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The greatest wealth is your peace of mind...

Smart products,
dumb choices

Value of a call option = PN(d1) - EXe-rtfN(d2)
Black-Scholes option pricing model
(The ‘simple’ product your bank is trying to sell you)

This volume of Acuity looks briefly at two
sophisticated and complex investment
products that are ever popular with
investors – structured products and hedge
funds – providing a cautionary tale of the
costly seduction of investors by both.
The seduction of sophistication
(seen and unseen)
Most readers will have walked past the big glass windows of the banks and building societies in
their local high streets and noticed the advertisements enticing them to invest in ’capital protected,
stock market linked’ products. Maybe a few have even felt tempted to invest in one - after all, why
not take a punt on the equity market without risking any money? What could be more appealing
than that, particularly when deposits are yielding next to nothing and equity markets are all over the
place? It all seems so simple. So simple, in fact, that £42 billion of UK investors’ money1 is
currently invested in such ‘structured products’, as they are known.
Returning home and picking up the paper, some will also have read about the high profile divorce,
art purchase, yachting adventures or philanthropic exploits of one or other ‘hedgie’ (the press’s
nickname for hedge fund managers). Yet ask most investors what a hedge fund manager does or
how a hedge fund makes money and the answers will be varied, but most will allude to
sophisticated investment skills and complex strategies. So sophisticated and alluring, in fact, that
$2 trillion is invested in such products, globally.
Both of these product areas are, in their own way, sophisticated and complex. Yet investors (and
their advisors) are cautioned to proceed with extreme care down either of these avenues.
Sophisticated and complex investment products, created and peddled by intelligent professionals,
are often seen as valuable opportunities not to be missed. Perhaps a better working rule of thumb
is that the long-term value of an investment opportunity should, as a starting point, be viewed as
being inversely related to its sophistication and complexity2.

What is in the bank’s window?
Let’s take a look at the simple investment product the bank is selling in its window. In its simplest
form, you hand over cash to the bank, which buys a bond (or uses some other means to ensure
that your initial amount invested is ‘safe’). Instead of paying interest on this money, it promises to
provide you with a specified return payoff. This is usually based on a formula such that if an event,
X, occurs, you will receive Y percent of the gains of market Z. An example might be that if at the
end of five years the FTSE 100 index is above its starting level (event X), you will receive 100% (Y)
of the return of this index (Z). If it does not occur, you will get your money back at the end of the
fixed term of the product. At the outset, you know exactly what your possible outcomes are. All
fees have already been accounted for in the payoff structure. So far, so simple, although not all
payoffs are quite so readily understandable in practice.
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It gets more tricky though.
The upside return is delivered via the purchase of a derivative contract linked to an asset class
index, often an equity index, such as the FTSE 100 index which tracks the price level of the 100
largest UK listed companies (getting a bit more complex), usually in the form of a call option,
although this could be a SWAP or a futures contract (oh dear), priced using an option pricing
model such as Black-Scholes that takes into account factors such as the strike price of the option,
the price today, the implied volatility of the index and the time to expiry (help!).
Hopefully you get the point - the mechanics of this ‘simple’ product are actually quite sophisticated
and complex. Investment banks employ bright, ambitious people on big packages to structure
these products. Scope exists for some tricky pricing too, given that the average advisor, let alone
retail investor, will have little chance of truly understanding the underlying costs involved. Research
indicates that even simple structured products can be grossly mispriced with investors paying up
to 10% above their true value3 (i.e. profit for the issuer). The more complex the pay-off structure,
the harder the sums are!

Surely they would not take advantage?
In the 1990s, ‘ROF’ became an infamous acronym. It was used to describe the amount of fees
that an institution could get away with charging its clients, i.e. the ‘Rip Off Factor’. It was coined
originally by some Bankers Trust employees, who were eventually taken to court by Proctor &
Gamble, one of their clients. This is how it was reported at the time by Businessweek4:

It’s Nov. 2, 1993, and two employees of Bankers Trust Co. are discussing a
leveraged derivative deal the bank had recently sold to Procter & Gamble Co..
“They would never know. They would never be able to know how much money
was taken out of that,’’ says one employee, referring to the huge profits the
bank stood to make on the transaction. “Never, no way, no way.’’ replies her
colleague.
But that was 1992, surely things are better now? Sadly not. The Financial Services Authority
(FSA), the UK's financial regulator, recently reviewed5 the practices of several institutions that
account for 50% or so of all structured products sold in the UK. The FSA's head of conduct
supervision commented:

Many of the problems we found with the product design process were rooted
in the fact that the firms are focusing too much on their own commercial
interests rather than the outcomes they are delivering to consumers.
Little changes, it would appear. It is worth noting, too, that the popularity of these types of
products to banks, building societies and insurance companies is driven not only by the direct
pricing benefits to the issuer of the product, but because they represent a cheap source of funding
for the institution.

From an outcome perspective it’s tricky too
While the ‘if X set of events occurs you will receive Y’ pay-off outcome can be easily grasped, there
is no probability estimate attached to this set of events occurring. It is no good knowing that there
are two outcomes possible, but no idea of the chance of one happening over the other. Pay-off
structures are often more complex. For example, the return promise may be 150% of the upside of
the equity market, but this is offered with less security of principal, or perhaps multiple events are
included in the pay-off formula. This makes the probability assessment far more difficult.
Given the limited life span of these products, estimating the finishing level of the FTSE 100 in five
years time is taking an active bet on the market, which is notoriously difficult to do well. An intuitive
‘well it should be higher, but I won’t lose much if it is not’’ is not really the foundation of a sensible
and robust approach to investing.
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What happened to your dividends?
Dividends are the regular cash payment made to shareholders, as part of the compensation for
taking on the risk of ownership. The other component of compensation is a rise in the price of the
shares of the company. An important insight into equity investing is that share price rises alone
have historically only just delivered a return higher than inflation. It is the reinvestment of cash
dividends back into the market that accounts for the bulk of the attractive returns that equities
have, and are expected to deliver, over time. This is illustrated in the chart below.

Figure 1: Reinvesting dividends is a major contributor to long-term equity returns
Data source: Barclays Equity Gilt Study

If we go back to the products being sold in bank windows, they usually promise to deliver only the
‘price return’ of the index, such as the FTSE 100, rather than a ‘total return’ index where reinvested
dividends are included. With dividend yields around 3%, over the lifespan of a five year product,
an investor would give up 15% compared to equity investments where dividends are included.
Looked at in another way, this is a 15% cushion for an investor taking on the full risk of equities, by
simply buying an equity index tracker fund. Rolling from one structured product to the next gives
up this important long-term driver of returns.

Principal protection
Promising to give you your capital back sounds like a reasonable deal if Plan A does not come off
(for example, the FTSE 100 ends lower over 5 years than its start point). Try telling that to the
owners of the $18 billion invested globally in structured products issued by Lehman Brothers6, who
lost most of their money. By placing your money onto the balance sheet of banks and other
financial institutions, you are opening yourself up to the risk that they go bust. That is not a trivial
decision to make, particularly as some products sit outside of UK investor protection schemes.
Alternatively, assume that Plan A does not come off but the issuer is still in business and they give
you back the £100 you initially invested. If inflation had been at the levels we have seen over the
past five years, your initial £100 would be worth only £85.
Here’s a quote to round off this section from a former economist at the SEC7 (the US’s equivalent
to the FSA in the UK)

They are horrible investments for retail investors...Simple portfolios of
bonds, stocks or the S&P 500 will beat structured products 99.5% of the time
because of the heavy profit built into the pricing.
So, perhaps the next time you pass that bank or building society window, look away!
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Turning our attention briefly to hedge funds
Most investors would readily accept that the hedge fund world is a sophisticated arena. A number
of attributes make hedge funds superficially appealing: the promise of returns that are uncorrelated
to traditional asset classes; a focus on making and protecting client money; the freedom and
flexibility to be long or short of the market i.e. they can sell the market or stock even if they don’t
own it, with the hope of buying it back cheaper when it has fallen in price; and the option to use
leverage. In fact there is no definitive description of what a hedge fund is. They have been
described as a variety of skill-based investment strategies with a broad range of risk and return
objectives, that take a performance fee.
Not all agree. One oft quoted description, for the more cynical, is that they are simply a
compensation strategy masquerading as an investment strategy. Recent research released in a
new book8 reveals some interesting and thought-provoking insights:

• Between 1998 and 2003, hedge fund returns were positive in aggregate in each year. The
industry at that time was small with around $200 billion in assets.

• Due to its strong performance during the 2000-2003 period (the technology stock crash) the
industry attracted assets rapidly.

• By 2008 it is estimated that hedge fund assets amounted to $2 trillion, a ten-fold increase.
• The average performance loss in 2008 was -23%.
• The author estimates that these money flows and the consequent asset-weighted returns i.e.
the returns received by investors based on the timing of their investments, cancelled out all
of the profit made in the previous 10-year period!

• To the end of 2010 investors were still below water, yet hedge fund managers extracted over
$100 billion in fees between 2008 and 2010.

• Hedge fund managers extracted $379 billion for themselves between 1998 and 2008 out of
the $449 billion generated above simply placing a cash deposit.
Perhaps the cynics are right on this one. Throw in the fact that even some of the most
sophisticated institutional investors find it both hard and resource-consuming to run a successful
hedge fund programme, and it perhaps makes sense to sit back from the hype and believe in the
efficacy of a well diversified, sensible mix of traditional investments, returning the bulk of the returns
that the markets deliver - the less ‘sophisticated’, yet highly effective approach that we take.

In conclusion
Perhaps the conclusion is: smart products - dumb choices. David Swensen, CIO of the Yale
University Endowment, and one of the most respected institutional investors, would agree9:

You should invest only in things that you understand. That should be the
starting point and the finishing point. For most investors the practical
application of this axiom is to invest in index funds (low-fee investments that
aim to mirror the performance of a particular stock market index).
The overwhelming number of investors, individual and institutional, should
be completely in low-cost index funds because that’s easy to understand.
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Take-home points
• Structured products may appear simple at first glance, but are far more complex when one
looks under the bonnet.

• Hedge funds have a certain mystique, allure and seeming sophistication that has acted as a
siren to many, yet in general fail to deliver their promise of skill-based returns.

• Both expose investors to unknown, unconsidered or opaque risks with considerable
performance and risk management challenges.

• Both sit uneasily in well structured, evidence-based traditional portfolios and better
alternatives exist.

• The fact that they are widely used does not make them good portfolio building blocks.
• Nor does it absolve advisors or their clients from deep due diligence, in the unlikely
circumstances that they are deemed to assist in meeting long-term investors’ needs.

• Conclusion: smart products, dumb choices - tread with care.
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Other notes and risk warnings
This article is distributed for educational purposes and should not be considered investment advice or an offer of any
security for sale. This article contains the opinions of the author and does not represent a recommendation of any particular
security, strategy or investment product. Information contained herein has been obtained from sources believed to be
reliable, but is not guaranteed.
Past perform anc e i s not indi cat ive of fut ure result s. The value of your investm ents may go down as well
as up .
Errors and omissions excepted.
Barnett Ravenscroft Wealth Management is a trading name of Barnett Ravenscroft Financial Services Ltd, is authorised and
regulated in the United Kingdom by the Financial Services Authority FRN:225634 and is registered in England and Wales
under Company No. 04013532
The registered office address of the Firm is 13 Portland Road, Edgbaston, Birmingham, B16 9HN
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