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SUMMER 2011INVESTORS tend to be unaware 
of the effect that charges can have 
on the growth of their investments 
but it can be very important, 
especially over the long term 
applicable to pension and similar 
investment plans.

An approximate guide to the  
annual management fee on a 
mutual fund, for instance, is 1.5pc 
of the annual performance but 
very few investors are aware of 
its effect in practice.

The 1.5pc charge seems almost 
negligible until you appreciate 
that on a fund which grows at, 
say, 6pc the management fee 
takes 25pc of it.

This is now changing with 
the introduction recently of low 
cost funds like Vanguard and 
Fundsmith and there will be even 
more noticeable changes after 
2012 when the Retail Distribution 
Review takes effect.

Meanwhile our table provides 
a guide to the various types of 
fund.

Products that cross the border
BY drawing attention to the need for investors to be more alert 
to the pitfalls of exchange traded funds (ETFs) and “structured” 
products, the regulatory authorities might have unintentionally 
given the impression that the two have some common 
features.

They are quite different: ETFs are transparent in all important 
respects whereas structured products are stubbornly opaque, 
for that is their dominant characteristic.
ETFs
1. �Some, like iShares, track their selected index by the physical 

purchase of representative stocks, commodities and other 
samples of an index.

2. �Others choose synthetic tracking using CDS contracts involving 
a counterparty.
It is sometimes argued that the latter carry greater risks for 

the investor because the counterparty might fail.
As the counterparty is usually a prominent bank or financial 

institution a failure would normally be unlikely but the risk should 
certainly be explained to investors.
Structured products tend to invite investors to accept, typically, 
a five-year contract which, in return for a deposit of an agreed 
amount, will provide a sum greater than the deposit if the FTSE100 
is higher by a certain percentage at the end of the term or, if the 
index is lower, the deposit will be returned.  

There is no doubt that these products are popular with 
investors as new sales in the UK were 48pc higher in 2009 
– the year after the Lehman crisis which was heavily linked 
to its structured products – than in 2008, according to www.
structuredretailproducts.com

By the end of 2010 outstanding assets had risen from £46bn 
to £52bn and in a Financial Times survey of UK investors early 
this year 40pc said they now held a structured product.  

Many such products approach the border dividing investment 
and gaming and everyone should consider the risk of forfeiting 
five years’ income at 5pc, which is easily obtainable from several 
FTSE100 blue chip companies.   

AFTER three decades of super 
performance starting with the 
20pc interest rates introduced 
in 1980 by Fed chairman Paul 
Volcker bond funds, a huge 
favourite of uncritical investors 
throughout the world, have “seen 
their best days” according to the 
biggest operator, Pimco.

Bond funds have never been 
favoured by investment purists 
because they license managers 
to take too many risks in search 
of alpha performance and they 

carry too many structural risks 
to satisfy genuine investment 
criteria. 

With inflation rising and the 
possibility of an increase in 
interest rates over the next few 
months bond fund holders are 
now likely to face problems on 
two fronts.

Inflation is already eating 
into their fixed income and 
a higher interest rate could 
affect the capital value of their 
investment.

As the funds’ managers 
search for alpha continues the 
risk factor can be raised when 
they attempt to anticipate the 
market.

This occurred in March 
this year when Bill Gross, 
the renowned boss of Pimco, 
aggressively dumped the fund’s 
holding of US Treasuries, 
reportedly about $28.6bn 
(£17.8bn), just ahead of the 
epic rally which continues as 
we go to press.

Bond funds party over – official  

Buried inside the annual 1.5pc charge that 
is known to investors, there are elements 
which few are aware of. 

Among these are costs, attributed to 
investment platforms such as Cofunds 
(owned by a number of fund managers), 
FundsNetwork (owned by Fidelity) and 
Skandia (owned by Old Mutual), which are 
the cause of some confusion to investors 
and others.    

That is because a part (usually 0.25pc) 
of the standard 1.5pc annual fund charge 
goes to the platform used to transact the 
investment. 

It appears to be an insignificant fee but 
the Financial Times recently estimated that 
it amounts to a total of £5bn paid to the 
platforms.

Many investors might think that it should 
be made to disappear along with the 
0.5pc paid as commission to advisers but 
under the Financial Services Authority’s 
latest rules for its RDR such “rebates” to 
platforms will continue to be allowed.     

The Financial Services Consumer 
Panel, however, has acknowledged that 
these rebates demonstrate a “lack of 
transparency” which “causes serious 
consumer detriment”. 

TEN YEAR  government bond 
yields in the UK, US, Germany 
and Japan unexpectedly fell in 
April and May as investors took 
fright at weakening economic 
prospects and the worsening 
eurozone debt crisis.

At the start of 2011 most 
investors thought yields would 
rise as economic growth 
normalised. US fund managers 
have even been trying to talk 
US Treasury stocks down to 
raise yields.  

★ ★ ★ ★ ★

ABSOLUTE return funds are 
“a myth” according to Cerulli 
Associates, a US research 
house specialising in financial 
services.
 “Investors could easily be 
misled and there could be mis-
selling by providers,” a senior 
researcher claimed.  

New research by Cerulli  
shows no single absolute return 
strategy managed to preserve 
capital in all market conditions 
and returns moved broadly 
in line with their underlying 
markets, although volatility 
was mitigated. 

★ ★ ★ ★ ★

ROYAL Bank of Scotland 
belatedly joined others in 
conceding the cost of years 
of mis-selling loan insurance, 
revealing an £850m provision 
as part of their customer 
compensation settlement.

Other banks’ compensation 
provisions included Lloyds at 
£3.2bn; Barclays at £1bn and 
HSBC at £270m.

UK rates could rise this year 

AS the apparently unstoppable rise of 
low cost funds establishes a growing 
precedence over the retail investment 
sector, well ahead of the introduction of 
the Retail Distribution Review (RDR) in 
2013, there remain ominous signs that the 
fund industry’s resistance to reform will 
continue, for the present.

While the abolition of commission will 
reduce the 1.5pc by possibly 0.5pc there are 
several items of cost such as administration, 
audit and legal fees, dealing charges and 
stamp duty which are not included in the 
total expense ratio (TER). 

For actively managed funds the extra 
dealing charges and stamp duty alone can 
double the quoted TER (please see page 3).

Independent studies have shown that 
these “ex-TER” charges are the main 
cause of funds’ unimpressive year-on-year 
performance but they do not have to be 
disclosed to investors.

THE governor of the Bank 
of England Mervyn King 
finally conceded in mid 
May, as inflation continued 
to edge towards 5pc and 
well ahead of the target of 
2pc, that UK interest rates 
might need to be raised 
before the end of the year.

But the world’s attention 
remains focused on the 
month of June and the 
response of Ben Bernanke, 
the US Fed chairman, to 
the expected ending of the 
latest phase of his multi-
billion dollar project of 
virtual money printing, 
known as QE2.

The key question, which 
most commentators and 
some bankers assume to 
be a no-brainer, is: Will 
Bernanke act as expected?

As one of Wall Street’s 
most experienced 
investment bankers put 

the matter recently: 
“Conventional wisdom 
says that after tripling its 

balance sheet in two and a 
half years the Fed’s asset 

purchase programme should 
now give way to the era of 
inflation”.  

If that happens the bond 
market will underperform 
significantly and US interest 
rates will rise. 

That is the scenario on 
which the big bets are 
placed.

Neutral observers counter 
by arguing: “While QE2 
has been good for jobs and 
the stock market it would 
be madness to end it now 
so bring on QE3 and QE4 if 
necessary.”

A similar argument 
applies to the UK and the 
recent rise in bond yields 
weakens the argument for 
escalating inflation and 
might yet cause Mr King to 
accept a postponement of 
any interest rate rise.

The market’s view 
favours 2012.

Hidden charges stay 
but platform rebates 
avoid the RDR
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Money market funds 0.52 0.43
Index tracking equity funds 0.95 0.88
Bond funds 1.18 1.05
Mixed asset funds 1.45 1.34
Equity funds 1.68 1.47
Fund of funds (3rd party) 2.41 –

Exchange traded funds
Vanguard UK equity tracker 0.15 –
Ishares FTSE 100 tracker 0.40 –
Source: Lipper; FT research
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Clients will appreciate that life assurance 
and pension plans are generally long-term 
investments and there may be penalties for 
terminating such plans prematurely; that past 
investment performance is no indication of 
future prospects and values can fluctuate; that 
in relation to house purchase their home is at 
risk if they do not keep up the payments on a 
mortgage or other loan secured on it. Some 
of the products and services mentioned in 
Money Planner might not be among  those 
regulated by the Financial Services and 
Markets Act 2000.
The information in Money Planner is for 
guidance only and our expert advice should 
be obtained before any action based on it 
is taken.

A 2020 view of 
the market
A HIGHLY critical report 
on the global fund industry 
foreshadows a transformation 
of the sector by the end of the 
present decade.  

A strong influence, the 
report finds, is the success 
of low cost passive funds 
and sees client demand for 
exchange traded funds and 
index funds continuing to 
rise to the detriment of other 
investment products.

Prepared by the IBM 
Institute for Business Value 
the report claims that the 
industry is  destroying 
$1,300bn (£780bn) of value 
every year through excessive 
and unnecessary costs.

The report “Financial 
Markets 2020”  quoted in the 
Financial Times  is based on 
a survey of more than 2,600 
industry participants  and 
government officials in 84 
countries.

Across the financial sector 
the report says that “alpha 
generation” or the ability to 
deliver index beating returns 
was “pitiful” despite the huge 
sums paid in pursuit of this.

Our views on low cost 
funds are well known to 
Money Planner readers and 
it is gratifying to have them 
supported by such a wide 
ranging report.

Boost for pensions 
THE Chancellor provided 
some welcome encouragement 
for pensions and other savers 
in his budget on March 23.
By announcing major 
enhancements of tax friendly 
Venture Capital Schemes 
and Enterprise Investment 
Schemes it is intended that 
UK industry will also benefit 
from a surge of new capital 
investment.


