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FSA WARNS OF ‘COMPLEX, BUNDLED PRODUCTS’ WITH ‘OPAQUE STRUCTURES’ AND ‘RISKS THAT ARE DIFFICULT TO ASSESS’

Complex investment products rarely in consumer interest
BY BARRY O’NEILL

The Financial Services Authority has recently com-
piled a list of what it refers to as “warning signs” that
it believes will help identify financial products that
could cause problems for consumers.
It should be little surprise to
anyone that “complex prod-
ucts, includingbundledprod-
ucts or those with opaque
structures” and “perfor-
mance risks that are difficult
to assess or are not properly
understood by the provider

or distributor” rank among
them.

As part of the constant del-
uge of financial product pro-
motion that crosses my desk,
I see examples of products
that could justifiably be in-
cluded in these categories.

Just last week, I saw one
from an insurance company
being promoted by a building
society which had been
recommended to a client
aged 80.

It was a fixed six-year term
investment where any addi-
tional return over and above
a modest cash rate would be
based on the performance of
three stock market indices.

If the selected stock market
indicesdidwell,youcouldget
more than the modest inter-

est rate, receiving100%ofany
stock market-linked growth,
subject to final-year averag-
ing, up to a maximum return
of 50% of your original in-
vestment.

Let’s just revisit that last
sentence: 100% of any stock
market growth – sounds
good? Hang on, this has to be
averaged over the last year to
avoid nasty bumps at the end
because of the inflexible na-
ture of the fixed-term ele-
ment of the product.

This obviously means that,
in a rising market, you’ll lose
out from this process. Then,
the U-turn stating that ac-
tually, your growth is not nec-
essarily 100% of the stock
market return, it’s a maxi-
mum of 50% of your original
investment.

The customer was told that
there were no costs involved.
Although, the investor gets
the returns as described
above net of costs, the fact
that commission is paid by

the insurance company to the
building society should give
you some clues as to whose
interest this product is really
intended to serve.

Opaque? Complicated? Yes.
But the real issue is an
80-year-old customer being
sold a six-year fixed-term in-
vestmentwithnoflexibility to
withdraw early.
● Barry O’Neill is investment
director with Carbon Finan-
cial Partners and can be con-
tacted on 01224 619215

Do your homework before taking
a gamble on stock market IPOs

LOOK BEYOND THE HYPE TO ENSURE COMPANIES HAVE SOUND FUNDAMENTALS BEFORE RISKING CASH

BY EMMA PLUMPTON

Initial public offerings (IPOs) have been in the news
recently. One which hit the headlines was commodity
giant Glencore International, which was the largest
flotation seen in the UK.
Valued at about £36billion,
the company was so big it
immediately entered the
FTSE 100.

The flotation of business
networkingwebsiteLinkedIn
also attracted plenty of media
interest.

An IPO is a method of
bringing a business, either a
young firm or a largely pri-
vately-owned one, to the mar-
ket to raise money in return
for a transfer of control to
new shareholders.

There are many reasons
why companies offer shares
to the public.

A firm might need to raise
new capital and issuing new
shares, or equity, may be pref-
erential to raising capital
through bond markets which
have become increasingly ex-
pensive since the credit cri-
sis.

A company’s shares may be
tightly held among founding
shareholders and they may
wish to increase their share-
holder base and improve liq-
uidity; selling shares on the
stock market is considerably
more liquid than selling
shares as a private company.

An IPO can also offer an
exit route for private-equity
investors.

It also raises a firm’s public
profile, which may make
commercial sense.

The issue tends to be priced
attractively to ensure the IPO
is successful and this is often
why you see share prices gain
after a flotation.

According to Dealogic last
year, the average London IPO

gained 11% on the first day,
however, investors should be
cautious. The same research
found that, after five years,
IPOs in the top one-third
most volatile industries un-
derperformed their peer
group by half.

In contrast, those in the
least volatile third outper-
formed their peers by 5%.

In Glencore’s £6.7billion
IPO in May the shares were
issued at 530p and they
closed on Friday at 482p, a
decline of 9%.

There have been some ex-
tremeexamplesofshareprice
volatility with IPOs recently.

Chinese social-network
company RenRen floated on
theNewYorkStockExchange
last month. The shares were
already priced at the top end
of market expectations, at
about 70 times last year’s rev-
enue (revenue is used as the
basis of valuation for com-
panies that are not yet prof-
itable).

The shares soared 40% on
the opening, closing 28% up
at the end of the first day’s
trading. But, at the end of last
week, they were trading more
than 60% below the issue
price.

LinkedIn was priced at a
more modest 17 times 2010
revenue and gained a stag-
gering 109% by the end of the
first day’s trading, however,
the price fell back and at the
end of last week the shares
were trading more than 30%
below their offer price.

The level of volatility has
much to do with the hype

BIG IPO PRICE SWINGS: The level of volatility has much to do with the hype surrounding the flotations plus the pricing and over-exuberance of investors

surrounding the flotations
plus the pricing and over-
exuberance of investors.

By definition, IPO compa-
nies tend to be less well un-
derstood.

Investors will not have ac-
cess to the same information
about firms coming to the
market compared with those
already listed because as a

private company they are not
required to make as many
disclosures.

Broker recommendations
will also not be available to
the same extent.

There should, however, still
be sufficient information
available to help investors
make an informed decision.

Potential investors should

consider how long existing
shareholders will be locked in
before they can sell shares.

A long lock-in period
should encourage the com-
pany’sexecutives toaddvalue
after flotation.

Are there other similar es-
tablished companies out
there? It is attractive if the
company is unique. Investors

should also review the finan-
cial information available to
compare some fundamental
ratios such as price to sales –
or price to earnings – ratios
against listed companies in
the same sector to help them
to establish whether or not
the IPO looks good value.

Investors should approach
IPOs in the same way that

they approach their other in-
vestments. They should look
through the hype to come to
an informed decision based
on the fundamental informa-
tion available.
● Emma Plumpton is an in-
vestment manager with the
Grampian branch of Red-
mayne-Bentley and can be
contacted on 01466 799444

Barry O’Neill: commission

Cheques
to remain
until at
least 2016
ALTERNATIVE SYSTEM
MUST BE FOUND FIRST

CHEQUES will not be
abolished until an alter-
native paper-based pay-
ment system has been set
up to replace them, ac-
cording to the head of the
Payments Council.

Richard North , the
council’s independent
chairman, saidnodecision
had yet been taken to abol-
ishchequesandonewould
not be made until 2016 at
the earliest.

He added that cheques
would only be scrapped if
widely available alterna-
tives were available and
being used by the groups
tha t now re l i ed on
cheques, such as the el-
derly and charities, and a
cost-benefit ana lysis
showed that getting rid of
the payment method was
the right thing to do.

He said if these condi-
tions were not met, the
council would delay mak-
ing a decision on whether
to phase out cheques.

Appearing before the
Treasuryselectcommittee,
Mr North added that,
while he thought the Pay-
ments Council had made
the right decision to con-
sider abolishing cheques,
it could have managed its
message better.

TRANSFER
Mr North said one of the

alternatives to cheques
was likely to be mobile-
phone payments, under
which people could trans-
fer money to another per-
son just by knowing their
mobile number.

The other alternative
wouldbepaper-based,and
was likely to look and feel
like a cheque, he said, but
would be processed more
quickly and efficiently.

MPs also asked if the
council’s decision to close
the cheque guarantee
scheme at the end of this
month was the first nail in
the coffin for cheques.

Mr North said: “Only
two countries have a
cheque guarantee system,
the UK and Ireland, and
Ireland is closing it by
2016. A cheque guarantee
is not seen anywhere else
in the world as being an
important pillar of a
cheque system.”

Headded thatonly7%of
cheques were used with a
guarantee card, and in
only 1% of cases was a
guarantee needed.

Britons’ savings suffer £36billion inflation hit
BRITONS saw the value of
their savings eroded by
£36billion during the past
year as a result of high in-
flation, research has revealed.

Consumers collectively have
£1.003trillion held in savings
and current accounts, about
£110billion of which is held in
accounts that do not pay any
interest at all, according to
accountancy firm UHY Hacker
Young.

Overall, the average return
people are getting on their
money is just 1.6%, well down
on inflation as measured by
the retail prices index (RPI),
which was running at 5.2% in

April, the latest month for
which figures are available.
Even accounts that have tra-
ditionally paid higher returns,
such as tax-free Isas and fixed-
rate bonds, are only paying
average interest of 2.57%.

As a result, Britons have col-
lectively seen the real value of
t h e i r s a v i n g s d r o p b y
£36.45billion during the past
year, once interest of £15.75bil-
lion is taken into account.

People’s savings are also be-
ing diminished by inflation if
the consumer prices index
(CPI) measure is used, with
this running at 4.5% in April,
slashing the buying power of

people’s deposits by some
£29.42billion.

Mark Giddens, partner at
UHY Hacker Young, said: “The
amountofmoneyerodedaway
through inflation is stagger-
ing. In this climate of high
inflation, savers need to be
more proactive and shop
around to get the best rates.

“Unfortunately for savers,
the kinds of savings rates on
offer from the biggest banks
are unlikely to change any
time soon.”

A basic-rate taxpayer needs
to earn interest of 5.63% to
make a real return on their
money once CPI inflation and

tax are taken into account.
Higher-rate taxpayers are in a
worse position, needing re-
turns of 7.5% to stop the value
of their deposits being shrunk
by inflation.

There are just two accounts
available that enable people to
make a real return against CPI
inflation, both of which are
five-year fixed-rate Isas,
meaning savers have to lock
away their money for a five
years, while they can only in-
vest a maximum of £5,340 in
this tax year.

There are no saving ac-
counts available that enable
people to beat RPI inflation.

Society ‘failing to instil saving
culture in younger generation’

THINK-TANK SAYS GOVERNMENT MAY HAVE TO CHANGE TACK
SOCIETY is failing to instil a
saving culture in young peo-
ple, putting them at risk of
an unsustainable future, a
think tank has claimed.

The International Longevi-
ty Centre-UK (ILC-UK) said
increased life expectancy,
growing care costs and the
impact an ageing population
would have on the country,
meant it was important more
was done to encourage young
people to plan for their re-
tirement.

The group called for a ‘sav-
ings rule of thumb’ to be de-
veloped, similar to the five-a-
day healthy-eating message,
to encourage young people to
set aside more money.

It saidexisting incentives to
save, such as tax relief on
pens ion contr ibut ions ,
should also be promoted bet-
ter, while saving into a pen-
sion should be made as easy
as online banking.

It added that the UK Gov-
ernment might need to go
further and introduce a
plan-B in case young people

opted out of auto-enrolment
into pension schemes when
the move is introduced in
October next year.

The group added that the
government should consider
introducingagraduated state
pension, to reflect changing
expectations about retire-
ment, including the fact that
people are likely to continue
working part-time after they
reach the state pension age.

Report author Craig Berry,
a senior researcher at
ILC-UK, said: “Planning for

retirement may be an alien
concept for many young
people, but delayed transi-
tions to adulthood in terms of
owning a home, establishing
a career and starting a family
mean that young people need
to start saving for a pension
now.

“Crucially, however, gov-
ernment policy to encourage
saving must be informed by
generational perspective.

“If we are to get young peo-
ple to save we must consider
their financial and economic
circumstances, alongside
their behavioural traits.”

Pension Minister Steve
Webb said: “We have to get
youngpeopleengaged inpen-
sions as they will live longer
than us and will have to take
moreresponsibility forsaving
for their retirement.

“Automatic enrolment will
make a dramatic difference,
giving millions the opportu-
nity to save in a work-based
schemefor thefirst time,with
nearly a quarter of those el-
igible aged 22 to 30.”

Don’t be lazy – shop around for best insurance deals
ONE-QUARTER of people
are paying up to three times
as much for their home in-
surance as they need to be-
cause they are failing to shop
around for the best deal, a
survey has indicated.

According to RAC Home
Insurance, around 23% of
2,000 people questioned last
month by YouGov said they
simply renewed their policy
with their existing provider
each year, 24% of whom said

they were too busy to look for
a better deal, while 20% could
not be bothered.

The group estimates that
people who renew their poli-
cies automatically each year
could be paying up to 224%
more for their cover than if
theyhad switched to themost
competitive provider.

The average person has
been with their home insurer
for just over four years, with
only 16% of people having

had the sameprovider for less
than a year but despite failing
to switch their cover to a new
insurer, 71% of people said
they did not think their loy-
alty was being rewarded and
only 38% said they were hap-
py w i th their curren t
provider.

Mark Godfrey, head of RAC
Insurance, said: “Home-in-
surance policies can vary a
great deal, so it is essential
people compare them not

only on price but also on the
level of cover they provide.

“Shopping around doesn’t
have to be time consuming
and by taking advantage of
panels such as ours, that do
the work for you, there are
significant savings to be
made.”

Men were twice as likely as
women to say they were too
lazy to shop around for cover,
at 25%, compared with just
13% of women.

Steve Webb: responsibility

Weather
boosts
confidence
CONSUMER confidence
raced ahead last month as
the warmer weather and
recent run of bank holiday
weekends left Britons feel-
ing more upbeat.

Nationwide’s consumer
confidence index regis-
tered one of its biggest
monthly rises to stand 11
points ahead of its April
figure at 55; the highest
level since December.

It was boosted by people
feeling more positive
about the future prospects
of theeconomy,while their
confidence in spending
money also increased.

Overall, theexpectations
index jumped by 17 points
to stand at its highest level
this year, while the spend-
ing index rose by a record
16 points to 79, also a five-
month high.

Despite the improve-
ment, people are still feel-
ing significantly less con-
fident than they were in
May last year, when the
overall index stood at 64.

Nationwide chief econ-
omist Robert Gardner said
underlying consumer sen-
timent remained cautious,
with optimism about the
economy edging ahead by
just three points.
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