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FT MONEY - COMMENT: 'Fund managers do a lot of window dressing', Alexander 
Jolliffe, Financial Times, Aug 02, 2003 
 
 
David Blake has no time for fund managers. A professor of financial economics at Birkbeck 
College, London, he believes fund management groups mislead investors, urging them to invest 
without giving them the full picture. 
 
Prof Blake, who co-wrote research into the past performance of funds this year for the Financial 
Services Authority, the City regulator, believes that "raw" unadjusted data about funds' 
performance is irrelevant to investors. 
 
For example, a fund could have done well simply because its manager bought risky investments 
that happened to generate high returns through luck, not the manager's skill. "Fund managers do a 
lot of window dressing," he says. "All the studies in the US and UK - which have the longest 
histories of mutual funds - show that raw data have no value." 
 
But worse than that, he says, is the fact that fund management groups advertise just a handful of 
their funds - the ones that do well. If you believed them, you would think that all their managers 
were above- average, which of course is impossible. 
 
"Fund managers are like the parents of children at a school," says Prof Blake. "They all say their 
children are above average. You can't have a roomful of above-average kids, any more than you 
can have a room of above-average fund managers." 
 
Prof Blake compares fund advertisements with a dubious practice in the US in which people 
mislead investors into paying for share tips. 
 
This US practice has several stages. First, the organisers write to 10,000 people, telling half of 
them that a particular share price will rise in the next week, and the other half that it will fall. 
 
If the share price rises, the organisers write to the 5,000 people who were told that it would go up. 
They tell half that the stock will rise again, and the other half that it will fall. They repeat this 
process numerous times, and after a month have a small group of investors who have repeatedly 
been given the right forecast. 
 
At this stage, the organisers write to this small group, offering to sell them share tips for $100. 
Prof Blake explains: "The people say: 'They got it right four times in a row, so I'll pay.' But it's a 
pure scam." 
 
Blake says this is analogous with fund management groups, because they set up, say, 20 funds but 
only promote the ones that succeed. Just as the US operators did not tell their ultimate target 
investors that many others had been given inaccurate forecasts, so fund management groups 
rarely tell customers about mediocre or bad funds. "It's not providing consumers with the full 
range of information," comments Prof Blake. 
 



One step towards informing investors fully would be to publish on the internet adjusted figures 
about funds' past performance, which would take into account the risks managers ran with their 
customers' money. 
 
"That would help to identify poor fund managers and deprive them of new money. It would force 
them to do something useful, like teach in a university, because they can't pick stocks," jokes the 
professor. But investors who do inform themselves thoroughly will find research* showing that 
funds that continue to perform well do so only for four years. And finding the genuinely talented 
fund managers would not be quick: "One of the costs I would incur from active fund management 
is my time - it would take me hours to search for a good fund manager." 
 
So he says consumers who do not want to switch from one fund to another every few years - 
paying the associated charges - should buy trackers, which rise or fall in line with equity indices. 
He believes that investors with limited time cannot beat the market because they are competing 
with professionals who spend their working lives investing and are likely to get valuable 
information,and trade on it, before the part-timer. "If there are market opportunities, the 
professionals will have made their money a long time before you do." 
 
He recognises that trackers have of course followed equities down during the bear market. 
Indeed, his mother, who keeps her money in a building society account because she wants to 
avoid losing money, has outperformed him: "My mother's investment strategy has beaten mine by 
a million miles." But he adds that his funds prospered in the three years to 2000, when share 
prices were rising. 
 
More generally, Prof Blake says it can be hard to hold asset managers to account because 
investors must wait years before the quality of their funds becomes clear. "It is easy to be a bad 
product provider because once you have sold a product, you won't be beholden to the customers 
for years, maybe until they retire. The value of the product isn't clear as soon as it is with a car." 
 
Even investors who are ready to take an active approach to investing should beware of thinking 
they can beat the market. Prof Blake suspects that, even if they hire talented advisers who can 
spot undervalued or overvalued shares, their charges will outweigh any benefits. "Are you as an 
average investor going to be able to exploit market inefficiencies?" he asks. "No, because your 
adviser will charge you high fees." 
 
Nor do the financial advisers who distribute funds to private investors escape his criticism. If they 
understood the fundamentals of investment, they would not push active funds. "If they had a 
training in modern finance theory, they wouldn't start off by proposing to actively manage 
money. Your starting point would be a well diversified fund, set up at the lowest cost." 
 
This lack of rigorous training leads financial advisers to focus on products, instead of advising 
clients about the underlying assets that will generate returns and determine their financial security 
in old age. "We are obsessed with talking about unit trusts, investment trusts, or life policies, 
instead of asset allocation." 
 
*Is Money Really 'Smart?' Russ Wermers, University of Maryland.  
www.rhsmith.umd.edu/finance/ rwermers/persist.pdf 
 
 



COMMENT & ANALYSIS: The hunt for yield hots up: investors and pension funds plunge 
deeper into illiquid and riskier assets, Vincent Boland and Ed Crooks, Financial Times, 
July 22, 2003 
 
On Wall Street, it is bad manners to use the term "junk bond" in the presence of an investment 
banker. Such securities are known in polite society as "high-yield bonds". 
 
Nowadays, however, that term is becoming something of a misnomer. Today's "high-yield bonds" 
generate about as much income as bank savings products did in the days when Michael Milken 
was pioneering the use of scorned non-investment-grade bonds in the 1980s. Some analysts 
suspect that the word "junk" is in need of a revival. 
 
To be sure, the cutting of bank interest rates to their lowest levels for many decades has done a 
great deal of good. It has supported consumer spending by encouraging, among other things, a 
stampede by US mortgage holders to refinance. It has helped companies to work through the 
massive overhang of debt left by the boom in investment - much of it ultimately worthless - that 
took place during the late 1990s. And it has kept the financial system running smoothly, enabling 
banks to make in some cases record profits. 
 
But low interest rates have perverse effects, as well. They create problems for investors looking 
for income, leading to some questionable investment decisions. If things go wrong, investors may 
discover that cheap money carries a high cost. 
 
"We're in a world we haven't seen before," says Eugene Flood, chief executive of Smith Breeden 
Associates, which manages $26bn in assets in Chapel Hill, North Carolina. "The economy has 
changed a lot, the world has changed a lot and we don't really know what to expect." 
 
Nominal interest rates, both short-term and long-term, have been on a downward trend worldwide 
ince the end of the "great inflation" of the 1970s. But when Alan Greenspan, chairman of the US 
Federal Reserve, told Congress last week that the US central bank would keep rates low "for as 
long as it takes" to build up a head of steam in the economy, he opened up the prospect that US 
short-term interest rates at 1 per cent - and possibly lower - are here indefinitely. 
 
The impact of low short-term interest rates is reinforced by the decline in long-term rates, 
prompted by fears of deflation and markets' confidence that the Fed and other central banks will 
maintain a loose monetary policy. Last month the yield on 10-year US Treasury bonds fell to just 
above 3 per cent. It has since risen sharply, to more than 4 per cent in recent trading. But it is still 
well below the level of about 5 per cent at the beginning of last year and more than 6.5 per cent at 
the beginning of 2000. 
 
For many investors, such an environment, coming after a painful three-year stock market 
correction, is most unwelcome. "We're all suffering," says Clare Hushbeck, an economist at the 
American Association of Retired People. But, she adds, the elderly and retired are worst hit, 
given that they are often encouraged to keep their money invested in bonds and money market 
instruments. "It's a tremendously urgent and difficult situation for them, and I think a lot of 
people are caught in it." 
 
Pension funds and other investment funds are caught too. Having assumed that inflation and 
interest rates would remain high, they have been struggling to meet their commitments to deliver 
a stream of returns. "An unanticipated deflation like the one we've had is great for investors who 



have secured those fixed nominal returns but bad news for anyone who has made those 
promises," says Professor David Blake, of Birkbeck College, London. 
 
In Europe and Asia, many life assurance companies have guaranteed minimum nominal returns 
on savings policies. 
 
In the US, low interest rates have contributed to the swing in pension funds from being 
sbstantially overfunded during the bull market to being seriously underfunded today. At the end 
of 1999, pension funds for companies in the Standard & Poor's 500 were running a surplus of 
about $300bn. In June this year, they were running a deficit of about $300bn, according to 
Morgan Stanley. 
 
Michael Peskin, global head of the asset-liability strategy group at Morgan Stanley, estimates that 
about half of the change reflects declines in equity prices. The rest can be attributed to the impact 
of lower interest rates on fixed-income securities. When pension funds buy bonds for the income, 
they need more assets to meet any given level of liabilities. 
 
"You would need a huge bump-up in interest rates plus a very large equity return to get us back to 
the funded status of late 2002," Mr Peskin says. 
 
With little sign of any such recovery, investors are engaged in what has become known as the 
"hunt for yield". Whether individuals worried about meagre returns in low-risk vehicles or fund 
managers trying better to match their assets to their obligations, the aim is to lock in higher 
yields. 
 
US investors have been pouring tens of billions of dollars into mutual funds that buy high-yield 
bonds, for example, and this year the flows have picked up dramatically. By the end of April, 
roughly $16bn had already flowed into high-yield mutual bond funds this year - more than during 
the whole of last year. 
 
That trend is being replicated worldwide, if not quite on the same scale. In Hong Kong, one fund 
manager says the city's notoriously aggressive investors are using high-yield bond funds as bank-
account substitutes. 
 
One consequence of the hunt for yield is that credit spreads for riskier assets have been squeezed. 
Merrill Lynch's benchmark spread for US BBB-rated corporate borrowers over Treasury bonds is 
currently 2 per cent, down from 4 per cent last year. The yield on its composite global high-yield 
measure is just over 9 per cent, down from a peak of more than 14 per cent a year ago. And the 
interest ratespread for emerging market bonds over US Treasuries, as measured by JP Morgan 
Chase's EMBI+ index, is down from 10 percentage points last October to a little over 5 
percentage points today. 
 
Another sign of the times is the desire of hedge funds to refinance loans originally extended by 
banks to merchant energy companies, many of which ran into trouble after the collapse of Enron. 
Lured by the promise of higher fixed returns, the hedge funds helped the banks to clean up the 
companies' balance sheets and kept an entire sector functioning at a time when many analysts 
worried about its future. 
 
A third, related feature is the willingness of pension funds and insurers to sacrifice liquidity in 
return for higher yields. With the benefit of hindsight, many pension funds feel they were overly 
concerned with holding liquid investments during the stock market boom that ended in early 



2000. Now they are so desperate for a high yield that they are putting money into hedge funds, 
property, mezzanine funds and other alternative assets, knowing they may have to hold these 
investments for considerable period of time. 
 
Robert Hormats, vice-chairman of Goldman Sachs International, says: "They are saying we don't 
need 100 per cent liquidity. We can give up liquidity for 10 or 15 per cent of our assets for a 
longer-term, higher yield." 
 
The key to this strategy is that pension funds do not need the money right away, or even in the 
next few years. "They are more natural holders," says Mr Peskin of Morgan Stanley. "There is 
more acceptance of liquidity risk." 
 
To be sure, these features of the hunt for yield - the fall in market interest rates and the flow of 
liquidity to the marginal borrowers who need it - are exactly the results that the Fed and the other 
central banks hoped for when they cut lending rates. "In a nutshell, this type of backdrop is 
exactly what central banks do to encourage investors to assume more risk," says Jack Malvey, 
chief global fixed income strategist at Lehman Brothers. "The credit mrkets have led us to a 
global economic recovery." 
 
The Basel-based Bank for International Settlements, the forum for the world's central banks, last 
month described the squeeze on credit spreads as a "surprising but welcome" result of 
"unprecedented behaviour among ordinarily conservative investors ... [who have] increasingly 
developed an appetite for riskier bonds as a way to obtain higher yields". 
 
That appetite is not without danger, however. The search for higher nominal yields may lead 
investors to expose themselves to greater risks than they realise. Regulators are concerned about 
the potential fallout, both for individuals and for the financial system. 
 
Britain's Financial Services Authority worries that many investors are suffering from "money 
illusion": the failure to understand that, because of falling inflation, a nominal return that seems 
low today could represent a better real return than a much higher nominal rate did a decade or two 
ago. 
 
"Any investment that today is offering a return of 7 or 8 per cent . . . the amount of risk involved 
in that will be substantial, whereas several years back it would have been a low-risk product," 
says Dan Waters, head of the FSA's risk assessment section. "We have a general concern about 
consumers' understanding of risk." 
 
More broadly, if financial institutions are taking greater risks than they are used to, they may not 
be properly prepared for what happens if those risks turn bad. A new emerging market crisis or a 
big corporate default could swiftly puncture what many analysts see as bubbles in the markets for 
those bonds. Surrendering liquidity for yield could then seem a lot less attractive, if it becomes 
impossible to escape from assets whose values are plunging. 
 
The last time emerging market bond spreads were squeezed down to such low levels was in the 
mid-1990s, before the Asian financial crisis: a less than cheering parallel. 
 
The fundamental problem is that investors are still in a state of uncertainty. If interest rates sty 
low for long enough, investors will adjust to the new environment. We may once again get used 
to the levels of return last seen in the 1940s and 1950s, and regard the intervening years of high 
nominal returns as the oddities. 



 
"For 10 or 15 years in the 1940s and 1950s there was a period of very low returns and low 
interest rates," notes James Paulsen, chief investment strategist at Wells Capital Management, 
which has $114bn under management in Minneapolis. "If the market was giving us 1 per cent, 
then inflation was at 1 per cent and the mortgage was 2 per cent. If you talk to Grandpa, these 
returns [today] are pretty good. And if you stay at these levels for a while, it doesn't seem so 
frightening any more." 
 
The problems of low interest rates will turn out to be mostly the troubles of transition, caused by 
individuals and institutions holding beliefs and making promises that would have been sensible in 
the old world but are inappropriate in the new. 
 
The trouble is that no one can yet be sure whether we are returning to a world that will be 
something like the 1990s, when the monthly average federal funds rate never went above 7 per 
cent, or one in which it stays close to the low levels we are seeing today. 
 
If Mr Greenspan and his fellow central bankers are right that deflation can be avoided, and the 
recovery remains on track, short-term rates will start to rise. The first increase from the Fed, after 
such a sustained campaign of cuts, will be a seismic event. 
 
After the Fed began raising rates in 1994, signalling that it was no longer fighting the recession of 
the early 1990s, the reversal was rapid, taking the Federal funds rate up by 1.25 percentage points 
between February and March. It caused mayhem in stock and bond markets. Next time, investors 
may have no sooner grown accustomed to the low-rate world than they find it crumbling around 
them. 
 
As AARP's Ms Hushbeck says: "There will come a time when interest rates will head up with a 
vengeance again. I don't think we want to wish tht on ourselves, either." 
 
One of the most striking features of the low-interest-rate era has been the extraordinary 
forebearance of the government bond markets in the face of some startling fiscal blow-outs. 
 
President George W. Bush, under the influence of ideas similar to ones his father dismissed as 
"voodoo economics", has helped create an expected budget deficit of $455bn - or 4.2 per cent of 
gross domestic product - for the US this year. 
 
Europe's fiscal discipline has become a standing joke. Germany, once the strongest defender of 
the rules, is on course to breach borrowing limits for a third successive year. 
 
And Japan's government, which has borrowed an average of 6.7 per cent of GDP each year for 
the past five, now has a budget deficit approaching 8 per cent. 
 
Yet the interest rates demanded by investors for supporting these profligate governments have 
been dropping. The latest setback in US Treasury bonds has had little or nothing to do with fears 
of oversupply; instead, it is being driven by the market's shifting views on Alan Greenspan's 
beliefs about deflation. 
 
Even after their recent reversal, US Treasuries, German bonds and Japanese government bonds 
are all yielding less now than they did last year. 
 



For borrowing governments, this forgiving attitude has been a great blessing. Although fiscal 
positions are deteriorating fast, the cost of debt service is still very low by historical standards. 
 
The US, for example, will next year have net government financial liabilities of about 48.9 per 
cent of GDP, according to the Organisation for Economic Co-operation and Development. That is 
roughly the same as the scale of the US national debt in 1989; but the cost of interest on that debt 
is expected to be 1.9 per cent of GDP, compared with 3.4 per cent 14 years ago. 
 
Similarly, Britain's net debt was roughly 30 per cent of GDP in 1987, as it is today, but the cost of 
servicing it has fallen from 3.3 per cent to 1.5 per cent of GDP. Japan, which has doubled its 
national debt since1989, is paying less in interest as a proportion of GDP. 
 
In recent weeks, however, suspicions have grown that investors' patience is limited. The recent 
fall in bond prices, some economists believe, may be just the beginning. 
 
Government bond rates have been falling until now, in spite of the expansion of supply, for three 
main reasons: short-term rates are very low; inflation is low and expected to stay low; and 
developed countries' governments have generally adopted fiscal policies to reassure investors that 
temporarily rising deficits will not be put on explosive trajectories. 
 
Of those three factors, inflation has been quiescent for a decade and is likely to remain so, 
although fears of deflation will fade as the global recovery gathers pace. Markets believe short-
term interest rates are likely to pick up next year. And governments' commitment to fiscal 
discipline is considerably less convincing now than it was three years ago. 
 
Worries about rising budget deficits have until now been outweighed by the other factors; that 
need not remain the case for ever. 
 
Japan's example shows that whenever it seems that bond yields cannot fall any further, they 
discover some new depths to plumb. But Japan has been through a decade of deflation - an 
experience that the US and Europe fervently hope to avoid. 
 
The governments all talk a good game about how their deficits are merely temporary reflections 
of the economic slowdown and how they are committed to borrowing less. 
 
Last week, for example, John Snow, the US Treasury secretary, described the US deficit as 
"worrisome", adding that he did not want the markets to get the idea the US administration was 
unconcerned about the deficit. 
 
His worries seem well placed. Soaring government borrowing currently looks like one of the 
most likely threats that could drive interest rates back up again. 
 
"It is not an immediate threat but there is a precedent in 1994-95, when there was a very strong 
upswing in long-term interest rates in the US," says Jean-Pilippe Cotis, chief economist of the 
Organisation for Economic Co-operation and Development. "It was extremely contagious in 
Europe and it did a lot of damage to the recovery." 
 
 
The law of averages 
Jul 3rd 2003  



 
From The Economist print edition 
 
 
By definition, not everybody can beat the index. Should fund managers try? 
 

FOR most of the past century, stocks and bonds were only for the rich. Then came 
mutual funds. These allowed ordinary people to pool their resources with those of 
other small investors, which gave them access to professional fund managers and 
allowed them to diversify among different stocks. Mutual funds grew explosively 
during the 1990s, with total assets in America expanding from $1 trillion in 1990 to 
$7 trillion in 2000. In Britain, investment in unit trusts, the local equivalent of mutual 
funds, increased from £46 billion in 1990 to £261 billion in 2000.  

More than any other financial product, these vehicles have brought shareholder 
capitalism to the masses. American investors now have over 8,200 mutual funds to 
choose from, and British ones about 2,000. Half the households in America have 
money in one or more. Savers in continental Europe, who traditionally kept their 
money in banks, started buying mutual funds in earnest about ten years ago.  

Choosing a mutual fund is one of the most important financial decisions that an 
individual can make. Over a period of time, the difference between getting a 3% or a 
5% annual return from a mutual fund becomes enormous. Sadly, most of what the 
fund-management industry calls retail investors are quite bad at finding suitable 
homes for their money. Consider some of the principles of behavioural finance, which 
studies the way people make financial decisions. To start with, investors are over-
confident, and think that they are better at making choices than they really are. 
They believe in winning streaks and are impressed by short-term success. They 
confuse familiarity with real knowledge, and over-react to both good and bad news. 
Worse, most of them are trapped in a cycle of fear and greed. When the market goes 
up, they are desperate to rake in more than their neighbours. When it falls, they 
become convinced that it will never recover. 

These traits were much in evidence during the 1990s. Greed led people to switch 
frequently between mutual funds, always seeking out the latest top performer. But 
that proved to be a mistake, because the hot funds quickly stopped outperforming 
the rest. Between 1984 and 2002, the return on Standard & Poor's 500 index was 
12.9% a year, according to DALBAR, a mutual-fund research firm. Over the same 
period the average equity mutual fund returned 9.6% a year, calculates John Bogle, 
the founder of Vanguard, a low-cost mutual-fund company; but the individual 
investor in equity mutual funds got an annual return of only 2.7%, because of 
switching. To give an idea of what those numbers mean, $10,000 invested in the 
S&P 500 in 1984-2002 would have grown to $89,000, but the average mutual-fund 
investor's $10,000 would have grown to just $16,200. The mutual-fund business 
may claim to be free of scandal, but, asks Mr Bogle: “Isn't that at least a minor 
one?” 

If there is a scandal in the fund-management business, as some people believe, it is 
of a subtle kind. As the fund-management business grew, it concentrated 
increasingly on relative performance. Although the law of averages means that only 
some people can beat the market—the market being simply the sum of everybody's 
investment decisions—most fund managers sell the idea that they can outperform 
the rest. The financial media benefit too, because they get money from advertising 
and free content from portfolio managers talking about their stock-picks. In a book 



published last year, “The Great Mutual Fund Trap”, Gregory Baer and Gary Gensler 
imagine a television interview with a fund manager:  

In the real world, few fund managers are subjected to this kind of interview. Indeed, 
some American financial publications told Messrs Baer and Gensler that they would 
not write about their book, which argues that Americans are needlessly paying 
billions to the mutual-fund and brokerage industries. “If it's all a matter of chance,” 
one journalist explained, “why would anyone read my column?” 

In return for the promise to outperform, which mostly turns out to be false, active 
managers earn a generous fee. Most fund managers actively try to beat indices. 
Passive managers who simply track the market have captured only a small portion of 
retail investors' assets. Undoubtedly, a few active managers do beat the market, and 
these are worth paying for. The impossible part is knowing which ones will pull it off.  

Most fund managers try to convince investors that they will outperform the market 
by boasting about how well they have done in the past. This seems reasonable 
enough: in most areas of endeavour, human beings are judged on their track record. 
But fund managers themselves know quite well that in their industry past 
performance is no guide to the future. The head of one of the world's biggest 
mutual-fund companies argues privately that past performance is not only a false 
guide but if anything a contrary sign. However, few managers would say as much in 
public, because it would undermine the way in 
which the industry sells its products.  

Numerous empirical studies have confirmed 
that strong performance by a fund manager 
seldom lasts. Napoleon is said to have asked 
his generals before battle: “Are you lucky?” 
For fund managers, too, much of their 
performance comes down to luck, not skill, 
and the luck rarely lasts (see chart 3). If you 
look at the top-performing fund managers in 
most asset classes in a recent period, says 
Roger Urwin of Watson Wyatt, four out of five 
will be there by chance rather than pure skill.  

A fund manager can use a short period of 
strong returns to suck in lots of new assets to 
manage, but that can make it even more 
difficult for him to outperform his peers. The 
larger the value of a trade in the stockmarket, 
the more likely he is to move the market 
against his fund and his investors. The bigger 
the fund gets, therefore, the worse its 
performance is likely to be. There is evidence 
of some correlation between past and future 
performance, but it is not of a kind to please 
investors. In a recent study by Britain's Financial Services Authority, two economists, 
David Blake and Allan Timmermann, found that poor fund managers 
underperform consistently.  

 

 
You let us down 



Retail investors have lost a lot of money in the past three years, and many of them 
have called a halt. In America, they pulled $48 billion out of equity mutual funds 
between June 2002 and April 2003. In continental Europe too they are shifting some 
of their investments elsewhere. Only in Britain are investors continuing to put more 
money into such funds than they are pulling out. Much of the money that has been 
withdrawn has gone into bonds or into the bank. Mutual-fund companies such as 
Janus and Putnam that sold high-risk technology-stock funds have seen the sharpest 
falls in their assets.  

Some fund managers were unscrupulous in the way they sold their funds. Invesco, 
an investment bank with a fund-management arm based in London, marketed a fund 
called the Invesco Perpetual European Growth Fund as a diversified European equity 
fund. The fund pulled in the most money of any fund in Britain in 2000. Many of the 
stocks in it were listed on the Neuer Markt, the German technology stockmarket 
which was shut down last year. “It turned out to be a technology fund in drag,” says 
a fund-management analyst in London. The fund has fallen by 65% since September 
2000. 

The industry as a whole has done a poor job for investors, says Huw van Steenis, an 
analyst at Morgan Stanley in London, because it has concentrated too much on 
selling. In future it needs to give people products that are suitable for their needs, 
which mostly involves avoiding excessive risks. Some fund managers are privately 
contrite. “We didn't properly explain risk to the client,” says Hendrik du Toit, chief 
executive of Investec Asset Management, an Anglo-South African fund-management 
company. If the industry does not remember its purpose, he says, which is giving 
ordinary people a dignified retirement and making sure that the rich hold on to their 
money, its clients will desert it. In the 1990s, says Kevin Parke, president of MFS, 
America's tenth-largest and oldest mutual-fund company, based in Boston, some 
people in the fund-management industry forgot that they are fiduciaries, and that 
the money they manage is not their own. When a portfolio manager at MFS in 
Boston says, “I own Intel”, or refers to “my fund”, he reminds them that the money 
actually belongs to the client. 

But retail investors have as yet made little complaint. In fact, says Mr Ellis of 
Greenwich Associates, it is remarkable that companies such as Janus and Putnam 
could have behaved as they did without provoking more capital flight. It was only in 
the fourth quarter of 2001, about 14 months after the American stockmarket started 
falling, that people began to take their money out of equity mutual funds. It seems 
that in matters of investment, people are slow and forgiving, says Mr Ellis.  
 
All the investors' fault 

It can be argued that during the bull market fund managers did nothing more 
sinister than meet investors' demands. Simon Davies, chief executive of London-
based Threadneedle, caused a stir recently by seeming to suggest that investors 
should blame their losses on themselves and their greed, not on the fund-
management business. He has since softened his tone, but most asset-management 
bosses would agree with the original interpretation. Because fund management is a 
fixed-cost business, says Mr Davies, volume is the holy grail, and there is a huge 
temptation to offer the latest hot product. Some houses warred internally in the 
1990s over whether to stick to their investing principles—which include not buying 
ridiculously overvalued stocks—or to go with the flow and launch technology funds. 
Fidelity's former chief investment officer, Robert Pozen, resolutely refused to start an 



internet fund in 1999, thus helping the firm to keep its conservative and reliable 
image.  

At cocktail parties, says Mr Parke, friends 
would boast to him that their own personal 
portfolios had done better than his 
professionally managed funds. “Why aren't 
any of your funds up 100%?” they would ask. 
To stay true to their investing discipline, 
growth managers such as MFS were forced to 
own overvalued stocks. “The more you worked 
on analysing the numbers, the worse you 
performed,” Mr Parke says, “and the more you 
thought about what you owned in your funds 
the worse you felt.” Now that the market has 
returned to its senses, Mr Parke says he 
enjoys being a fund manager again. 

Will the fund-management business keep 
offering people what they think they want, 
even when it knows that it is bad for them, or 
will it behave more responsibly in future? Certainly, fund managers are unlikely to 
tell their customers one basic truth—that they would be better off if they put more 
money into passive funds and stopped chasing big active returns. In the ten years to 
1999, index funds returned an annual average of 14.7% to their investors and the 
S&P 500 gave 12.4%, according to Morningstar, a fund-tracking company based in 
Chicago, whereas actively managed funds returned 10.9%. Those numbers do not 
take into account the negative effects of switching. Between 1984 and 2002, 
according to DALBAR's numbers, passive investors got about 13% a year, compared 
with 2.7% for those who put their money with active fund managers. Not all money 
can be passive, of course, because if it were, no one would be making intelligent 
decisions about which companies deserve capital. But at present there is plenty of 
room for more. 

 

 

 
The passive pursuit of profits 

If anyone were able to find active managers who could beat the market year in, year 
out, it would be institutional investors, ie, pension funds and insurance firms. After 
all, they have teams of people to work on the problem. But the professionals put 
more money in passive funds and less in active than do retail investors. In America, 
institutions have 25% of their money in index-trackers, against 12% for individual 
investors. In Britain the numbers are 20% and 10%, and in continental Europe 5% 
and 2%. “We all know that on average we don't beat the benchmark,” says a fund 
manager at a large Swiss bank, “but active management has been our bread and 
butter.” People fall in love with companies whose products they buy, he says—and 
they don't want “all the shit in an index”. Yet they may not fully understand the cost 
of active fund management.  

For the moment, the fund-management business is busy devising products to sell in 
a bear market. So-called stable-value and principal-protection funds are all the rage. 
These offer investors part of the return from the stockmarket, or from other asset 
classes, as well as guaranteeing to give back at least the nominal capital the punters 
have put in. According to Lipper, an American fund-tracking company, assets in 
stable-value funds have risen from $264m to $3.3 billion since the beginning of the 



bear market, and money in principal-protection funds has grown from $724m to $5.6 
billion. They do not come cheap; an investor can pay up to 5.75% of the initial 
investment in what is known as an “up-front load”.  

Some fund managers suspect that rushing out with capital-protection products is not 
much different from pushing out a new technology fund regardless of whether or not 
it will make money for customers. Investors could get the same combination of 
capital protection and investment return more cheaply using simple asset allocation, 
says Edward Bonham Carter, joint group chief executive of Jupiter Asset 
Management in London. MFS has decided not to launch principal-protected products, 
says Mr Parke, who considers the willingness to say no to certain products a strategic 
strength. The National Association of Securities Dealers has given warning of 
principal-protection funds' high fees, long mandatory holding periods and possibly 
low long-term capital gains.  

Steven Niemczyk, an investment banker at Morgan Stanley in New York, sees no 
evidence that retail investors are overtly unhappy with the industry, but he says 
there could be a latent demand for a better product. People were quite happy buying 
gas-guzzling American cars in the 1970s, he points out, until Japanese 
manufacturers offered a superior product. Mr Niemczyk dreams about a new fund-
management product customised to the needs of individual clients. It would use 
sophisticated computer techniques now available to give better risk-adjusted returns. 
A fund manager with the skills to develop such a product and the courage to invest 
in it, he says, could transform the industry. For now, though, most fund managers 
are too busy dealing with today's crises to think up radical ideas for the future.  
 
 
Hold on to Nurse for Fear of Finding Something Worse, Alexander Jolliffe, Financial 
Times, Saturday June 21, 2003 
 
Bill Mott's plan to stop running Credit Suisse's income funds presents 
investors with the old dilemma: should I stay or should I go? writes 
Alexander Jolliffe. 
 
Fund analysts and financial advisers are telling clients to hold on to 
nurse for fear of finding something worse - that is, to stay with Credit 
Suisse's funds for six months while they assess Leigh Harrison, the new 
manager.  
 
Graham Harrison, managing director at Asset Risk Consultants, which 
advises private clients about funds, says fund managers do not generate 
performance alone. Colleagues, analysts and chief investment officers - 
fund managers' bosses - may all influence the fund's performance. So when 
your manager walks, the fund may not collapse. "Fund managers don't work in 
isolation," says Harrison. "Lionising a person and saying he's responsible 
for performance is not true - it's just a useful hook to hang your 
marketing on." 
 
Then there is the cost of switching funds, Harrison adds. Some groups 
charge exit penalties if investors leave within a few years of buying a 
fund, and almost all companies charge an initial fee when you invest new 
money. So before switching, you have to be confident that you would get 



outperformance that more than compensated for the charges. The best option, 
says Harrison, is to wait for six months to see how the new fund manager 
invests your money and then decide. 
 
Investors who want to compare the two managers could use the ratings 
service provided by Citywire, the investment publishing business in which 
the Reuters agency has a 25 per cent stake. Its analysis shows that Mott 
outperformed Harrison in the last three years, turning in an average 
monthly return of 0.55 per cent compared with Harrison's 0.04 per cent. But 
in the past year, Harrison has bounced back, coming fifth out of 56 in his 
sector against Mott who came 42nd. 
 
But Professor David Blake, professor of financial economics at Birkbeck 
College, London, warns investors not to pay too much attention to good past 
performance. He believes it does not persist for long. "If you had a good 
fund performance last year, it will last for another year at most." He 
suspects this is because the shares that the fund manager bought continued 
to perform well, helped by a momentum effect. 
 
However, he accepts the use of active fund management and says there are a 
handful of star fund managers, and investors should follow them when they 
move. But to show that their outperformance is caused by skill, not luck, 
such managers would have to outperform for as much as five years. And he 
believes it is very hard to find the stars: "It's rather like trying to 
find a winning lottery ticket." 
 
Many investors would be better off choosing cheap tracker funds: "It would 
pay the average investor to pick the lowest cost tracker than a 
high-charging fund with a potential star manager, who turns out not to be a 
star." The cheapest fund tracking the FTSE All Share index is run by Isis 
Asset Management, which charges 0.35 per cent a year, according to data 
company Fitzrovia. The second-cheapest is M&G's at 0.5 per cent. 
 
 
Investors are told: prepare for Equitable to go bust, Maria Scott, personal finance editor, 
The Observer, Sunday November 17, 2002 
 
Policyholders with Equitable Life must be prepared for the possibility that the insurer will go 
bust, leading financial advisers warned this weekend.  
 
Tom McPhail, a pensions specialist with adviser Hargreaves Lansdown, said: 'Equitable investors 
have to be prepared for the possibility of insolvency. It looks awful. The general consensus is that 
this is the endgame.'  
 
McPhail's comments followed an announcement by Equitable Life on Friday that pensions being 
paid to 50,000 with-profit policyholders would be cut by as much as 20 per cent next year - the 
latest of a series of cuts to policyholders' funds but the first cuts to pensions already being paid.  
 
In a statement with the firm's interim accounts, also published on Friday, the board said it was 
confident that 'with careful management' the insurer would remain solvent. But it warned that 



external factors such as volatility in financial markets might jeopardise its ability to maintain 
solvency at the Financial Services Authority's required minimum margin.  
 
It is understood that the FSA would allow Equitable to continue in business even if it breached 
this margin, but it would require its directors to restore the margin. This would probably involve 
further cuts to policyholders' funds, but analysts fear Equitable's finances could deteriorate to a 
point where it could not meet a series of guaranteed payments it must make on policies. At that 
point the regulator would have to recommend that the firm go in to administration.  
 
Professor David Blake, director of the Pensions Institute at Birkbeck College London, said: 
'Policyholders should have been prepared for the worst all of this year.'  
 
There was a limit to how long Equitable could keep cutting policyholders' returns to shore up its 
finances. It could reach a point when it could not cut further without slicing into guaranteed 
elements of investors' funds.  
 
Insurance industry analyst Ned Cazalet said: 'The society is very vulnerable to external forces. It 
wouldn't take much of a puff of wind to knock the thing over.' 
 
 
The Solvency of UK Life Offices, Money Box, BBC Radio 4, 29 June 2002 (Transcript of 
interview with Paul Lewis) 
 
LEWIS:         One of the major effects of falling stock prices which are now a third down on their 
peak at the start of the Millennium is that insurance companies may actually become insolvent, 
have too little money to meet their obligations to savers.  Now most major companies are already 
using the promise of future profits to bolster the paper value of their funds now.  On Friday the 
Financial Services Authority stepped in to help by reducing the reserves insurers needed to cope 
with a fall in stock markets. It’s the third time in a year the FSA has helped them cope in this 
way.  So how close are Britain’s major insurance companies to insolvency?  Prof. David Blake is 
head of the Pensions Institute. Prof. Blake how bad are things for insurance companies? 
 
 
BLAKE:          Well they’re pretty bad at the moment for certain companies like Equitable Life, 
Norwich Union, Friends Provident and Pearl which have used extensive future profits in order to 
boost their balance sheets.  Other life assurers with low free assets - these are the surpluses in 
their funds, once the free assets have run out then they are technically insolvent - are Pearl, Sun 
Life and Scottish Mutual. So a whole range of well known names are pretty close to the edge at 
the moment. 
 
 
LEWIS:          And what about using future profits to boost your reserves now? - it’s a sort of 
mirror image of what WorldCom’s being accused of isn’t it? - is it really straightforward and 
honest to do that? 
 
 
BLAKE:          Well not really. It’s double counting the future. It’s counting future revenues 
twice. That’s one way in which life companies have boosted their balance sheets.  Another one is 
to try and get liabilities off their balance sheets using reinsurance contracts. So those have been 
the two mechanisms, very much like Enron style accounting, in which the life offices have tried 
to massage their figures. 



 
 
LEWIS:          Well we’ve mentioned two companies there - WorldCom and Enron, both of which 
have collapsed in spectacular fashion in connection with Britain’s insurance companies where we 
all rely for our savings and our pensions.  Should we really be worried?  Should we be taking our 
money out of these companies? 
 
 
BLAKE:          Well that depends on how close you are to retirement. If you’re relatively young 
you do not have to worry since markets do recover, they recover quite spectacularly out of 
recessions.  Although we’ve had three years of bad returns, we can expect the markets to recover.  
The problem is if you’re relatively close to retirement and you’re forced to buy an annuity in the 
near future, then not only has the value of your pension pot fallen, but the annuity rates that 
you’re getting are also very poor, so you could find yourself with a double whammy here when it 
comes to actually buying your pension annuity. 
 
 
LEWIS:          David Blake thanks very much for talking to us.  
 
 
Firms bank on the future, FT Your Money 26 June 2002 and FT Adviser, 27 June 
2002 
 
FOUR leading insurers would fail the FSA’s first solvency rule of thumb if future profits were 
ignored. 
 
The insurers have resorted to using future profits to avert solvency problems caused by falling 
share prices. 
 
Particularly affected are those insurers with a large amount of with profits or endowment 
business, where obligations towards policyholders with guaranteed bonuses have been partly 
financed by shares. 
 
The FSA said it was still considering whether insurers should be able to continue using future 
profits after the practice came under fierce criticism in the wake of the Equitable Life fiasco. 
 
An FA investigation found that on the FSA solvency test of rquired minimum margin of 
solvency, Royal London, Scottish Mutual, CGNU Life and R&SA Life & Pensions would fail the 
regulator’s first solvency rule of thumb if their future profits were not taken into account. 
 
If firms score under 200 points, the FSA’s first line of defence, the regulator puts firms under 
closer scrutiny, including requiring them to give quarterly updates.  
 
Below 100 points they are insolvent on a required minimum margin measure and would have to 
close to new business. 
 
Taken as an average of the 17 largest insurers the required minimum margin has fallen from 340 
points in 2000 to 232 in the year ended December 2001, excluding future profits. 
 



Abbey National Life and R&SA subsidiary Sun Alliance & London, breach the 200-point level 
even with future profits taken into account. Scottish Mutual, which has just received a £150m 
injection from parent Abbey National, was only four points above it.  
 
The insurers said they were still trading above the minimum regulatory requirements despite 
further falls in share prices since the figures were compiled.  
 
The news came as a separate study from Nottingham University showed that 20 top with profits 
providers were using future profits to bolster their solvency position. 
 
Professor David Blake, director of the Pensions Institute at Birkbeck College, London 
University said: “The chickens are coming home to roost.  
 
“It is not possible to use equities to cover guarantees when equities underperform bonds.” 
 
John Lister, deputy actuary at CGNU said: “Using future profits gets you some time rather than 
being forced into selling equities in a falling market.”  
 
Deborah Fowler, press officer at the FSA, said: “We monitor solvency as part of our ongoing 
supervision. The key thing is for firms to keep above the minimum requirement.” 
 
 
How Labour failed to hit the blackspot, The Observer, Sunday June 16, 2002 
 
It has been five years since Labour came to power with the promise of bringing millions of the 
poor and excluded back into the financial fold. Colin Cottell looks at whether the government has 
delivered and marks its performance in key areas out of 10  
 
Banking  
 
Most people take having a bank account for granted, but up to 23% of people don't have one. This 
means major disadvantages in settling bills, handling cheques, getting access to credit, and 
obtaining information about financial products. "Having a bank account is the gateway," says Sue 
Edwards, a social policy officer at the National Association of Citizens Advice Bureaux.  
 
The penny really dropped for the government with the 1999 report, Access to Financial Services. 
This found that traditional accounts, with overdraft facilities and high charges, often don't meet 
the needs of those on low incomes.  
 
Since then the government has cajoled the often reluctant high street banks into providing no-
frills bank accounts designed to meet the needs of those living on between £51 and £150 per 
week.  
 
According to the British Bankers' Association, there are now three million of these basic bank 
accounts, and they are becoming more popular. During 2000, 254,000 such accounts were 
opened, while 104,000 were upgraded to normal accounts. The BBA says that the figures should 
rise significantly.  
 
Basic accounts have many of the facilities of normal bank accounts, but do not normally provide 
a chequebook, or a conventional overdraft facility. They have been given a boost by plans to pay 



benefits by automated credit transfer starting in 2003. This will include a benefits encashment 
option at post offices.  
 
Although there is more choice, it is difficult to get hold of a basic account, Edwards says. 
"Customers are often given wrong information. Banks are not advertising their basic bank 
accounts and information is kept under the counter, often only available for those who ask."  
 
Sharon Collard, from the Personal Finance Research Centre at Bristol University, questions 
whether they will be effective in reducing long-term financial exclusion: "The issue is whether 
people "unbanked" in the past actually do use the account, whether they progress to other 
accounts, or whether the account is left dormant."   
 
Some progress has been made in allowing individuals without passports or driving licences, such 
as the homeless, to open a bank account. However Derek French of the Campaign for Community 
Banking Services says that the government cannot take the credit: 'This was down to market and 
media pressure, and a more open attitude taken by banks.'  
 
And he remains critical of the government's record overall. "Around 2,000 branches have closed 
since the beginning of 1997," he says. "The government talks a lot about financial exclusion, but 
seems unable to deal with the effects of branch closures on older people, on those without their 
own transport in rural areas, and on communities."  
 
Score: 6. Despite basic bank accounts, the number of people without a bank account has hardly 
changed since Labour came to power.  
 
Pensions  
 
Too young, too hard-up, or too old - before the government's flagship stakeholder pension was 
launched in April 2001, the reasons why around five million people hadn't got round to taking out 
a personal pension had been clearly identified. Predominantly those earning between £10,000 and 
£20,000 a year, they faced a retirement of penury, dependent on the state.  
 
Although more than 685,000 stakeholder pensions had been sold, and almost 317,000 employer-
designated schemes had been set up, by the end of January, many experts say that the stakeholder 
hasn't delivered. "The great unpensioned haven't really been captured," says Professor David 
Blake of the Pensions Institute at Birkbeck College. "Most will have been transfers set up by 
high net worth individuals and their partners." 
 
The Department of Work and Pensions is putting a brave face on it. "It is a good start. It is a long-
term product. We are happy with that. It has stimulated sales of other pensions," said a 
spokesman. The Department believes that stakeholders are popular among construction and 
building workers, though they admit they have no real idea who is taking them up. 
 
But John Ellis, director of public affairs at the Life Insurance Association, says people switching 
from other schemes is exactly what it had expected.  
 
"It is not a bad product, but not for the people the government intended," he says. Those on low 
incomes often have a lack of money to put into a pension, Ellis adds. "There needs to be a lot 
more effort, including incentivising; probably a degree of compulsion - a lot more than the 
government has been able to do."  
 



Blake offers some comfort. "I give it a high grade in terms of design and long-term benefits of 
simplicity, transferability, charges and value for money. But in terms of the take-up of the target 
group, because of the cost to stakeholder providers of going out to employers, inevitably that is 
less successful."  
 
Score: 5. Falls down on targeting, and public awareness. A recent survey by Mori for Age 
Concern shows that the stakeholder message has not got through.  
 
Savings  
 
"Saving for a rainy day" has never been as common as the government would like. Around a third 
of us are without any formal savings. And six out of 10 households living on less than £150 a 
week have no savings at all. In response, the government launched individual savings accounts 
(Isas) in April 1999.  
 
Within months, the Building Societies Association had expressed concern. "All the evidence 
suggests that despite good intentions, they became so complex that they have by and large missed 
the target entirely. There is a strong possibility that those who do not currently save will be 
deterred rather than encouraged by the complexity of the Isa."  
 
The Treasury begs to differ. A spokesman said: "Isas have been a success story - over 12 million 
investors with Isas, around one in four adults; over £74bn put into Isas since they began. Isas are 
starting to change savings habits, reaching groups such as young people, women, and lower-
income taxpayers who were under-represented in Peps and Tessas."  
 
But Collard, at Bristol University's Personal Finance Research Centre, says that many early fears 
have been borne out.  
 
'The FSA Consumer Panel Survey shows it has not really hit its target market,' she says. 'We 
know who is taking up Isas. It is more of the higher income, financially literate groups.'   
 
The government has also put forward a number of new ideas. Child Trust Funds (the so-called 
baby bond), a tax-free savings account set up for all new babies, due to begin in April 2003, and 
the Savings Gateway have been given a cautious welcome by anti-poverty groups. Kate Green, 
director of the Council for One Parent Families, welcomes the Child Trust Fund, but says that 'the 
poorest lone parents will find it impossible to make regular contributions'.  
 
Score: 3. Encouraging the hard up to save is a thankless task. The better off look set to prosper. 
 
Contents insurance  
 
Those who live in areas of highest crime tend to be those most likely not to have contents 
insurance. According to the Association of British Insurers: "Around one in four households, six 
million people, do not have contents insurance and there has been very little change in the past 10 
years." So what has the government achieved?   
 
Not much, says Sue Edwards at Nacab: "Though beginning from a very low starting point, the 
government has not done what is needed."  
 
However, Edwards welcomes the work done in promoting the idea of insurance with rent. This 
involves the local authority or social housing landlord in both the delivery of insurance and the 



collection of premiums. It allows tenants to deal with an organisation with which they have an 
ongoing relationship, and to pay for insurance at the same time as rent in a way they are 
comfortable with.  
 
It is also potentially cheaper to arrange insurance collectively rather than individually. However, 
"take up is not always very good," says Edwards.  
 
The ABI say it recognises that those living in areas with high crime rates are caught in a Catch-22 
situation of not being able to afford the high premiums. Nevertheless, 'We are keen to insure as 
many people as possible.'  
 
Score: 6. Many who find it difficult to make ends meet see contents insurance as optional, and too 
expensive. Government needs to be more vigorous in promoting insurance with rent schemes. 
 
Credit  
 
Financially excluded households don't put credit cards, bank loans and the like at the top of their 
priorities. But there are times when, for all of us, borrowing is unavoidable. And having to fall 
back on the non-status market - where lenders will take on those avoided by mainstream lenders - 
or illegal money lenders means that at such times as many as three million people pay over the 
odds, with many getting into long-term debt.  
 
The government's big idea has been a major review of credit unions. According to the FSA's 
report In or out?, "They are seen as open to low-income groups, encourage small scale saving, 
provide low-cost credit, and can be a bridge to other financial services."  
 
However, Guy Palmer, director of the New Policy Institute, says that at the moment the credit 
union movement is too small to make much difference.  
 
He also questions whether, as credit unions grow "they can maintain their focus on low income 
groups, or whether, having to make a profit, they become more like banks." Credit unions protest 
that they are for everyone, not just the financially excluded.  
 
Palmer also supports extending the Social Fund to include those in low paid employment. "Unlike 
other areas of financial exclusion you cannot get the private sector to address the issue because it 
is not profitable, the social fund offers a potential solution," he says.  
 
However, financial services providers also need to produce products attractive to the third of 
households who don't use high-street credit, argues the FSA.  
 
"People on the margins of financial services need to borrow small amounts for short periods of 
time - usually to make ends meet, or to buy essentials. They want to have an arrangement, 
whereby the loan is repaid in fixed amounts each week. Mainstream providers do not have the 
products to match these needs."  
 
Score: 4. Government expectations of credit unions are unrealistic. They failed to secure funding 
for the Central Services Organisation, which was to have encouraged broad-based development 
of credit unions. 
 
 



Time to seek life beyond Equitable?, Maria Scott, The Observer, Sunday May 12, 2002 
 
The misery for Equitable Life investors seems never to end. Having agreed reluctantly to a deal 
aimed at stabilising the insurer's finances, policyholders now hear talk of the company's potential 
insolvency.  
 
Chief executive Charles Thomson admitted last week that solvency margins were thin. Hours 
later, David Blake, director of the Pensions Institute and professor of financial economics at 
Birkbeck College, London, said Equitable's with-profit fund was 'close to being technically 
insolvent'.  
 
In a report commissioned by the Equitable Members' Action Group (Emag), Blake concluded that 
the firm's finances faced a renewed strain due to guaranteed returns it must pay on policies 
representing around 75% of its funds.  
 
These are a different set of guarantees from those that sparked the crisis that forced Equitable to 
shut up shop. But they are guarantees nevertheless, and are now emerging as a drag on its 
finances which, say policy holders, had not been spelt out before. Well, not in terms that anyone 
could readily understand, anyway.   
 
Paul Braithwaite of Emag is now seeking election as a policyholders' representative to the 
Equitable board at the annual meeting on May 27.  
 
He has proved an impassioned and dedicated champion of policyholders' interests. But many will 
have no stomach to fight on. They have been failed by regulators, possibly by the new 
management as well as the old one, and have no way of knowing the future of Equitable's 
finances.  
 
Those wanting to shed the worry have little choice but to head for the exit and damn the expense. 
 
 
 
Equitable fears panic exit, Maria Scott, personal finance editor, The Observer, Sunday May 
12, 2002 
 
Panic is spreading among Equitable Life policyholders, according to financial advisers, following 
reports suggesting the insurer is on the brink of insolvency.  
 
Fresh evidence of Equitable's weakness is expected to emerge this week with publication by 
Companies House of its latest financial returns, filed by the Financial Services Authority late last 
week.  
 
The FSA said the firm was solvent and in a better position than a year ago, before policyholders 
agreed to a deal capping the potential cost of the guaranteed annuity rate pensions behind its 
problems.  
 
But Ned Cazalet, an independent insurance analyst, expects the figures to show that its solvency 
margins were slightly thinner than before the compromise deal.  
 



Cazalet said the FSA used a different measure for solvency from his own. 'We are confident that 
when we see the returns there is going to be little meaningful difference between the liabilities 
and excess capital.'  
 
A report published on Friday by David Blake, professor of financial economics at Birkbeck 
College, London, said Equitable's battered with-profit fund was 'close to being technically 
insolvent... The fund could not take many more negative returns.'  
 
This followed an admission by Equitable chief executive Charles Thomson that the margins were 
relatively thin. However, responding to Blake's report, Thomson insisted it was solvent, but 
added: 'We've never hidden the fact that the position is not particularly strong.'  
 
Advisers said Thomson's comments had provoked calls from investors seeking help in 
withdrawing money from Equitable, despite a new 14 per cent exit charge.  
 
Graham Hooper of Holden Meehan said: 'Clients just want to get out. People think, "This is 
unravelling".'  
 
 
I C No Free Lunch: The Truth About Past Performance - Our Stock Market Commentator 
Examines Past Performance, Investor’s Chronicle, Mar 15, 2002 
 
Twenty-odd years ago I read the novel by Anthony Powell, A Dance to the Music of Time. The 
narrator recounts the progress through life of his friends and others. Characters disappear off his 
radar screen for years at a time. Turning up again, their situation has often been improbably 
transformed. At the time I took this to be dramatic licence. Now, I see that it wasn't. 
 
I had two surreal conversations this week. The last time I met Jim, he was owning up to $100,000 
of losses from day trading. He had sold his house to feed his habit - fortunately, he has few 
personal ties. Jim was sure he was about to crack it and get rich. I despaired. At least he still had 
his job. Jim is a doctor. 
 
Was. A few days ago I got an update. Jim has cracked it. He's made $50,000 in the past six 
months. He has resigned his job and is talking to some Americans about running a $30m hedge 
fund. 
 
Jim hasn't cracked it. He is merely experiencing the flow of human fortune. It comes between 
ebbs. 
 
Then I met Cathy, who, in a hard-working and possibly slightly lucky half-a- lifetime, has 
assembled at least a few tens of millions. Thanks to Cathy's husband, I am now extremely well 
informed about the challenges of running five houses in four countries. From Cathy, who runs the 
money, I heard other tribulations. A few days before, representatives of one of the classiest names 
in fund management had maintained straight faces while telling her how well they had done to 
lose only 17 per cent of her money last year. Cathy was affronted. This was not what she had 
been led to expect when the firm signed her up. Where did I suggest she move her money? I 
almost gave her Jim's phone number. 
 
In the context of this, I was struck by an advert by unit trust firm Artemis, which is doing the 
rounds at the moment: "The UK's top-performing unit trust manager over three years achieved a 



remarkable 148 per cent return to investors", compared with a range of -11 per cent to 9 per cent 
from Fidelity, M&G, Schroder and the rest of the big boys. 
 
All claims about superior investment performance, unless made on behalf of about one dozen 
people on this planet, are nonsense as to significance. Clearly, they are not nonsense as to fact. 
 
Artemis runs six unit trusts worth a total of less than $500m. Five of its funds are UK funds. The 
field with which it is comparing itself runs, I would guess, an average of $20bn, invested in every 
stock market in the world. Is this a valid comparison? 
 
But that's not the half of it. Take yourself to the Artemis website and print off the one-page 
summaries of each of their funds. Now look at those charts carefully. See how the two biggest 
funds had very short-lived bursts of phenomenal performance in late 1999. The advert suggests 
you are looking at three years' performance, but in fact you are by and large looking at six months 
of performance. The three-year period, in fact, has one or two other good aspects, apart from how 
well those two big funds did back in 1999. 
 
I bet you this: in two years' time, Artemis will be bragging about its five-year performance. The 
claim it will make will probably rest in very large measure on its performance during a single six-
month period almost five years earlier. And in 10 years time... Autif, the cheerleader for the unit 
trust industry, is currently fighting a bit of a battle with the Financial Services Authority about the 
significance of past performance statistics. It has taken on a tough job. One of its recent 
publications said research by finance professor David Blake supported its contention that these 
statistics are significant to prospective investors. "I think you could say they overcooked my 
conclusions," Professor Blake told me. 
 
The only thing that everyone does seem to agree on, rather awkwardly from Autif's standpoint, is 
that bad unit trusts stay bad. Aha! That must be why we see all those adverts that say, "Don't buy 
our unit trust. Our past performance is rubbish and we're going to give you more of the same in 
future." 
 
 If you think I am unduly negative, read No Monkey Business by Stuart Fowler, a comprehensive 
expose of the UK retail investment industry. It's heavy going, but it knows where all the bodies 
are. 
 
 
 
Company pensions: End of the party, The Economist, Feb 28th 2002  
 
 
How bad for employees is the decline in final-salary pensions? 
 
BRITAIN has long taken pride in the size and coverage of its funded private occupational 
pension schemes. With over £700 billion of assets, they compensate for meagre state pensions. In 
the past twenty years, they have contributed to a big improvement in pensioners' living standards. 
But in recent weeks, a sense of foreboding has emerged about their future, especially for younger 
workers, as more and more companies decide to change the terms on which they will offer 
pensions.  
 
Up till now, most pension schemes have offered “defined benefits” (DB). Under a DB scheme, 
pensions are generally linked to workers' final salaries, replacing a proportion of that income 



according to the number of years worked with the company. Under this formula, people who 
work for as long as 40 years for a company can expect to get two-thirds of their final salary. 
Increasingly, however, firms are favouring “defined contribution” schemes. Under a DC plan, 
workers have to build up their own pot of money which they must then eventually turn into a 
pension through the annuity market. 
 
Last year, a tenth of final-salary pension schemes surveyed by the National Association of 
Pension Funds (NAPF) closed them to new employees. Such closures, including major employers 
like British Telecom, have not affected existing members. However, in recent weeks, Iceland, a 
frozen-food retailer, and Ernst & Young, an accountancy firm, have announced plans to close 
their DB schemes to existing members. 
 
The shift from DB to DC schemes has caused alarm and recrimination in equal measure. Frank 
Field, the former Labour pensions minister, calls it a “mega-tragedy”. Ken Jackson, general 
secretary of Amicus, Britain's largest private-sector union, has pointed the finger at Gordon 
Brown's raid on pension funds in his first budget, saying that it “plunged schemes into a financial 
nightmare”. Chris Daykin, the government's actuary, has spoken about the “self-destruction” of 
DB pension schemes because of excessive complexity and changes to accounting rules. 
 
A new accounting standard, called FRS17, is undoubtedly blamed by many pension-fund 
managers. “Our members are telling us that FRS17 is the prime cause why they are changing 
their arrangements,” says David Astley, director of benefits at the NAPF. In the past, companies 
have been able to smooth the effect of changing market conditions on their pension-fund assets 
and liabilities, so that they do not feed through immediately onto their books. When FRS17 
comes into full effect next year, companies must disclose and recognise the full impact of gains 
and losses in their pension fund.  
 
However, the real problem is not the messenger but the message. Britain's pension funds have 
punted heavily on equities for many years. That strategy has paid off handsomely, but it does 
expose them to greater risk in the short term than more cautious strategies which put more money 
into less volatile bonds. The bear stockmarket of the past two years has hit pension funds hard 
and brought home to companies the investment risk that they are shouldering. At the same time 
they have become more aware of the risk of rising life expectancy at older ages, which increases 
the cost of a defined-benefit promise.  
 
With the tide flowing against final-salary pensions, the trend towards DC schemes appears 
unstoppable. This development has aroused concern. Because the company fund undertakes the 
investment and the company underwrites the promise, DB schemes are generally thought to offer 
superior benefits to DC ones with much less risk to employees.  
 
So they do—if you work for one company all your life and your earnings rise towards the end of 
your career. But most people change jobs quite frequently. Someone who changes jobs six times 
in their life loses 25-30% of the full-service benefits of a final-salary scheme in Britain, calculates 
David Blake, director of the Pensions Institute at London University. Yet people can now 
expect to change jobs more than eight times in their working life, says Simon Burgess, an 
economist at Bristol University. Individuals whose wages peak early also lose out under DB 
plans. 
 
Employees with DC plans do not face these risks. Nor will they find their employer changing the 
terms of their pension arrangements midway through their career. On the other hand, they have to 



shoulder investment risk and must pay the bill for rising longevity when they come to purchase an 
annuity.  
 
The fact of the matter is that both DB and DC plans are risky, but in different ways. The real 
problem with the switch towards DC plans is the level of contributions into them. According to 
the most recent survey by the NAPF, combined contributions by employers and employees in the 
private sector into DC plans were 11.6% of eligible earnings compared with 14% into DB 
schemes.  
 
Yet contribution rates need to rise for both DB and DC plans because of rising longevity and 
lower expected investment returns. For a man to ensure a two-thirds final-salary pension at the 
age of 65, contributions into a DC stakeholder plan now need to be 24% of earnings from the age 
of 25, calculates Deborah Cooper of William M. Mercer, an actuarial consultancy. Arguably, this 
is an unrealistic objective, since very few people in DB plans achieve a two-thirds final-salary 
pension. But many actuaries would advise that contribution rates of at least 15% are now 
necessary to secure a decent retirement income. 
 
To achieve this, more effective savings incentives for lower-income workers are essential, argues 
Ros Altmann, a pension-fund specialist. DC schemes should also offer better-designed 
investment choices. More can be done to improve the annuities market, she argues. The way 
forward is not to lament the demise of final-salary schemes but to make DC plans work. 
 
 
I C Market Strategy: Pitfalls In The Pensions Changeover - Defined-contribution 
Pension Schemes Are Good For Workers – As Long As They Are Not Just A Pay 
Cut In Disguise, Investors Chronicle, Feb 22, 2002 
 
The shift from defined benefit (DB) to defined contribution (DC) pension schemes might be 
better for workers - and worse for companies - than generally supposed. 
 
To see why, consider the difference between a DB and DC scheme. In a DC scheme a worker's 
pension depends upon investment returns, whereas in a DB scheme, it depends upon his final 
salary. 
 
David Blake, of the Pensions Institute at Birkbeck College, London, has said this means a DB 
scheme is essentially a DC scheme combined with an exchange of options, with the exercise price 
set at the level of the fund required to pay the salary-related pension. 
 
If investment returns are poor in a DB scheme, workers can exercise a put option against the 
scheme's sponsor, compelling them to pay the gap between the fund's market value and its 
exercise price. 
 
But if investment returns are good, the sponsor can exercise a call option against the worker, and 
recoup the surplus of the fund's value over its exercise price. 
 
Until recently, this exchange of options was a better deal for companies than for workers. 
Because investments rose faster than salary-linked payments for much of the 1980s and 1990s, 
companies exercised their call options against workers, and got fund surpluses or contribution 
holidays for themselves. Workers would, therefore, have been better off in DC schemes. 
 



Much better off, according to US research. Andrew Samwick and Jonathan Skinner, of 
Dartmouth College in New Hampshire, have estimated that in the mid-1990s the average 
expected benefits of DC scheme members in the US were two-and-a-half times higher than the 
expected benefits of DB members, for the same contributions. "DC plans can strengthen the 
financial security of retirees", they concluded. 
 
You might think recent falls in stock markets, and the emergence of pension funds deficits such 
as ICI's, have changed all this. 
 
Not entirely. These falls, and the consequent deficits, might be only temporary. In the long run, 
the stock market should rise faster than wages, with the result that pensions' surpluses should be 
the norm. If so, DC schemes should offer better returns than DB ones. 
 
The reason for this lies in one of the so-called stylised facts about economic growth - that over the 
long run wages and profits grow at the same rate as national income; if this were not the case, 
wages would eventually account for either all of national income or none of it. 
 
This suggests wages will rise by around 5 per cent a year. However, economists at the London 
Business School say we should expect equity returns of roughly 7.5 per cent a year - a 5 per cent 
gilt yields, plus a risk premium of around 2.5 percentage points. 
 
If this is right, the trend of much of the past quarter-century - for share prices to rise faster than 
wages - should continue. Therefore, DC schemes which invest mainly in equities should over the 
long run pay out better pensions than DB schemes, which are linked to wages. 
 
Workers should gain from the switch from DB to DC schemes. And companies will lose out, 
because pension fund surpluses should no longer be possible. 
 
There's another reason why the switch will benefit workers. Mr Blake says the average worker 
changes employees six times in a working lifetime. Because the transfer value of DB pensions is 
often poor, this, he estimates, causes a loss equivalent to over a quarter of the full-service 
pension. 
 
All these gains to workers come at a price, however. The shift from DB to DC schemes transfers 
investment risk from companies to workers. 
                      
There are three different types of risk here: 
 
                     - Market volatility. Since June 1999 the All-Share index has fallen 15 
                     per cent while annuity rates have barely changed. As a result, a DC 
                     scheme member whose assets were entirely in equities would have 
                     suffered a 15 per cent loss in his retirement income simply by retiring 
                     now rather than three years ago. 
 
                     - Annuity rate risk. Since 1994, gilt yields - on which annuity rates are 
                     based - have ranged from 9 per cent to 4.1 per cent. DC scheme 
                     members' pensions are sensitive to big swings in interest rates. 
 
                     - Fund manager risk. Mr Blake estimates that the gap between long-run 
                     returns on the best and worst UK equity unit trusts is 4.1 percentage 
                     points a year. Over a working lifetime, this implies a 320 per cent 



                     difference in one's pension pot. 
 
All this makes DC schemes sound very risky. However, they are safer in one sense than DB 
schemes. The latter expose members to the risk that their pension incomes - which are typically a 
fixed nominal amount - will be eroded by inflation. A DC plan can protect pensioners from this 
by allowing them to buy an inflation-proofed annuity. 
 
What's more, DC schemes need not be any riskier than DB ones. 
 
In principle, our contributions to such schemes could be used to buy deferred annuities, the value 
of which is related to our prospective final salary. 
 
If we could do this, DB and DC schemes would be identical. But we cannot. 
 
However, this means DC schemes are risky to workers only because financial markets are 
underdeveloped. As Robert Merton, a Harvard-based Nobel prize- winner, said in an early study 
of such schemes: "If financial markets were complete then of course the choice of pension plan 
would be irrelevant." 
 
It follows that there are ways to reduce the riskiness of DC schemes. 
 
Obvious solutions are to diversify across assets and fund managers, and to allow workers greater 
freedom to decide when to retire. Less obvious answers include better markets for deferred 
annuities, and allowing older workers to buy guaranteed products, which give investors exposure 
to rising stock markets but protection against falls. These are poor value for many investors, but 
they are a good deal for those who are especially averse to big losses, which is often the case for 
people approaching retirement. 
 
Despite this there is one risk which DC schemes cannot avoid so easily - the danger that the 
stylised fact about long-run economic growth will be wrong. Maybe wages will rise faster over 
the long run than profits and equity prices. If this happens, DC schemes will pay lower pensions 
than DB schemes. There is no obvious solution to this problem – except that one's wage is partly 
a hedge against this disaster. 
 
If all this makes the comparison between DB and DC pensions sound easy, there are three 
complications. 
 
One is the potentially important impact upon work incentives. In a DB scheme, a worker's 
pension depends upon his final salary, whereas in a DC scheme it depends upon his lifetime 
earnings, as these influence the level of contributions. So DB schemes might give employees a 
greater incentive to work hard in order to get a high end-career salary. If this is right, the shift to 
DC schemes could reduce productivity and output, and make everyone poorer. 
 
A second issue is fund charges. Individual DC schemes, says Mr Blake, "have much higher 
operating costs" than DB schemes. Occupational DC schemes tend to have lower charges, but 
some of these make it hard for individual members to control investment risks themselves. 
 
Finally, of course, there is the question of how much you put into your pension. All the above 
assumes that the switch to DC schemes does not change the level of contributions. But it does. A 
recent survey by benefit consultants Towers Perrin found that only 6 per cent of companies pay 
more than 10 per cent of workers' pay into DC pension schemes, whereas almost 70 per cent pay 



more than 10 per cent into DB schemes. For some companies, a shift to a DC scheme is just a 
way of cutting pay. 
 
In fact, though, the amount you - or your employer - put into your pension is the most important 
issue of all. 
 
"The greatest impediment to having a decent pension in retirement is inadequate pension savings 
made by people during the working lifetime," says Mr Blake. "Yes, the type of pension scheme 
matters, but the level of pension savings matters most of all." 
 
Economists versus accountants 
 
The main cost to companies from switching from a defined benefit (DB) to a defined contribution 
(DC) scheme, for a given level of contributions, is not an out of pocket cost, but rather the risk of 
foregoing a gain - namely, losing the possibility of fund surpluses and contribution holidays. 
 
Economists call foregone gains opportunity costs. To them, such costs are just as important as out 
of pocket costs; the £10 lying on the pavement which you do not pick up is as much a cost as the 
£10 that falls out of your wallet. 
 
To accountants, however, the two costs are very different. Out of pocket costs are measured, but 
opportunity costs are not. 
 
This (false?) distinction can affect (distort?) companies' choices between DB and DC schemes. 
 
To see why, imagine a company is choosing between a DB and a DC scheme. The worst thing 
that can happen with a DB scheme, it figures, is that the stock market fails to rise, and so we have 
persistent fund deficits, which we have to top up. However, the worst thing that can happen with 
a DC scheme is that the market rises sharply, and so we don't get fund surpluses. 
 
To an economist, these costs are similar. To an accountant, though, they are different. Fund 
deficits under a DB scheme will show up in the accounts. But fund surpluses foregone under a 
DC scheme will never appear. 
 
This asymmetry means accountants will regard DB schemes as more expensive than DC schemes 
- even though to economists they are not. And this, in turn, gives companies an incentive to 
switch from DB to DC plans. To economists, though, this incentive is a mere illusion. 
 
 
The luck of the manager, by Dickon Reid, Investment & Pensions Europe, Jul 2001 
 
Whether good fund managers are genuinely skillful or simply luckier that others is always going 
to be highly subjective. Ask an outperforming active manager and they’re likely to attribute it to 
skill; ask a poorly performing one and it’s more likely to be a poor run. The Pensions Institute’s 
series of lectures ‘Fund manager performance: skill or luck?’ gave, among others, two academics 
time to disclose the findings of recent research.  
 
And the conclusions? Some of those active managers with an unwavering belief in their abilities 
are perfectly justified; many more, however, have luck rather than any inherent skill to thank. 
Allan Timmermann, professor at the University of California, presented new research on star 
performance among fund managers and the question of pure luck versus genuine skill in US 



mutual funds. His findings concluded the performance of the top 1–10% of funds is not a result of 
sampling variability, otherwise known as luck, neither is the performance of the bottom 1–10% of 
funds down to bad luck. In other words, those managers on top of the pile have every reason to 
feign superior skills while poor performers claiming a bad run are fooling themselves (and 
possibly their clients). However, the research also concludes that the most extreme funds’ 
performance may in fact be down to luck.  
 
According to Timmermann, performance distribution varies according to the investment 
objective. Strategies sampled included aggressive growth, growth, growth and income and 
balanced or income. With aggressive growth he found the worst performance may be down to 
chance although superior performance could not be attributed to it, genuine skill exists. As is the 
case with superior performance within the growth funds. With growth and income the 
performance of the top 1% can be explained as a fluke and for balanced and income it is genuine 
skill producing outperformance.  
 
David Blake, professor of economics at the UK’s Birkbeck University, spoke on performance 
clustering and incentives in the UK pension fund industry. By using data from over 300 funds 
Blake’s presentation quantified a link between fund inflows and past relative performance. Of 
greater concern is that underperforming US mutual funds appear to take on risk in the second half                        
of an assessment period if they have underperformed in the first half. Blake also compared US 
funds with UK funds and found the latter underperformed the market average but to a lesser 
extent than the US funds. US funds have a far wider dispersion of returns than their UK 
counterparts. According to the research, large funds tend to underperform smaller ones although 
Blake stressed there is no systematic link between fund size and total portfolio excess return. Of 
interest was the link between size and past performance – 15% of the quartile containing the 
smallest funds were in the quartile of worst performing funds, 32% of the quartile containing the 
largest funds were also in the quartile of worst performing funds.  
 
Other findings included a narrow dispersion of returns around the median manager. There is also 
underperformance by the median fund manager relative to the market and an outperformance 
relative to the peergroup. Blake attributed this to a lack of incentives from the fee structure, a 
tendency to measure performance relatively rather than absolutely and to a concentration in the 
industry- in the UK the top five fund managers have 80% of the market, in the US, the same 
figure is 14%.  
 
Roger Urwin, Watson Wyatt’s head of investment consulting, took the existence of skilled 
managers as given and spoke about the best means of attaining sustainable alpha. Highly skilled 
active managers exist but are rare creatures requiring time and resources to track. “There is skill 
out there, it’s just very difficult to find it though,” he said. A common error when selecting 
managers is mistaking luck for skill. We are all subject to in-built biases in the governance 
process and managers tend to be chosen according to non-financial as well as financial criteria. A 
strong brand can lead to a somewhat self destructive bias – a good name attracts assets and 
greater assets under management can dilute performance, so the argument goes.  
 
Urwin criticised the beauty parade as a poor process and one that gives too much sway to what he 
called the ‘human side’. Past performance is often used for selection despite being a notoriously 
hopeless gauge of future performance, and numerous short cuts – disposing of a manager if a star 
leaves the team, for example – are used in manager selection when they are totally inappropriate. 
Solid quantitative research is more predictive and, the choice of mandate is vital and manager 
correlation is something often overlooked. So although the notion of genuine skill exists, there is 
apparently an element of luck to fund management. For those erring towards the second category, 



they can heed Urwin’s remark, a quote attributed to the golfer Gary Player who is reputed to have 
said: “the harder I practice, the luckier I get”. 
 
Gordon says saving is good for you, The Economist, Apr 5th 2001  
 
The chancellor of the exchequer wants people to save for the future. Shame, then, that his 
pensions policy has made it less worthwhile for many. 
 
REMEMBER “stakeholder capitalism”? New Labour’s flirtation with the idea of infusing 
business with compassion survives only in the name of its policy to get workers to take up private 
pensions. As their origin suggests, “stakeholder pensions”, which were due finally to be launched 
on April 6th, face more than the usual problems of reconciling private and state provision. 
 
Stakeholder pensions are a revamped form of the personal pensions introduced by the 
Conservatives over a decade ago. Like personal pensions, they allow workers to build up their 
own pension fund from contributions that attract tax relief. However, they are designed to avoid 
the flaws of personal pensions—the complexity and high charges on initial contributions which 
encouraged mis-selling and slashed investment returns. Instead, stakeholder pensions are a 
standardised, cheap product with a maximum charge of 1% of the fund value. People can use 
them for their spouses and children as well as for themselves.  
 
David Blake, director of the Pensions Institute at London University, says that they offer “a 
perfectly good replacement for personal pensions for everyone except the super-rich”. Frank 
Field, the minister in charge of Labour’s welfare policy until forced out in 1998, says: “I think 
they will sell briskly, but mainly to people outside the target group.” Mr Field believes that the 
principal beneficiaries will be the wives of high earners.  
 
The government does not want the rich to take them up. Its target group is around 5m workers 
who will typically be on incomes of between £10,000 ($14,300) and £20,000 a year. Those 
earning more are generally in an occupational pension scheme, in which they will also benefit 
from employer contributions. Those on incomes below £10,000 will be better off with the state 
pay-as-you-go secondary pension, which will be made more generous for very low earners next 
year. 
 
When the original template for stakeholder pensions was set out in a green paper at the end of 
1998, the challenge of attracting the target group appeared difficult but not impossible. The 
proposals dangled the carrot of rebates from mandatory national insurance contributions which 
can be paid into stakeholder pensions. They brandished a stick, too, since reforms to the pay-as-
you go secondary pension mean that those who do not opt out into stakeholders will eventually 
get benefits no greater than those payable on earnings of £10,000, even though their contributions 
will be higher. 
 
But all this was before last year’s pensioner revolt. Defeated on pensions at Labour’s party 
conference, Gordon Brown, the chancellor, announced a big increase in the means-tested 
Minimum Income Guarantee (MIG) for poor pensioners, which is met by topping up the basic 
state pension. The MIG had been set at £75 a week in 1999, but by 2003 it will rise to £100 for 
single pensioners. By then it will be linked to a new “pension credit” which will allow poorer 
pensioners to retain more of their incomes from savings and private pensions. Crucially, future 
levels of both the MIG and the pension savings credit will be linked to earnings, so they will 
become more and more valuable in relation to the basic state pension. 
 



The overall effect of all these changes is to make it less worthwhile for the target group of people 
on modest incomes to invest in stakeholder pensions. Even at last year’s MIG levels of just over 
£78 a week for single pensioners, the commitment to uprate it in line with earnings meant that 
successive generations of workers would have to save more and more in order to 
exceed means-tested benefits. For example, a 23-year-old woman entering the workforce this 
year, who works full-time until she is 65 apart from a five-year break to have children, would 
need to build up savings of £100,000 in today’s money by the time she retires to give herself an 
income higher than that which she would get from the MIG and associated handouts such as 
housing benefit. Someone working intermittently would need to accumulate even more. 
 
“On earnings that won’t grow beyond £15,000 in today’s money, it’s probably not worth taking 
out a stakeholder pension,” says Deborah Cooper, a member of a recent Institute of Actuaries task 
force on pensions. Tom Ross, chairman of the independent Pension Provision Group, which 
advises the government about pensions, concurs with this view. He says that the target group of 
low-to-moderate earners, particularly those earning between £10,000 and £15,000 a year, now 
face “the most horrendous savings choices, ones that are far more difficult than for the better-
off.”  
 
The difficulty in making sensible choices boils down to political risk. Will future governments 
offer an earnings-linked safety net through the MIG? How long will the pension credit last? 
Although pension savings are the longest-term commitment that people make, governments 
cannot keep their hands off the arrangements for public provision. 
 
This makes it virtually impossible for those on lowish incomes to plan ahead. For many, the 
sensible choice will be to put any spare savings in an ISA, where they will build up free of tax 
and, unlike a pension, can be drawn upon when they like.  
 
If the government has made stakeholder pensions so unattractive that people do not take them up 
voluntarily, it may decide to make them compulsory. Mr Blake says that “the extension of means-
tested benefits strengthens the case for compulsion.” Shaun Crawford of Cap Gemini Ernst & 
Young, a management consultancy, says stakeholder pensions “will not be taken up in any large 
numbers until compulsion is imposed”.  
 
The government came close to making stakeholder pensions compulsory in 1998—so much so 
that the green paper included a reference to “compulsory funded pensions for those earning over 
£9,000 a year”. What was once an embarrassing slip is likely to become policy in the second 
term. 
 
 
Pensions: Means and ends, The Economist, Nov 16th 2000  
 
GORDON BROWN’S mini-budget captured the headlines for his proposals to cut fuel duty and 
so head off new popular protests. But the package may go down in history for the new direction it 
has set for state pensions. The government’s new plan takes Britain a long way down the road 
towards the Australian model of a means-tested state pension. The question is whether this will 
prove any more tenable an approach than the plethora of reforms of the past 20 years. 
 
There are two key stages in the government’s new pension plan. The first is a really substantial 
increase in the minimum income guarantee (MIG) paid to the poorest pensioners. At present, this 
is set at about £11 above the basic state pension of £67.50 a week for a single pensioner. Next 
year, the basic pension will rise by £5 but the MIG will jump by almost £14. Andrew Dilnot, 



director of the Institute for Fiscal Studies, says that this increase in the MIG will turn out to be “a 
key part of what the government has done to the income distribution of the country.” By 2003-04, 
the gap between the MIG and the basic pension will widen still further to £100 and £77 a week 
respectively.  
 
The second stage in Labour’s new plan is the introduction of a pension savings credit in 2003-04. 
This is intended to meet the current objection to the means-tested MIG—that it rewards the 
spendthrift but penalises the thrifty. Under existing arrangements, pensioners who have saved 
enough to ensure a weekly income of up to £100 in 2003-04 would lose out, since they would 
receive the MIG of £100 in any case. With the credit, they will also keep 60p of every additional 
pound of their original income above £77. A pensioner whose own weekly income is £100, for 
example, will get £113.80. Pensioners between £100 and £135 also benefit, but to a diminishing 
extent as this savings top-up is phased out. For example, a pensioner whose own income is £115 
will end up with £122.80—only £9 ahead of the pensioner initially on £100. 
 
The new scheme will affect many more pensioners than the 2m who currently get the MIG. When 
it comes into force in 2003-04, the government expects 5.5m—half of all pensioners—will 
benefit from the higher MIG and savings top-up. It is designed to address the problem of 
pensioner poverty and ensure that savings are rewarded. “It will now always pay to save,” said 
Alistair Darling, the social security secretary, announcing the government’s proposed reform. 
 
Assessing pension changes is always tricky since you have to take into account their impact both 
on today’s pensioners and on working people of all ages who are planning for retirement. One 
worry about the government’s plan is that it will prove highly complicated for today’s generation 
of pensioners. The new system amounts to a massive extension of means-testing in pension 
provision. The government intends to do away with the weekly means test and replace it with a 
much less frequent and simpler assessment of income. But David Blake, director of the Pensions 
Institute at the University of London, warns that the scheme will add “a further layer of 
complexity for people who will find it very difficult to grapple with these issues.” 
 
A more important problem with the new pension plan is likely to be its effect on working people. 
“It will reduce the incentive to carry on working,” says James Sefton, a specialist in generational 
accounting at the National Institute of Economic and Social Research. In Australia, which already 
has a means-tested state pension system, “double-dipping” occurs as people retire early, run down 
their savings and then qualify for the means-tested state pension. The government’s approach 
“will create the ‘double-dipping’ problem with people taking money out of ISAS (tax-
concessionary savings plans) in order to qualify for the means-tested benefit,” warns Frank Field, 
a former Labour social security minister and an opponent of means-testing. “These are not 
teething problems, they are of the essence of the means-tested approach.”  
 
Although the pension plan is designed to make saving pay, it may have the opposite effect. Single 
pensioners whose weekly incomes are between £100 and £135 will have a higher guaranteed 
level of income and keep a smaller proportion of their own income from saving. “Both effects 
promote lower saving,” says Mr Dilnot of the IFS. The effects are more ambiguous for pensioners 
with weekly incomes between £77 and £100, who will gain from their saving where they did not 
before, but will have less incentive to save because of the income guarantee. However, the impact 
on overall saving may be low because people in these income groups do not save that much 
anyway, points out Richard Disney, professor of economics at Nottingham University. 
 
Another worry about the plan is future costs—about which the government has been strangely, 
maybe ominously, silent. Unlike the basic pension, the MIG and the savings top-up will be linked 



to earnings. This means that an initial gap of £23 between the MIG and the basic pension will 
widen by two-thirds to £38 (in 2003-04 prices) as early as 2010 if earnings rise by 2% a year 
above inflation. This will in turn generate large increases in the savings top-up. 
 
The biggest question-mark over the reform is whether it will prove politically durable. The 
government has been rattled enough by a pensioner revolt to offer a big inflation-beating increase 
in the basic state pension in an election year. However, this is supposedly a “transitional” 
arrangement until the pension credit is introduced: from 2003-04, normal service of indexation to 
inflation will resume. Half of pensioners will benefit from the new pension plan; but half will not. 
“It moves the discontent up the income scale to people who won’t qualify and will feel 
aggrieved,” says Mr Field. Since their votes count as well, we may not have seen the last of 
“transitional” increases in the basic pension. The new pension plan is designed to focus resources 
on the poorest. It may end up re-opening the debate over the future of the basic state pension for 
everyone. That debate may include the question of compulsory saving for a second pension—a 
further feature of the Australian system. 
 
 
AS fonds - a model for Europe?, by Rudolf Siebel and Marcus Mecklenburg, Investment & 
Pensions Europe, Apr 1999 
 
In April last year Germany introduced a new type of investment fund under the German 
Investment Company Act (KAGG): the so-called ‘Altersvorsorge-Sondervermögen’, or ‘AS’. AS 
funds are mutual funds which are legally required to invest with the target of pension provision. 
The AS system is the only ‘true’ defined contribution system which is currently available in 
Germany, ie which fully releases companies from any liability for biometric risks.  
                        
 
Looking at the performance record of Anglo-American pension funds it is evident that for the 
purposes of optimum retirement provision it is sufficient to invest 75% of the fund’s assets in                       
equities. At the same time this investment limit ensures that the unit prices of AS funds are less                        
volatile than those of equity funds, thus accommodating the safety concerns of large groups of the                        
population who still regard the volatility of the equity market more as a risk than an opportunity. 
 
Investment companies launching AS funds are required by law to offer retirement savings plans                        
(with a term of 18 years or up to the age of 60). Regular contributions into such a savings plan                        
overcome the timing problem of the equity market for the contributors and at the same time 
provide the benefit of the ‘cost average effect’, ie when equity prices are high the inv-
estor/employee acquires fewer units, when prices are low they acquire more which means that 
they obtain a favourable average purchase price.  
 
Contrary to what is sometimes claimed - AS funds are not just another investment product but a                        
novel, legally recognised retirement system with the special-purpose AS fund as its key element.                        
Its purpose is to provide an adequate level of retirement income at minimum cost and with                        
maximum safety. Since the law-makers were not bound by any traditional legal structures, it has                        
been possible to design each element of the system in the best possible way.  
 
That AS fonds are organised under the German mutual fund law KAGG - which in many respects 
is more demanding than the UCITS directive - provides a framework of institutional safety which                        
should help to foster pensioners confidence in the industry. Overall pension provision through the                        
AS fund system offers a similar level of safety as the state pension system. After all, the safety of                        
any pension system depends on the sustainability of the economic factors on which it is built.  



 
The viability of the state pension system is dependent on the continuing existence of a sufficient                        
number of gainfully employed persons who are able to pay for the benefits of the retired                        
population. By contrast, the safety of the AS system depends in particular on the continued                        
existence of profitable companies around the world. This premise is certainly no less likely than 
the continuance of the pay-as-you-go system which is the basis for the state pension.  
 
The first AS-Funds were launched in October 1998; 34 AS-Funds are currently offered by 17                        
investment companies. From October 1998 until the end of 1998, these funds had net sales of                        
DM751.1m (E384m) which on an annualised basis is more than total sales of unit-linked life                        
insurance(1). Total assets of AS stood at DM808.4m and total contract values at about DM64bn 
at the end of 1998.  
 
AS funds offer a variety of different investment styles in order to suit different investor profiles 
and preferences. Most AS funds tend to be fully invested in stocks up to the 75% limit. On the 
other hand, there are AS funds catering to the more conservative investor which limit stocks to a 
low of 25% of assets with the remainder in bonds and units of open-end property funds.  
 
First and foremost, AS can be reasonably expected to have a long-term performance in excess of 
8% (2) which is approximately 2.25 times higher returns than what the traditional instruments of                        
occupational retirement systems offer. Because of their bond-oriented investment policy 
traditional instruments have a long-term average performance of about 6% which means that the 
use of AS for occupational retirement schemes will produce the same level of retirement income 
at lower cost for the company.  
 
AS funds furthermore will provide in particular small and medium-sized companies with the most 
modern state-of-the-art pension system thus creating a level playing field between SMEs and                        
large companies. This is important given the fact that the vast majority of German workers are 
employed in small and medium sized businesses, the ‘Mittelstand’. They allow for the 
establishment of an occupational pension scheme to which contributions can be paid - depending 
on the economic situation of the enterprise - either wholly or partly, continuously or temporarily, 
by the company only or jointly with its employees.  
 
Contributions by the employer and possibly also tax incentives could be made subject to the 
condition that the employee covers his biometric risks, for instance, by buying an occupational 
disability insurance and/or a term insurance. This would release companies fully from any 
liability for occupational disability and survivor risks. The sale of companies would no longer be 
encumbered by past liabilities such as pension liabilities and liabilities for biometric risks. On the 
other hand, companies continue to have a choice between conventional instruments                        
of occupational retirement provision and an AS pension fund system based on securities.  
 
At the same system the AS system ensures equal opportunities for all employees. It can be                        
operated without waiting periods. It therefore provides an occupational pension system which is                        
available to all employees (including part-time and short-time employees). The future pension                        
level of an employee is not affected by changing jobs. This is of particular and fundamental                        
importance in view of the current structural changes leading to greater labour force mobility.                        
Under the conventional system it could happen that employees who had contributed for more than                        
25 years to a supplementary pension scheme lost all their entitlements because they changed to                        
another job.  
 



The employee has legal title to the assets underlying the AS fund units and not, as in the past, just                        
an unspecified claim vis-à-vis the sponsor of the pension scheme. Employees have a maximum                        
freedom of choice during the capital accumulation process because they can switch from one AS                        
system to another. At retirement age employees can freely decide how they want to cover their                        
longevity risk.  
 
A major milestone in the acceptance of AS in the second pillar has been the announcement of the                        
powerful trade union of construction workers, IG Bauen Agrar Umwelt “to form as a subsidiary 
or sister company of the existing pension fund ZVK a Kapitalanlagegesellschaft which acts as a                        
platform for workers investment in AS funds” for the purpose of additional retirement provision 
(3). 
 
The introduction of the AS system is a first step towards a fundamental review of the retirement                        
provision system in Germany. In view of their high performance, great flexibility and universality 
- which makes them eligible both for personal and occupational schemes, AS funds are able to                        
overcome the structural deficits of traditional retirement schemes not only in Germany but also in                        
other countries. This can be achieved without requiring major changes in legislation.  
 
The discussions within the European Federation of Investment Funds and Companies (FEFSI)                        
have made it clear that European AS type funds could be set up in all EU member states on the                        
basis of a European Directive. There would be no need to co-ordinate or harmonise existing laws                        
and regulations as AS funds do not yet exist in the other countries.  This approach would be the 
fastest way to meet the demands of internationally operating companies for a Europe-wide 
pension fund system. It would, however, require a policy decision - which surely will not be easy 
to achieve - at EU level on the introduction of a Europe-wide taxation treatment (flat-rate front-
end or deferred taxation). The detailed of taxation, ie tax rate or whether tax relief is provided 
only if biometric risks need to be covered too, could be left to the discretion of the member states. 
This would make it possible to introduce relatively quickly an Europe-wide pension fund system 
for retirement provision which would fully meet the needs of companies and employees without 
having to change the existing traditional systems of retirement provision.  
 
International experts such as Professor Blake, director of the Pensions Institute at London                    
University, have described the AS system as “the system for the 21st century” and as “a model 
for Europe”. Modernising the conventional occupational pension instruments and at the same 
time integrating AS type pension investment funds as second pillar into the occupational pension                        
systems would provide both Germany and Europe with a pension fund system which is leading in                        
the world.  
 
Notes: 
1.Estimated new premiums of unit-linked insurance in 1998: DM875.4m (Source: Tillinghast,           
Cologne).  
                        
2. An analysis of the BVI’s savings plan statistics covering all saving plans which invest 
primarily in German equities shows that after 35 years (and including all costs except for 
account-keeping fees which are only charged in few cases) 71% of all plans generated a long-
term average annual performance between 11.02 and 8.01%. For the other 29% the results were 
between 7.2 and 8%. This long period of 35 years ensures that practically all stock exchange 
phases - from bullish trends to flat or bearish trends, even stock market crashes - are included. 
Nevertheless, even the poorest performer was not below 7.2%. The average annual performance 
was roughly 8.7%. But normally, the results were clearly above 8 %.  
 



3. Industriegewerkschaft Bauen Agrar Umwelt, “IG Bau will Versorgungslücke mit Tarif 
schließen” (press release), November 2, 1998.  
 
Rudolf Siebel is director policy and international affairs and Marcus Mecklenburg is internal                        
counsel at the BVI Bundesverband Deutsche Investmentgesellschaften in Frankfurt 
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