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         Preface 

         In 25 years of observing and writing about the UK financial markets, I have often been struck by the almost total absence of good books about the art of investing in funds.  There are some consumer guides of variable quality, and a good number of overly simplistic online guides – but until now, nothing of any substance written by a professional fund investor.  The contrast with the number of books about stockpicking and trading, of which there are thousands, could not be more marked. 

         This contrast in treatment is odd.  All the evidence I have seen demonstrates that the great majority of those who try their hand at trading and picking their own stocks fail to do as well as they could by investing in a well-picked portfolio of funds.  Owning funds is a much safer and more convenient way of investing your money than investing directly in stocks and shares (let alone trading with geared instruments such as spread betting and contracts for difference).  Most professional investors use funds to manage their own money. 

         So it seems strange there is not more help available for those who want to understand how to pick funds well.  There is certainly no lack of demand for the end product.  With over £300bn invested in the UK funds industry, many investors do understand that funds are indeed a sensible choice.  However, the general tone of much comment is negative; the coverage of some aspects of the funds business in the media is adverse, the academic evidence about the performance of the average fund (not that good) is similarly downbeat, and some investors lack trust in the quality of the service they think they might receive from the industry.  

         It would be unwise to underestimate the scale of this problem.  Many of the funds you can buy in the UK are too expensive for the performance that they actually deliver.  As the regulators are right to point out, too many funds also are sold on the wrong basis; usually past performance that subsequently fails to repeat.  All this helps to explain why investors may be justified in feeling cautious. 

         But to my mind, it also reinforces the case for investors finding out how to distinguish the good, the bad and the ugly in the funds business.  There are some dodgy estate agents and car dealers in the UK, but that does not mean you cannot buy a good house or a good car, if you know how to go about it.  So it is with funds.  What we all need is a trustworthy, professional guide to help us find the cream of the crop, because the best funds are well worth having. 

         In the UK, few professionals are better qualified to provide sensible guidance on this matter than John Chatfeild-Roberts, who runs the fund of funds team at Jupiter Asset Management, having previously carried out a similar function at Lazard Asset Management and Henderson Administration.  When he agreed to write this book about what he has learnt as a fund investor, I was delighted.  Anybody who knows John knows that he is a man of the highest personal and professional integrity – always the first and most important criterion when dealing with a professional of any kind. 

         After fourteen years running funds of funds, he also knows the unit trust and OEIC business in this country inside out.  In this book John describes his thinking and the way that he and his team (Peter Lawery and Algy Smith-Maxwell) go about choosing funds for their six portfolios.  You will, I hope, quickly see for yourself the exceptional qualities that have earned him and his team a string of industry awards in recent years.  John's success is fundamentally rooted in the timeless qualities of experience, judgement and common sense – the essential ingredients of any successful investment strategy. 

         
            Jonathan Davis 
         

         Investment columnist, The Independent 
         

         Founder and editor, Independent Investor 

         Chairman, Half Moon Publishing Ltd 

         
            www.independent-investor.com 
         

         Oxford, December 2005 

      

   
      
         1. Introduction 

         “The intuitive mind is a sacred gift and the rational mind is a faithful servant.  We have created a society that honours the servant and has forgotten the gift.” 

         Albert Einstein 

         Investment is intrinsically a simple business – buy low, sell high.  However there are only a few people who take enough time and trouble to be good at it.  Most people are simply not that interested in the financial markets.  The first and greatest attraction of investing in funds has always been that it takes away the strain and hassle of having to master the business of investment yourself.   

         But there are also several other good reasons, in my opinion, why you should take a keen interest in funds – how they work, what they can do for you, and how best to take advantage of what they have to offer.  The purpose of this book is to pass on some of the knowledge and experience that I have gained in the past fourteen years as a professional investor whose job is to pick 10-15 of the best funds each year from the 4,000 or so that are on sale in the UK.   

         The main focus of the book is on unit trusts and open-ended investment companies (popularly known as OEICs, pronounced ‘oiks’).  Many of the principles and lessons, however, apply equally to other types of fund.  The fund industry suffers from a deplorable surfeit of jargon, and all of these terms will be explained in simple language at some point in the pages that follow. 

         Here is my list of the reasons for owning or taking an interest in funds: 

         
            	 The rewards can be impressive.  Over the last ten years, the average fund has produced a return of 124.3%, equivalent to 7.38% per annum.  This is comfortably better than the 68.3% or 5.34% per annum that you would have received had you left your money in the bank or building society (as measured by the Bank of England base rate, which of course, no one matches consistently).   

            	 The best performing funds have naturally done even better still.  The top performing fund over the past ten years has made a return of 635% – that is to say, it has turned a £10,000 initial investment into £73,565.  Any fund in the top 10% of funds by results has produced a return of at least 198% (far better than any index tracker). 

            	 Funds give you the benefit of access to some of the smartest professional fund managers around.  It is true that there are many poor or indifferent funds around as well, and you need to know how to avoid them – but the best of the bunch, as I hope to demonstrate, are very good indeed.   

            	 Whether we know it or not, most of us already rely heavily on funds for our savings and retirement.  If you have an endowment policy, an investment bond, or a personal pension, for example, you will already be an investor in funds.  Given how important they are to your financial welfare, you would be well advised to take an interest in how they work. 

            	 In their wisdom, successive Governments have provided valuable tax incentives for those who invest in funds in a certain way.  PEPs and ISAs, as these tax-efficient ways of holding funds are known, allow you to invest up to £7,000 a year in funds without paying any tax on the gains you make. 

            	 The idea behind funds – that they give you the chance to invest money in the world's financial markets more safely and more efficiently than you could do yourself as an individual investor – is a sound and proven one.  It seems perverse not to take advantage of an idea that has proved its worth over nearly 140 years. 

            	 Although there are many hazards involved in buying and selling funds, which should not be underestimated, many of the best professional investors have all their own money invested in funds (as I and my wife do).  Maybe – just maybe – we know something that could be of value to you too. 

            	 The range of investment opportunities in funds is infinitely greater than it was 30 years ago.  Thanks to advances in information technology, it is now possible for UK investors to put their money into an astonishingly wide range of funds, covering almost every country or type of investment that you can imagine.   

         

         It is only fair to admit at this point that funds sometimes get a bad press from academics, regulators and media commentators.  This is for a number of reasons.  The most common criticisms are that unit trusts and OEICs are too expensive, often perform indifferently and are run primarily for the benefit of the managers who run the funds, rather than for those who invest in them.   

         It would be foolish to deny that there is truth in some of these criticisms.  Some investors do have a disappointing experience from investing in funds, but that is primarily because they lack the knowledge and experience to buy the right funds at the right time, not because there is anything wrong with the concept of funds per se.  In the pages that follow, I hope to explain how to avoid making these potentially expensive mistakes.   

         
            
               The best and the worst 
            

            The best performing fund over the last five years in the UK turned £10,000 into £38,843, a gain of 288.4%, whereas the worst performing one reduced the value of £10,000 to only £2,183, a loss of 78.2%.  The first fund would have nearly quadrupled your money in five years, while the second would have lost four fifths of your starting investment! 

         

         
            [image: ]
         

          

         Source: Lipper, to 30th September 2005, Total Return GBP 

         You would have been very perceptive to have invested in the best fund, and unlucky to have been in the worst.  But from these figures you can draw the conclusion that by picking funds with some degree of skill you stand to make good money, whereas if you pick funds with the proverbial pin or without having done sufficient research, you are likely to be disappointed. 

         
            The basics of investing in funds 

            The book is organised in a series of chapters, each one discussing one particular aspect of investing in funds.  It does assume some basic knowledge of investment on the reader's behalf.  For the benefit of those who are complete novices at investment, I offer here a brief summary of the key concepts in the unit trust and OEIC world.  More experienced readers can either skip this section, or use it as a brief refresher course.  You may also wish to refer to the glossary at the back of the book.   

            Unit trusts and OEICs are both examples of what are known as ‘open-ended’ investment funds.  These are investment funds that can grow or contract in size in direct response to investor demand.  Like all investment funds, unit trusts and OEICs pool the money of many hundreds or thousands of different investors and hand the investment decision-making over to a professional fund manager employed by the fund management company. 

            A key principle of both unit trusts and OEICs is that each unit, or share, owned by investors in the fund has an equal status and value to that of any other.  Whereas unit trusts operate under trust law, OEICs operate under company law.  OEICs are a recent innovation designed to provide a simpler alternative to unit trusts, whose ‘dual pricing’ structure is sometimes held to be too complicated for ordinary investors to understand.   

            Unit trusts will always quote investors two prices – an offer, or buying, price and a bid, or selling, price.  The first is the price those looking to buy new units will need to pay.  The second is the price that those looking to sell their existing holdings will receive.  The difference between these two prices is known as the ‘bid-offer spread’.  As with most financial transactions, the buying price of a unit trust is invariably higher than the selling price.  With OEICs, however, investors are quoted a single price at which they can both buy and sell.  

         

         
            Plenty of choice 

            Funds offer ordinary investors a simple and convenient way to make a wide range of investments in a relatively efficient way.  By investing alongside many other investors, fund investors stand to benefit from the advantages of scale and diversification that comes from pooling their money with others.  Because of the huge advances in information technology over the past 20 years, the world has literally become the fund investor's oyster, in the sense that the range of available funds now covers all the world's major markets and asset classes.   

            The drawbacks from investing through funds stem from the fact that there are costs associated with owning funds that can, unless carefully managed, outweigh the potential benefits.  At the same time the returns that professional investment managers can make are, in practice, constrained by what the remit of their fund allows them to do with your money.  Fund managers with lesser ability find that their efforts can be outweighed by the charges of the fund that they are managing.  However, the best fund managers can and do add value consistently, through the exercise of their skill and judgement, over and above the costs. 

            This existence of below average funds is one reason why passively managed funds (also known as index or tracker funds) have grown in popularity over recent years.  Unlike actively managed funds, passively managed funds rely  mainly on computer programmes to try and track the performance of specific market indices.  Their running costs are typically lower than actively managed funds.  Investors today have a choice from scores of different types of fund, including both active and passive funds, in both unit trust and OEIC format.   

         

         
            What you need for success 

            Because many of those who own unit trusts and OEICs are not very clued up about how to buy and sell their funds in the most effective way, it does create an opportunity for those who know what they are doing to profit.    The basic principles are simple and the rewards for those who get it right can be substantial.   

            As in any other walk of life, one of the secrets of success is not to let yourself fall victim to avoidable mistakes, but to spend a little time educating yourself on how to take advantage of the opportunities available.  Investing in funds is no different.  Funds are, in the last resort, a known and convenient way to invest your money without much effort – but you do need to know what you are doing before you start.   

            Give someone a fish, as the old saying goes, and you feed them for a day.  Teach them how to fish, and you can feed them for a lifetime.  If I can help you understand what to look for when searching for a fund, it will I hope help you to make the most out of a rewarding but often misunderstood sector of the investment business.   

         

      

   
      
         2. The fund concept 

         “Few people think more than two or three times a year; I have made an international reputation for myself by thinking once or twice a week.” 

         George Bernard Shaw 

         
            The idea behind funds 

            The idea of a fund is that it allows someone to invest in a stock or bond market with a small amount of money and little or no expertise.  I can do no better than quote the original objective of the world’s first investment trust (founded in 1868), as the sentence is applicable to all types of fund or collective investment vehicle.  The aim of the trust, reads the document, is: “to provide the investor of moderate means the same advantages as the large capitalists in diminishing the risk of foreign and colonial stocks by spreading the investment over a number of stocks.” 

            This neatly encapsulates the idea of what it is that funds are set up to do for people.  That is to reduce the risks of investment by pooling the money of many investors, and then contracting its management out to a professional so as to provide a better return for the investors than they would be able to achieve themselves.  The ambition is to provide the benefits available to ‘large capitalists’ (that is to say, good returns), whilst at the same time reducing the risk by investing in a broad spread of different shares, bonds and other ‘stocks’.  It sounds a plausible idea; and it is worth looking at more closely.   

         

         
            Diversification and risk 

            Let us break down the proposition into distinct component parts.  Firstly, is the concept of pooling money in order to reduce risk an idea that holds water?  What is the risk that is being mitigated?  If you look at the risks attached to investing in any single company’s shares or bonds, the most serious risk is that the company goes into liquidation or bankruptcy.  The risk in that case is that the investor faces losing the entire value of that particular investment.   

            It is true that investors who own the bonds of a company can often manage to salvage something from the wreckage of a company, although in a process that can take some years.  Ordinary shareholders however, those who hold the company’s equity (or shares), are the last in the queue of creditors when a company fails and are unlikely to receive a farthing.   

            
               
                  Shares and bonds 
               

               The owner of a share is a part owner in a company.  There are a finite number of shares, which are each of equal value, and which entitle the owner to a pro rata proportion of the distributed profits or dividends.  Equity is another term for share. 

               The owner of a bond is not the part owner of a company.  A bond is a debt security, or loan, made to a company (or government), which borrows the money for a defined period of time at a specified interest rate. 

            

            The size of company does not necessarily make a difference, as shareholders in Polly Peck found to their cost.  When this company went into liquidation in 1990, they all lost their entire investment, even though the company was sufficiently large to be a member of the FTSE 100 Index at the time it failed. (The FTSE 100 Index comprises 100 of the largest companies whose shares are quoted on the London Stock Exchange.) 

            
               [image: ]
            

             

            Source: Bloomberg 

            More recently, shareholders in Marconi, another FTSE 100 company, discovered in 2003 that their investment was worth rather less than they imagined when their company went into administration.  The shares, which had been priced at over £12 at their peak in 2000, were eventually converted into ‘New Marconi’ shares at a value of around 0.8p!  The effect of the reconstruction was that shareholders ended up with new shares that were worth just 0.4% of their old ones.  To put it another way, they lost 99.6% of their money, top to bottom – essentially a complete loss by any other name.   

            
               [image: ]
            

             

            Source: Lipper 

            Both examples are salutary reminders that there are real advantages to be had by diversifying your money across the shares of a number of different companies.  Diversification, or not putting all your eggs in one basket, is one of the core benefits that you obtain by investing in a fund.   

         

         
            The advantages of scale  

            But how many companies should you invest in to diversify sufficiently the risk of losing a significant proportion of your wealth?  Even expert opinions differ on this matter, but academic theory says that 20-25 different investments would be enough to run a sensibly balanced portfolio.  If you own 25 shares with an equal amount in each one, it implies that you will have 4% of your total holdings in each company.  If you had £25,000 to invest, that translates into £1,000 per company.  This would be all right in theory, but in practice the costs of such an exercise would be too great, quite apart from the time and effort required to research the portfolio and then put it into place.   

            Most stockbrokers have a minimum commission scale, that is to say they charge the same brokerage fee for any transaction below a minimum size.  The charges do not vary much whatever the size of the deal, and although the advent of internet brokerages has meant that more research is available at the click of a button, it still requires time, patience and expertise to trawl through the thousands of companies listed just in the UK, let alone those on overseas markets.  Picking your own carefully diversified portfolio of stocks with sums of £25,000 or less is highly unlikely to be a cost-effective exercise, even if you have the time to devote to doing it.   

            In contrast, the amount of money that professionally managed funds which pool the resources of thousands of different investors have to look after will typically amount to several millions of pounds.  In September 2005, according to Lipper, there were 1,857 onshore trusts and OEICs in the UK.  The average size of fund was £153m, although that figure does hide a wide divergence.  The largest, Fidelity Special Situations, had £5,800m in assets, while the smallest, Singer & Friedlander’s Model Portfolio (extraordinarily) was a mere £1,100 in size.  However only 59 funds, fewer than 5% of the total, were smaller than £1m in size.  The ability to buy stocks and shares in economical quantities is one of the advantages that funds have over you as an individual investor.   

            In order to make sure that funds are sufficiently well-diversified, there are specific rules that a fund manager must follow which limits the amount of concentration his or her portfolio can have.  No one investment can make up more than 10% of the portfolio and the sum of all holdings between 5% and 10% must not add up to more than 40% of the fund.  This means that no fund can realistically be run with fewer than seventeen positions.  In practice very few have less than thirty investments and many have a list of holdings that stretches into the hundreds.  In that sense, diversification is automatically built into the fund concept.   

            The important point is that the rules governing funds are such that they reduce considerably the risk of complete loss from investment in companies that go ‘bust’.  Funds are by definition well diversified and have the scale to invest in a cost-effective way.  No unit trust in the UK has ever gone bust (though some have lost a lot of their investors' money).  Overall therefore, I think that the case for a fund as being an adequate diversifier of the risk of loss of money through company liquidation, or ‘absolute risk’, is more or less watertight.  There are of course many other sorts of risk to which even well diversified funds are exposed, which help to explain why the worst performing fund mentioned earlier lost 78.2% of its value in five years.  In general, however, funds are sufficiently diversified to cater for all but the most risk adverse investors. 

         

         
            The returns you can expect 

            What then about a share of the benefits accruing to ‘large capitalists’ as the prospectus for the 19th century investment trust put it?  It is important at the outset to be clear about what returns are being sought.  My view is that investors who put money at risk in fund investments should only do so if they expect to make more money over the longer-term than they can from holding that money in the safest alternative, such as a bank deposit account (known as ‘cash’ in finance jargon).  This is their so-called ‘risk-free’ alternative.   

            
               [image: ]
            

             

            Source:  Lipper, £1,000 invested, Total Return GBP, to 30th September 2005 

            The fact is that over the long run, stock markets do go up.  This will continue to be the case as long as economic growth persists since companies, and therefore their shares, grow in tandem with the economy.  You may be aware that there are a number of studies showing that shares have generated returns over and above inflation of the order of 6% per annum over the last hundred or so years.  A real return of 6% per annum is enough to double the purchasing power of your money every twelve years.  At today's inflation rates (around 2.5% per annum), you would need an interest rate of 8.5% to match that kind of return from a bank account or bond.   

            Of course the long-term, as is often remarked, consists of a lot of short-terms.  There is no guarantee that shares will make 6% in real terms over the next three, five or ten years.  At different points in time, shares can be cheap or expensive.  In the former case, subsequent returns are likely to exceed 6% per annum: in the latter, lower returns could follow.  How much money you will make through investing in funds will depend upon the conditions prevailing at the time of the investment, as well as on the skill of the fund manager.  The truism that ‘a rising tide lifts all boats’ is very apt in the world of funds.  A stock market that is generally going up (a ‘bull market’) is likely to make most funds grow, irrespective of the ability of the manager to add value, whereas only the best fund managers will find it possible to make a positive return in a falling (or ‘bear’) market.   

            So the question whether funds will provide good returns or not is not clear-cut.  The truth is that some will, and some won’t.  It depends not just on how talented the fund manager is, but on where the fund is investing, and a wide range of other factors as well.  Recent experience, as the chart on page 15 shows, has underlined how volatile the stock market can be in the short-term. Share prices on average fell by nearly 50% between 2000 and 2003.  This was the worst ‘bear market’ in living memory; but it followed a period when shares had done exceptionally well, and the market has now recovered very strongly. The trend line is still upward sloping, meaning that those who have the patience to sit out the poor patches will be rewarded in the end. 

            The majority of funds you can buy are invested in shares and bonds, and the proportion of the fund held in each type of share or bond will have a big bearing on the returns they are capable of generating.  The general principle is that the higher the risk, the higher the potential returns investors will expect to make.  So for example, a fund that invests in emerging markets will tend to produce higher returns than a fund that invests in a developed market – but the risk of sharp falls along the way is greater. 

            At the other end of the scale, a money market fund is similar to a bank deposit account – the fund manager looks for the best interest rates in the money markets and pays it out to investors with very little risk to their capital.  Bond funds fall into a halfway house between cash and equity funds.  They pay a rate of interest, the level of which depends on the riskiness of the bonds they own. 

            The trick is to identify the best fund managers, work out which conditions they tend to do well in (and when they do badly), invest in their funds at the right time, and finally take your profits at the correct time as well.  In short, many people have done considerably better than cash in stock market funds over any reasonable time frame, say five to seven years, and with good judgement, you should expect to do so as well.  But although the advertisements don’t tell you that timing your entry and exit points is important, trust me; it is.   

         

         
            Points to remember 

            
               	 Wherever your money is now, the chances are that a good chunk of it is invested in funds somehow, somewhere. 

               	 Funds are a proven and effective way of diversifying your holdings and avoiding losses caused by the failure of individual companies. 

               	 Funds have the advantage of being able to buy stocks and shares in bulk.  This is something that individual investors with small portfolios cannot do so cost-effectively themselves. 

               	 Understanding which conditions will favour a particular fund manager and timing your fund decisions is critical to long-term investment success as a fund investor. 

            

         

         
            3. How funds work 

            “Genius is 1% inspiration and 99% perspiration.” 

            Thomas Edison 

         

         
            The importance of detail 

            The concept of funds being a collective vehicle for a multitude of investors to use, each owning their slice of the pie, is a relatively easy one to grasp.   Each individual puts a certain amount of money into the fund, and in exchange buys a number of units in the fund (or shares in the case of OEICs) at the price at which they were valued on the day of purchase.    

            A key principle of the unit trust (and OEIC) concept is that every unit you own has the same value as everyone else’s (though the number of units you own will obviously depend on how much money you have to invest).  However, the minutiae of how unit trusts work are somewhat more complicated and worth an explanation, not least for the fact that large sums of money have been made and lost out of a detailed knowledge of these things.   

            It is true that most people become bored very quickly when they find they have to concentrate their minds on what appear to be such dry matters.  But a little careful study, whilst it may not make you a fortune, can still save you money.  This chapter discusses some of these more detailed points.  It is   necessary background information before we get on to the more interesting question of how to pick the best funds.   

         

         
            The range of funds in the UK 

            In the UK, there are four main types of open-ended collective fund.  They include: unit trusts, OEICs, unit-linked life funds and unit-linked pension funds.  Each type of fund works on the same basic concept, but there are significant differences to trip up the uninformed.  All four types of fund are similar in that they are collective investment vehicles for pooling investors’ money.  They are described as ‘open-ended’ because the size of the fund rises or falls in line with investors’ enthusiasm, or demand, for the fund.   

            
               
                  Units and shares 
               

               There is a difference in nomenclature between a fund investor's holding in a unit trust and an OEIC.  While unit trusts are divided into units, OEICs are divided into shares. 

            

            The more money that investors put in, or the more investors that it attracts, the bigger the fund can become – the fund manager simply issues more units in order to meet the demand.  In the same way, if investors want to pull their money out of an open-ended fund, they can do so simply by selling their units back to the fund provider.  The price they receive will be based on their share of the fund’s assets at that point.  If more investors want to sell than buy, the size of the fund will gradually shrink.  If more want to buy than sell, the fund will expand in size to accommodate them.   

            By contrast, closed-end funds, such as investment trusts, have a fixed number of shares and it is the price that changes in response to investor demand, not the volume of shares or units in issue.  The only way to buy into an established closed-end fund on a day to day basis is to buy someone else’s shares from them.  To sell your shares, you will only be paid the price that someone else is prepared to pay for them – which may or may not be the same as your share of the fund’s assets.   

            One of the reasons why open-ended funds such as unit trusts and OEICs have overtaken closed-end funds in popularity over the last 75 years, despite their apparently higher charges, is that they have proved to be a more flexible way of owning investments.  Closed-end funds do not have the same flexibility to increase the number of shares in the fund to meet demand.  While in this book I concentrate on the first two fund types, unit trusts and OEICs, the basic principles apply to all four of the open-ended structures I mentioned earlier.   

         

         
            Unit trusts in more detail 

            Unit trusts were the original open-ended collective investment vehicle for the public in the UK, created in 1931, 63 years after the first investment trust was formed.  They are formed under UK trust law, a fact that sets them apart from funds both on the Continent and in the United States.  As a legal entity a unit trust is a trust, set up using a trust deed in much the same way that individuals and families often set up trusts or settlements for their heirs and successors.   

            The trust deed is fundamental to the legal existence of the fund, but is not in my experience a document that is regularly perused by investors.  This is despite the fact that it is available for inspection by any investor, and is legally binding on each and every unit holder just as if they had been a party to it.  It is signed by the ‘manager’ and the ‘trustee’, two key parties in the unit trust world.   

            The manager of a unit trust is the unit trust company that has set up the fund.  The trustee is the guardian of the fund’s assets, and in law a distinct entity from the manager.  It has the legal responsibility for the safe custody of those assets, as well as collecting any income the fund earns, delivery or taking receipt of any stock that has been sold or bought, and paying any tax due.  The trustee also, and crucially, has a general ‘duty of care’ similar to that which trustees of any kind are given in law. 

         

         
            The scheme particulars 

            The deed will also refer to a second document, called the Scheme Particulars, which investors would do well to study before deciding whether or not they should invest in a fund.  In practice most investors never bother to give it even a cursory glance, but my advice is that they should make a habit of doing so.  After a while, you will get used to the legalese, and be able to spot any material departures from normal practice. 
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            In the scheme particulars you will find written down the fund’s objective, usually couched in bland and general terms (for example, ‘to achieve long-term capital growth’), and the investment policy, which defines more precisely what the fund will invest in.  This too is still written in broad terms (for instance, a phrase such as ‘The fund will invest in Japanese equities’).   

            Here also you will discover the schedule of what the fund will charge investors, and most importantly, the maximum amount that the fund can charge (which is also in the Trust Deed).  You should note in passing that a fund need only give 90 days notice of an increase in fees and that increases are not subject to a unit holder vote unless it would take the charge above the maximum level set out in the Deed.   

            Finally, the scheme particulars will also give details of the administrative arrangements under which the fund will be run.  These include the name of the investment adviser (usually a company related to the manager), the trustee, the registrar, the auditors and what their fee arrangements are.  It is all undeniably dry stuff, but many organisations make a good living out of this sort of work, so as an informed investor, you should know who they are and seek to understand what they do. 

            The job of the registrar is to keep the list of unit holders correct and up-to-date, the work usually being undertaken by departments of large institutions.  In these days when certificates for shares and units are rarely issued, this is a vital task.  In the vast majority of cases unitholders no longer have the security of keeping a certificate, which used to be the legal proof of ownership.  Instead, they will have a copy of the entry in the register that lists their name, the latter being the source of the proof.   

            Over the years in less developed economies, there have been instances of register entries being mysteriously ‘rubbed out’! There has been no such occurrence in the UK fund industry, I am happy to say, but the fact that it has happened elsewhere underlines how important the keeping of an accurate register can be. 

         

         
            The legal position of fund investors 

            The reason for explaining all this at some length is to emphasise that the legal position of a holder of a unit trust is in fact very strong.  Specifically, as an owner of units, you are the beneficial owner of your pro-rated share of the fund’s investments.  To quote a specific Trust Deed: “The scheme property is held on trust by the Trustee for the unitholders in the Scheme, pari passu according to the number of units held by each unit holder.”   

            Pari passu, for those whose Latin is a bit rusty, means that each unit has an exactly equal value and status to any other.  Quite how important those words are was demonstrated by the contrasting experience of unitholders and bond holders when the venerable Barings Bank was bankrupted by the rogue trading activities of Nick Leeson in Singapore in the early 1990s (see box). 

            
               
                  Barings: a case study 
               

               When Barings Bank became insolvent in 1994, people who held accounts or investments with the bank naturally worried how they would be affected by the fallout from Nick Leeson’s disastrously unsuccessful trading activities.  In the event, investors in Barings unit trusts proved to be in a much stronger position than those who held current accounts at Barings Bank.   

               Those with bank accounts could have lost most of their money if the bank had not been rescued by the Dutch group ING.  Those who had invested in the unsecured bonds Barings had issued did in fact lose all their money.  The unit trust owners by contrast were protected from losing their investments by virtue of the fact that their assets were being held for them as beneficial owners by the trustee.   

               Current account customers at any bank, on the other hand, have their money lent out by the bank many times over, and are dependent on confidence in the banking system for the security of their assets, as many unfortunate customers of Victorian joint stock banks discovered to their cost in the 19th century.  The fact that in law unit trusts have an independent trustee is a guarantee of security that investors should not overlook. 

            

         

         
            OEICs and unit trusts 

            I have described the functions of the key players in the operation of a unit trust because it is a fundamental principle that you should only invest in what you understand.  The same general principles apply to OEICs, but the legal position of this second kind of fund is very different, even if the two types of fund operate in a very similar way.    

            OEICs were first introduced in the UK in January 1997.  They differ from conventional unit trusts in a number of significant ways, most notably in the way that they are priced.  An open-ended investment company (OEIC) is, as its name implies, a company that has been set up under corporate rather than trust law.  The main difference between an OEIC and a normal company is that an OEIC has a variable capital base, whereas an ordinary company will have a fixed number of shares in issue at any one time.   

            Unlike a unit trust, an OEIC has no manager, but most of the same functions are discharged by the ‘authorised corporate director’.  The equivalent of the trustee is the ‘depositary’, but its functions are limited to custody, the collection of income, the delivery or receipt of stock, and the payment of tax.  The duty of care that is placed on the trustee of a unit trust is carried out in the case of an OEIC by its board of directors.  OEICs also have an investment adviser, registrar and custodian in the same way as unit trusts do.   

            The most important practical difference between a unit trust and an OEIC is the way that the price of the fund is calculated and quoted to investors.  Whereas the current value of unit trusts is always given in the form of two different prices, one for those looking to sell, and one for those wishing to buy, OEICs have a single pricing system – one price for both buyers and sellers.   

            It is important to understand the difference between these two approaches, and the reasons for it.  While the concepts behind single/dual pricing are not that complicated, experience shows that many investors can easily become a little confused – and that includes unit trust companies themselves (see the box on page 33 for a cautionary tale). 

         

         
            Dual pricing in action 

            If you look up a unit trust in a newspaper (see page 30), you will see that they are always listed with two prices, a bid (or selling) price and an offer (or buying) price.  The dual pricing system is derived from the stock market, where shares have long been bought at a different price from that which they are sold.  In other words, you will be quoted one price for a share if you are looking to buy (the offer price) and a second price (the bid price) if you are looking to sell.   

            The difference between the two prices is known as the ‘spread’ or ‘turn’ that the market-maker takes as a reward for providing the liquidity that enables the stock market to function.  Liquidity is a measure of how easy it is to buy and sell shares.  Just as shops hold stock to enable shoppers to be able to buy the goods they can see in the windows, so market traders hold stocks of shares and bonds so as to be able to satisfy day-to-day fluctuations in demand.   

            This is still true of all stock and bond markets today, with the size of spread being a function of the depth of liquidity in each particular share.  For example, the spread on most FTSE 100 shares today is of the order of 0.1%-0.2%, whereas for many smaller companies it could be between 3% and 5% for deals of any significant size. 

            So how does this translate into the prices of a dual priced unit trust? When the creators of the first unit trust offered their new product, they opted to use a similar system, though with slightly different terminology.  It is easier to look at a diagram first to see how the different prices of a unit trust relate to each other: 
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                     	TERMS
                     	DEFINITION
                  

                  
                     	Creation Price
                     	The actual cost of creating new units.
                  

                  
                     	Cancellation (or True Bid) Price
                     	The lowest price that an investor can receive on selling units back to the manager. This is when the fund is on a ‘bid basis’.
                  

                  
                     	Bid Price
                     	The selling price that most investors receive when selling units back to the manager. This is when the fund is on an ‘offer basis’.
                  

                  
                     	Full Offer Price
                     	The cost of new units to an investor, including the full initial charge, when the fund is on an ‘offer basis’.
                  

                  
                     	Bid basis
                     	The pricing basis of a unit trust when there are more sellers of the fund than buyers.
                  

                  
                     	Offer basis
                     	The pricing basis of a unit trust when there are more buyers of the fund than sellers.
                  

               
            

             

         

         
            What buyers pay 

            The creation price is the price at which the fund is able to create new units without diluting the interests of existing unitholders.  It is therefore the basis for the price you pay to buy units in a fund.  It is calculated by adding up the value of all the shares and bonds held in the portfolio, plus any cash in the bank, and dividing the total by the number of units in issue.  The holdings are valued at their current market price, using the offer prices quoted by the market-makers for those holdings.  For funds investing in the UK, stamp duty, a tax on share purchases, is also included at its current rate (0.5% today).   

            The price is usually set once a day, often at midday (although more frequent valuation points are possible).  It is based on the calculation of the fund’s value at that time.  As you can place orders to buy or sell units at any time of the day, when investors place their order, it means they always do so without knowing what the exact price will be of the units that they are buying or selling.  The price they obtain is the one that prevails at the next valuation point, which may be the following day. 

            The ‘full offer’ price is calculated by adding the fund’s initial charge (typically 5.25%) to the creation price.  This then becomes the price that investors wanting to buy will be quoted.  You can confirm this yourself, using a calculator.  Multiplying a creation price of, say 100p, by 1.0525 (in the case of a 5.25% initial charge) means that the unit trust would have a full offer price of 100p x 1.0525 = 105.25p. 

            
               Unit trust and OEIC prices are published daily in the Financial Times and regularly in most other newspapers. 
            

            
               [image: ]
            

         

         
            What sellers receive 

            Turning to the bid price, which is the price you will receive if you choose to sell your units, there is also scope for some confusion.  The cancellation price, also known as the ‘true bid’ price, is calculated in the same way as the creation price, except that it takes the bid prices of the underlying shares (what you could actually sell them for) rather than the offer prices (what you could buy them for).  Because the buying price of shares, or any financial investment, is always higher than the selling price, so the offer price of unit trusts is invariably higher than the bid price.   

            Alert readers will have noticed on the diagram on page 28 that there is a second bid price, just to the right of the cancellation price.  Why is this?  In some cases, such as a fund that invests solely in FTSE 100 shares, the bid price and the true bid price will be approximately the same.  However in others, such as funds with smaller companies in their portfolio, where there is a large spread in the underlying shares, the two prices will be wider apart.   

            In these cases, the bid price quoted by the company offering the fund will be slightly higher than the true bid price.  This is because most fund management companies prefer not to offer funds with a spread of more than say 6.0% to 6.5% between their offer and bid prices, thinking that such a large spread could deter investors.  In the case of a UK smaller companies fund, the spread between the full offer and the cancellation prices could be as much as 10% if they were calculated in the normal way.   

            What the manager will do in these cases is to decide on a level for the bid price which it judges to be reasonable, with the important proviso that the price it chooses should not materially dilute other owners.  This will be the case as long as the level of redemptions from the fund is small.  The company will always reserve the right, however, to move from an offer to a bid basis so as to use the true bid, or cancellation price, if the value of redemption orders received would materially dilute the remaining holders of the fund.   

         

         
            The pricing of OEICs 

            In the early 1990s, it was felt by some people in the industry that dual pricing was confusing to investors and out of date (and having read the previous section you may agree with them!).  This prompted the industry to lobby for the introduction of a new type of fund, known as the OEIC, which has a simpler, single pricing system.  After nine years, there are now more OEICs in the UK than there are unit trusts – but whether the new type of fund has proved to be as simple and effective in practice as its proponents hoped is open to question. 

            An OEIC's price is calculated in a similar way to a unit trust, by adding up the value of all the assets and cash in the portfolio (but this time using the mid-market price) and dividing the total by the number of shares in issue.  One consequence is that investors with small sums to invest, if they don’t pay an initial charge, may pay less than the ‘creation’ cost, while those who sell can receive slightly more than the ‘bid’ price.  People dealing at the single price are therefore making a small amount of money at the expense of the fund and diluting existing or remaining shareholders.  In ordinary circumstances, the effect on the fund is not material, and most OEICs charge what is called a ‘dilution levy’ to stop large deals (which would have a material effect) diluting the interests of other shareholders. 

            More recently, some companies have been changing the way their OEIC prices are calculated to use what is called a ‘swinging single price’.  This has the same effect as dual pricing, in that the price of the fund can be moved, within certain limits, known as a ‘tunnel’, to stop large buyers or sellers diluting the fund at the expense of others.  It can lead to fluctuations in the daily price of an OEIC which cannot be explained just by moves in the market.  Only the most attentive investors will notice.  The justification is that it does protect the interests of remaining shareholders, but it undoubtedly represents a dent in the supposedly superior method of single pricing.   
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            Is single pricing actually better?  My view, for what it is worth, is that consumers should be treated as educated adults, and that therefore it should not be necessary to use ‘smoke and mirrors’ in this way to make funds more palatable.  Dual pricing has my vote.  However there is no doubt that single pricing has the advantage of being somewhat less confusing to the casual investor. 

            
               Even professionals can slip up 

               In the early part of the 21st century, a well known fund management company launched some new funds of funds, that is to say funds that invest in other funds.  They created them as single priced OEICs, but invested their assets in a combination of OEICs and unit trusts.  They used the single price of the OEICs and the mid-price of the unit trusts to calculate their own daily single price.  All seemed set fair.  The performance was above average, the funds were heavily advertised and money started to roll in from investors.   

               All was well until the auditors appeared for the first statutory annual audit.  What they found was that the method of pricing the fund management company had adopted left something to be desired.  The particular problem was the way the mid-price on the unit trusts had been calculated.  The true mid-price of a unit trust is (logically enough) the mid-way point between the cancellation and creation prices.  Unfortunately (and you might think unbelievably) in the case of this particular fund management company, it had decided to use a mid-price half way between the full offer and bid prices, a result that can be shown thus: 
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               As you can see, if they were buying their units at creation price, which as an institution they would be able to, those same units were then put into the funds of funds with an immediate uplift of around 2%, thus artificially increasing their own OEIC’s price.   

               The knock-on effects of this simple error were enormous.  It meant that the performance of the funds involved had been systematically overstated for more than a year.  Instead of being well above average performers, calculating their records on the correct basis showed them to be very little better than average.  The performance figures had to be recalculated for every single one of the 300 or so days that the fund had been priced incorrectly.   

               It also meant that every shareholder who had bought the fund after its initial launch had paid too high a price for their units.  The annual management fees (what the management company received for its efforts), were also larger than they should have been if the correct figures were used.  In fact, the combined costs of this simple error in calculating the prices of the fund are estimated to have added up to around £2m!  

               To be fair to the company concerned, it paid up with alacrity so that nobody was left out of pocket.  Those who had gained from the situation were not asked for the extra money back.  The fund industry, I think, comes out well of the episode.  It is a good rule in business that if you make a mistake, you should hold your hand up to admit the mistake, and reimburse people fairly and promptly.  If you do that, they will probably become your best customers.   

               What the episode shows, however, is how important attention to detail is and why it is important to take the trouble to understand exactly how the prices of funds work. 

            

         

         
            Points to remember 

            
               	 All investment funds pool the money of many different individual investors and invest it professionally, to gain the advantages of scale. 

               	 Unit trusts and OEICs are both types of open-ended funds; that is, they expand or contract in size in response to demand. 

               	 Unit trusts employ a dual pricing system, with one price for buyers and another for sellers.  OEICs use a single price for both buyers and sellers. 

               	 The legal position of unit trusts and OEICs is very strong – investors’ money is ring-fenced against losses elsewhere, unlike current accounts. 

               	 It pays to understand the mechanics of how fund prices are set.  Even professionals can make mistakes in this area.
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