next could be 
determined by age groups. Henry Kissinger recently expressed little 
surprise that geopolitical tensions have increased, given his frontline 
experiences in the 60s and 70s. He is in no doubt that the risk of 
conflict is increasing, yet not inevitable. Such scenarios present both 
risk and opportunity and we should be mindful of where consensus 
ultimately lies, if we wish to anticipate how the market will react.   
Global headlines often shock when an event has never been 
experienced. Our muscle memory constantly evolves and a big change 
is underway in how we reflect on inflation. If central banks fail to nip it 
in the bud, a worker’s mindset changes and starts to associate high 
inflation with even higher wages. It becomes embedded in the 
psychology of a society. The only way to break this loop is to create a 
surge in unemployment which may mean a planned recession.  As 
painful as this would be, by doing so, our muscle memory will 
associate inflation with a risk of redundancy and not higher pay 
demands, making it easier for the bankers next time.    

Paul Crocker
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