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Section 1 : General Overview of 2004

  
Global Equities

  
Global equities rose over 2004, with the total return FTSE World index climbing by 
12.3% in local terms and 8.2% in sterling terms during this period.  Most of these 
gains came during the beginning and the tail-end of 2004, with stock markets trading 
sideways in between.    

The low interest rate, low inflation, global economic environment has been generally 
supportive for equities. Also, investor sentiment also took an upturn following the US 
general election.   

However, an increase in terrorist activity and renewed unrest in the Middle East 
continued to cause some uncertainty over the last year.  Unprecedented demand for 
oil from China, combined with fears about supply, caused a sharp jump in oil prices, 
with the price of crude oil surpassing $50 per barrel.  However, the price has since 
fallen back somewhat.  

In currency markets, a weak US dollar staged something of a recovery at the start of 
2004, aided by strong US economic data.  However, concerns over the US current 
account deficit have led to the dollar falling significantly further against the euro and 
sterling towards the end of the year.    

2004 Local Total 
Returns (%) 

2004 £ Total 
Returns (%) 

FT All-Share 12.8 12.8 
S&P 500 10.9 3.4 
FTSE World Europe (ex UK) 13.0 13.8 
Topix 11.3 8.6 
MSCI Pacific (ex Japan) 25.4 20.8 
MSCI Emerging Markets 16.5 17.4 
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Bond Markets

  
10-YEAR GOVERNMENT BOND YIELDS 17/1/05
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Bond markets came under heavy selling pressure in March and April as strong US 
economic data led to fears that US interest rates would soon rise.  Indeed, this turned 
out to be the case.  The Federal Reserve voted for a 0.25% increase on 30 June 
2004 and then lifted the borrowing rate to 2.25% with further increases in August, 
September, November and December.    

Although there have been concerns that interest rates will rise rapidly, the Fed 
reassured investors somewhat by stating that any further rate rises would be 
conducted at a measured pace.  Furthermore, some mixed economic data and a 
lack of inflationary pressures then proved positive for bond markets and, as a result, 
they have generally performed well over the second half of 2004.   

Meanwhile, the European Central Bank (ECB) has maintained interest rates at 2% 
over the last year - the lowest rate since the euro s introduction.  In the UK, an upturn 
in economic data and the spendthrift attitude of British consumers led to 0.25% rate 
rises in February, May, June and August.  The UK borrowing rate now stands at 
4.75%.   

2004 £ Total 
Returns  (%) 

FTA British Government Fixed Interest 
All Stocks 

6.6 

FTA British Government Index Linked All 
Stocks 

8.5 

JPM Global Government Bonds (ex UK) 2.5 
Cash 4.4 
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Equities  UK

  
The FTSE 100 index has risen by 8% over the last year.  Strong economic data and 
encouraging trading updates from several British companies have helped drive the 
market forward.  In recent months, Reuters, Yell and Tesco are among those to 
announce outstanding results.   

Takeover activity  both actual and rumoured  has been a positive factor.  For 
example, the takeover of Abbey by Spain s Santander Central Hispano is the largest 
European cross-border banking deal.  Oil stocks have also been particularly 
beneficial in helping lift the FTSE 100 index, as the high oil price has benefited BP 
and Shell.  

FTSE 100 17/1/05
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Equities  Overseas

  
The period under review has been generally positive for US equities.  The stock 
market has gained ground, largely on the back of strong company results and 
optimism that economic growth is recovering.    

Recent corporate results have provided evidence that companies are managing to 
increase profits at a healthy rate.  However, the rate of profits growth does appear to 
be slowing slightly.   

As a result, some analysts suspect current levels of profitability could be approaching 
a peak.  President Bush s recent re-election provided the thrust for a small market 
rally, with the release of some upbeat economic data also driving the market forward.    

Overall, the Standard and Poor s Composite price index advanced by 9% over the 
last year.  

MAJOR OVERSEAS EQUITY MARKETS 17/1/05
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European equities fared reasonably well over the last twelve months after rebounding 
from long-term lows in 2003.  Markets in the region enjoyed a positive start to 2004, 
with an improvement in the fortunes of Europe s economy feeding through to 
corporate profits.   

European companies are managing to grow profits at an impressive rate and, with 
the region still in the early stages of economic recovery, European equities have 
been attracting the attentions of foreign investors.  However, the Madrid bombings in 
March caused a sharp sell-off and recent data showing that the economy may be 
struggling to gain momentum is of some concern.  Nevertheless, European equities 
have risen by 10% over the last twelve months.  

Overall, Japan s Topix index has risen by 10% during the period under review.   The 
improving global economic outlook and signs that Japan is finally ridding itself of 
deflation have been the main stimuli for the stock market, with foreign investors 
buying back particularly heavily into Japanese equities.  However, domestic demand 
for equities has been generally weak throughout and there have been some recent 
concerns about the sustainability of the country s economic recovery.  A major focus 
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for Japanese investors has been the battle between Sumitomo Mitsui Financial and 
Mitsubishi Tokyo Financial for control of UFJ, which would create the world s largest 
bank, with about US$1,700bn of assets.  

In Asia-Pacific, markets have moved ahead over the last twelve months.  Improving 
global economic conditions have been beneficial for exporters, while China s 
phenomenal growth rate has helped buoy economies throughout the region.  The 
economic impact of the recent tsunami, which ravaged shorelines in countries around 
the Indian Ocean, is likely to be acute on a local basis but national economies, such 
as those of Indonesia and Thailand, are not expected to be severely affected in the 
long term.  

PACIFIC (EX JAPAN) & EMERGING MARKET EQUITIES17/1/05
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UK Commercial Property

  
Commercial property delivered another year of strong performance over 2004.  
Despite weak, though improving, fundamentals, total returns were 19% for the last 
year, the strongest for a number of years.  Overall, property has benefited from a 
favourable supply and demand backdrop.    

Given the more stable economy, with less boom and bust , demand for property has 
been more resilient.  Also, this time around supply and demand are more in 
equilibrium as over supply of new speculative property is not so much of a problem.    

2004 Total Local Return (%) 
UK Investment Property Databank (IPD) 19.0 

  

Although there are distinct signs of a recovery in some areas of the market, which is 
pushing up rents, recent performance has primarily been yield driven on the back of 
the weight of money flowing into the asset class. This has had the effect of pushing 
up capital values.    

There is still interest from private investors but at lower levels than previously as a 
result of the lower arbitrage possibilities now present in the property market. 
Institutional interest, though, is increasing as the prospect of rental recovery 
improves.   

Investment interest is unlikely to dissipate over the near term.  Property will likely 
remain less volatile than most other asset classes. Its defensive attributes, relatively 
high yield plus security of income, are highly valued by investors.  However, a 
question mark hangs over whether the 5-yearly upward only rent reviews will be 
scrapped by the government, who are concerned UK companies are suffering as a 
result.  

On a medium-term view, commercial property might be expected to perform 
somewhere between the equity and gilt markets.  Future levels of returns from 
commercial property, however, are unlikely to be as high as in the recent past.     
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UK PROPERTY RENTAL YIELD VS GILT AND EQUITY YIELDS17/1/05
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Retail has been the best performing property sector over the last three years, but the 
improving financial services outlook is likely to benefit the office sector in the coming 
months and, after a couple of years of significant underperformance, offices should 
start to deliver improved returns from 2005.    

IPD EQUIVALENT RENTAL YIELDS 11/2/05
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Section 2 : The Year Ahead

  
Consensus Growth & Inflation Forecasts

  
GDP growth is forecast to decelerate in the major developed countries/regions in 
2005.  For example, in the US growth is expected to slow from 4.4% last year, to 
3.5% this year as personal consumption and business investment moderate.  Growth 
is also expected to slow a little further in 2006 in the UK and US, but to pick-up in 
Euroland and Japan - helped by stronger personal consumption. 
     

Consensus GDP Growth Forecasts (%) 

 

2004 est 2005 est 2006 est 
UK 3.1 2.5 2.4 

US 4.4 3.5 3.4 

Euroland 2.0 1.7 2.0 

Japan 2.9 1.1 1.8 

Source : Consensus Economics, February 2005   

Meanwhile, consumer price inflation in the US and Euroland is also expected to slow 
in 2005 and again in  2006 - helped by an expected downward correction in the oil 
price from recent peaks and the slowing economic growth backdrop.  Meanwhile the 
new measure of UK consumer price inflation is expected to rise in 2005 and 2006.  
For Japan, it is expected that Japanese inflation will at last turn slightly positive in 
2006.    

Consensus Inflation Forecasts (%) 

 

2004 est 2005 est 2006 est 
UK 1.4 1.7 1.8 
US 2.7 2.4 2.2 

Euroland 2.1 1.8 1.7 
Japan 0.0 0.0 0.3 

Source : Consensus Economics, February 2005   

Overall, several structural factors, such as the IT revolution, deregulation and 
competition from cheaper Chinese goods have generally been responsible for the 
benign inflation backdrop.  Furthermore, the increased credibility of central banks 
also means inflation expectations have been lower than otherwise.   

US Twin Deficits and the Dollar

  

A question mark continues to hang over the sustainability of the large US current 
account deficit  now currently close to 6% GDP (approx. $600Bn).  As the US trade-
weighted dollar has fallen by approximately 25% since end-2001, with little 
improvement in the current account deficit position, the focus has now turned to the 
government budget deficit.   
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This was prompted by Alan Greenspan s speech at the end of last year and 
subsequent comments by Treasury Secretary Snow and President Bush in January 
2005.  

The current account balance can be defined as the difference between national 
(private and public) savings and national investment.  Given the relationship, a tighter 
fiscal policy could potentially be an important factor in reducing the current account 
deficit also.   

However, what is the chance of a meaningful reduction in the budget deficit going 
forward? The 2004 budget deficit of around 3.5% will be the highest since 1992.  The 
US administration have already announced it s FY 2005 estimate amounts to only a 
marginally smaller share of GDP.  Beyond 2005, the outlook is more uncertain.  The 
FY 2006 budget published in early 2005 suggests a deficit above $400Bn (compared 
to estimates of $412Bn in 2004 and $427Bn in 2005).  

Therefore, with little sign of the budget deficit being reduced significantly over the 
next couple of years, the pressure on the downside to the dollar could remain a 
feature.  With China unlikely to revalue the renminbi to any great extent (see next 
section), this implies the overvalued euro and sterling may continue to take the strain 
against the dollar.   

US TWIN DEFICTS (AS % GDP) 10/2/05
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Chinese Growth & Renminbi

  

Consensus forecasts suggest China s growth rate will slow from an estimated 9.5% 
in 2004, to 8.4% in 2005 and 7.8% in 2006.  1Last year, high demand for power 
caused some local governments to ask companies to shift production from daytime to 
overnight, as power grids were overloaded.   

These energy bottlenecks contributed to restrictions being placed on lending on 
some forms of investment, thereby causing a slowdown in money supply growth, 
investment intentions and consumption.  As China is a major source of demand for 

                                                          

 

1 See Market Cycles 

 

A little trouble in big China  Bijal Shah, Dhaval Joshi, Chris Mellor 
(SG) 14 January 2005. 
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raw materials, there is a risk that recent buoyant industrial commodity prices may fall 
if China keeps policy tight, as witnessed by the recent fall in money supply (see chart 
below).  Since the middle of last year, China s visible trade balance has moved 
sharply into surplus, due to a slowdown in imports  which some are pointing to as a 
further indication that China s domestic demand may be cooling.   

2004 Total $Return (%) 
Reuters CRB Commodity Futures Index 11.2 

 

It looks unlikely we will see any major revaluation this year, if any, of the renminbi 
which has been pegged for a decade against the US dollar (Rmb 8.276 - Rmb 8.28).  
Any small revaluation could further encourage more speculative capital on 
heightened expectations of further renminbi appreciation, giving rise to higher foreign 
exchange reserves.   

This in turn could boost the money supply, causing higher inflation and excessive 
bank lending.  The US would clearly like to see the renminbi appreciate against the 
dollar in order to help its burgeoning trade and current account deficit position and 
stem unrest that China is stealing US jobs.  However, as stated last year by Li Ruogu 
(deputy governor of the People s Bank of China), America s current account deficit 
problem lies with its lack of saving, not the renminbi.   

2Some observers have also claimed it is a myth that China s large and growing trade 
surplus proves the renminbi is undervalued, pointing out that China s overall trade 
surplus was a modest $32Bn  - very small compared to America s trade deficit of 
$600Bn.  They also point out that China s surplus with the US (approx. $80Bn) is 
offset by a deficit (approx. 100Bn) with other Asian countries from which it imports 
capital and equipment components.   

They claim further that a 10% revaluation in the renminbi and all other Asian 
currencies would only result a fall in the dollar s trade weighted index of about 4% - 
nowhere near enough to reduce the US deficit substantially, all other things equal.   
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CHINESE M2 MONEY SUPPLY GROWTH (% YOY) 11/2/05
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2 See article Economics focus 

 

Yuan step at a time  The Economist, 22 January 2005.  
See also  To Be a Rock and Not to Roll  Stephen King (HSBC) January 2005. 
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Section 3 : Current Investment Related Topics

  
Equities

  
CP176 and Commission Unbundling

  
In May 2004, the FSA set out its findings on soft and bundled brokerage 
commissions in policy statement PS 04/13.  This concluded that fund managers use 
of commission should be limited to the purchase of execution and research , and 
the FSA committed to clarifying the scope of these terms.  

In November 2004, the Financial Services Authority (FSA) published a 
supplementary policy statement (PS 04/23) which sets out its views on non-
permitted services , execution and research .  They hope this will assist the industry 
to continue its progress towards a market-based solution to the transparency and 
accountability issues raised by soft and bundled brokerage commissions.  

Non-permitted services were expanded to include valuation and performance 
measurement services; dedicated telephone lines; subscriptions for publications; 
most custody services; and travel, accommodation or entertainment costs.  

Execution is deemed to include execution services such as the booking and 
processing of orders; related costs arising from trading activities which would 
constitute active order management, i.e. advice on order handling, program trades 
etc.  

Research is deemed to embody the concept of rigorous, value-added analysis, with 
clear intellectual content that assist fund managers to make investment decisions in 
relation to their clients portfolios.  Research will include original written research, 
discussions between fund managers and research providers and possibly artificial 
intelligence .  This will not include raw data feeds.  

The industry (Investment Management Association (IMA), National Association of 
Pension Funds (NAPF) and the London Investment Banking Association (LIBA)) has 
taken up the challenge to develop improved disclosure on the costs to clients of 
execution and research .  The industry promised to provide proposals on disclosure 
to the FSA by the end of 2004.  The FSA plans to consult on the issue in spring 
2005.  

International Financial Reporting Standards (IFRS)

  

3What is IFRS 2005?  From 1 January 2005 over 7,000 listed companies in the EU 
must report using the standards issued by the International Accounting Standards 
Board (IASB).  These are either called International Accounting Standards (IAS) or 
more recently International Financial Reporting Standards (IFRS). The move to IFRS 
actually goes beyond the EU since several other countries are also mandating an 
equivalent move, and outside Europe there is increasing adoption of IFRS. For 
example, Australia will also adopt IFRS in 2005. In all, post 2005 there will be over 90 
countries that either mandate IFRS, permit domestic companies to use IFRS or base 
local accounting standards on the IFRS rules and over 1 million individual companies 
using IFRS.  In March 2004 the IASB published what it termed the stable platform of 
standards to be used in 2005. However, the standards that must be applied by EU 

                                                          

 

3 Source: UBS s IFRS 2005: A guide for Portfolio Managers dated 14 January 2005  
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companies have to be endorsed by the European Commission; a process that has 
not been a formality. Will all European companies face changes?  

Some European companies already report under IFRS  about 10% of the Eurotop 
300 companies, but less than 5% of all EU listed companies. Although for these the 
impact of IFRS will be more limited, their financial statements will still change in 2005 
as a result of recent amendments to IFRS accounting. For example, from 2005 
stock options must be expensed and goodwill is no longer amortised.    

The adoption of IFRS in Europe is perhaps the most significant and dramatic change 
in accounting ever seen. For some companies the impact on their financial 
statements will be modest, but for others almost all line items in the income 
statement and balance sheet, and also many of the subtotals within cash flow 
statements, are liable to change and this could have a material impact on key 
performance metrics.   

Sarbanes-Oxley Act of 2002

  

Sarbanes and Oxley are US senators who introduced a bill to tighten the internal 
controls of US listed firms.  In effect companies are required to report on their internal 
controls against fraud.  The bill was introduced in reaction to scandals such as 
Enron.  

President Bush called the Act s provisions the most far reaching reforms of 
American business practices since the time of Franklin Delano Roosevelt .  The Act 
will have a significant impact on the reporting practices of public companies, or their 
senior management and boards, on the accounting and legal professions, and on 
stock analysts.  

Section 404 of the Sarbanes-Oxley Act (US) applies to all companies listed in the 
US. Under this section of the Act, Management must assess the effectiveness of the 
internal control structure and procedures which impact financial reporting. 
This reporting methodology came into effect from April 2004 for US domestic 
Registrants, and, is scheduled to come into effect from July 2005 for foreign 
companies with US listings.   

At the time of writing however (February 2005), the Securities and Exchange 
Commission(SEC) is examining a delay that would mean foreign companies with US 
listings would not have to comply with section 404 until 2006.  

Among other things, the Act:  

 

Requires that a company s audit committee be comprised of independent 
directors and enhances the powers and responsibilities of the audit committee; 

 

Obliges CEOs and CFOs to certify their company s financial statements and 
provides criminal sanctions for false certifications; 

 

Requires attorneys who represent public companies to report evidence of 
securities law violations to a company s chief legal counsel or CEO and, if those 
officers do not take appropriate action, to the company s audit committee, its 
independent directors or the board of directors as a whole; 

 

Requires public companies to make rapid disclosure of material changes in their 
financial condition and to report all material off-balance sheet transactions, 
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arrangements, obligations and other relationships that might have a material 
current or future effect on the financial health of the company; 

 
Requires corporate directors, principal stockholders and officers to disclose 
transactions in their company s securities within two business days; 

 
Creates a Public Accounting Oversight Board to regulate the accounting 
profession; 

 

Prohibits an accounting firm that audits a public company from 
contemporaneously providing certain non-audit services to the same company, 
and requires that non-audit services not specifically prescribed by statute be 
approved by a company s board of directors; 

 

Increases SEC funding by over $300 million, and authorises the SEC to censure 
any person appearing or practising before the Commission; and lengthens the 
statute of limitations for securities fraud suits.  

Split Capital Investment Trust (Splits) Crisis

  

On 24 December 2004 the Financial Services Authority (FSA) announced that 
eighteen firms had agreed to contribute to a package of approximately £194M for 
investors.  The FSA has made no determination of regulatory breaches or imposed 
any penalties on the firms.  

Andy Adams of Edinburgh University has kindly provided the following description of 
how the splits crisis came about4.   

The aggressive pursuit of fees by certain fund management companies and 
broker/advisers drove them to launch new split capital investment trusts5 ( splits ) 
that exploited the retail demand for high yield in the environment of falling interest 
rates of the late 1990s.  

This led in many cases to substantial bank debt financing and investment in the 
ordinary income shares of other splits. Thus, the need for ever-more demanding 
starting yields for income-bearing shares and gross redemption yields for zero 
dividend preference shares ( zeros ) caused the promoters of splits to devise 
increasingly aggressively structured funds that did not fully take account of possible 
stock market conditions. 

The impact of falling markets from 2000 accompanied by equity dividend cuts led to 
collapsing market prices and dividend cuts for the income-bearing shares of many 
splits. The substantial cross-holdings then caused dividend cuts to compound 
themselves across a section of the splits sector, and share prices fell yet further.   

Even the market prices of a number of zeros fell sharply, a type of share that had 
generally been sold as low risk. By the end of 2001, desperate measures were being 
taken to save many of the new splits and the FSA started to take a much keener 
interest. Confidence in splits then collapsed and many private investors incurred 
significant financial losses.   

                                                          

 

4 Andy Adams has recently edited a book on the subject: The Split Capital Investment Trust 
Crisis available on Amazon. 
5 A split capital investment trust is one with more than one main class of share capital. 
However, in everyday usage, the term is often taken to include investment trusts with 
substantial levels of bank debt. 
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Bonds

  
Possible Introduction of Ultra-Long Conventional & Index-Linked Gilts

  
Informal dialogue between the UK s Debt Management Office (DMO) and several 
pension industry participants last summer suggested that demand for high-quality 
bonds from the UK pension industry and other investors is likely to increase in the 
future.  

Various reasons include; demographic trends; closer matching of assets and 
liabilities reflected in a shift from equities to bonds in pension portfolios; the likely shift 
from Defined Benefit to Defined Contribution schemes will increase demand for 
annuities.   

In December s Pre-Budget Report 2004, the Chancellor asked the DMO to consult 
market participants (by 21 January 2005) on the possible introduction of additional 
gilt instruments, specifically:  

 

Ultra-long (circa 50-year) conventional and index-linked gilts; and 

 

Ultra-long (circa 50-year) conventional and index-linked annuity type gilts. 

Rather than paying semi-annual interest followed by a bullet repayment on the 
maturity date, a conventional annuity type gilt would make a regular fixed payment 
that would include both interest and some repayment of the principal. 

The DMO s Issuance of ultra-long gilt instruments Consultation Document dated 2 
December 2005 also shows that initial consultation proposed that the issuing of 
index-linked bonds with limited price indexation properties (LPI bonds).  However, 
this was rejected on the grounds they are likely to appeal to only a limited group of 
investors and may lead to fragmentation of the gilts market with a resulting loss of 
liquidity.   

Longevity Bonds

 

In December, the Governor of the Bank of England called on the Treasury to 
consider issuing longevity bonds as a way to tackle Britain s pension crisis. It was 
proposed that private annuity providers could use them to hedge aggregate longevity 
risk.  The return from longevity bonds would be contingent on a reference 
population s longevity.  This proposal was formalised in the UK Debt Management 
Office s (DMO s) Issuance of ultra-long gilt instruments Consultation Document 
dated 2 December 2005. 

The proposal was welcomed by the actuarial profession but warned they could 
represent a risk to future generations of taxpayers, as it would involve the 
government in underwriting longevity risk. 

Index-Linked Gilts

 

The DMO also announced that new index-linked gilts issued from 2005-06 will use 3 
as opposed to the current 8-month indexation lag to the RPI.  This reflects the 
adoption of a 3-month lag as current international best practice.  The indexation 
methodology and relevant formulae are shown in the UK Debt Management Office s 
(DMO s) Issuance of ultra-long gilt instruments Consultation Document dated 2 
December 2005.  
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Collateralised Debt Obligations (CDO s)

  
During the last several years, Collateralised Debt Obligations (CDO s) have gained 
popularity as an asset class.  CDO s were a natural development in securitisation, 
first introduced in 1988.  In broad terms, in all these structures a portfolio of securities 
is transferred to a special-purpose vehicle (SPV) which in turn issues tranches of 
securities of different seniority to investors in the capital market, to fund the purchase 
of the portfolio.  

The term CDO has evolved in recent years into a generic name for securitisations of 
assets such as collateralised mortgage obligations (CMO s), collateralised loan 
obligations (CLOS s) and collateralised bond obligations (CBO s)). Originally CDOs 
were developed as repackaging structures for high-yield bonds and illiquid 
instruments such as certain convertible bonds, but they have developed into 
sophisticated investment management vehicles in their own right.   

Through the 1990s CDOs were the fastest growing asset class in the asset-backed 
securities market, due to a number of features that made them attractive to issuers 
and investors alike. A subsequent development dating back to 1997 was the 
synthetic CDO.  

The main difference between a cash and synthetic CDO is that in the latter, no 
transfer of securities takes place, with the underlying reference pool of assets 
remaining on the balance sheet of the originator. Instead, the CDO s collateral pool 
consists of credit derivatives, usually in the form of credit default swaps, although 
these can also be total return swaps.  
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Property

  
Property Investment Funds (PIF s)

  
In May of last year, the Royal Institute of Chartered Surveyors (RICS) reported that 
the property industry was jubilant at the prospect of the government introducing 
Property Investment Funds, or PIF s for short.  The March 2004 Budget at last gives 
the UK property industry what it has wanted for so many years: the prospect of a tax-
transparent property investment vehicle.   

The current consultation paper, Promoting More Flexible Investment in Property: a 
Consultation (HM Treasury), issued by the government at the last Budget, calls the 
putative new vehicle a Property Investment Fund, or PIF. The UK is the only G7 
country without them and some readers may be more familiar with the principle via its 
well-established US counterpart, the Real Estate Investment Trust, or REIT.  

So, why do we need a PIF, REIT or whatever we decide to call it? The answer is that 
the tax regime in Britain has made it virtually impossible to extend the benefits of 
investing in commercial property to a wide range of individuals and smaller pension 
funds.  Not only has this deprived investors of access to a stable and generally well-
performing type of asset, but it has also limited the flow of investment funds into the 
buildings that British industry and commerce need to operate efficiently.  

The investment market has been largely limited to institutional investors or property 
companies that are large enough to buy and manage whole properties that may 
individually have a value of many millions of pounds.  

Individuals and institutions can, of course, invest via listed property investment 
companies. But for companies, rental income that comes through as profit is subject 
to corporation tax at 30 per cent. Thus investors receive only £7 for every £10 of 
rents that the companies pull in. The missing £3 cannot be reclaimed by the investors 
even if - like a pension fund - they are not liable for tax.  

Property Derivatives

  

In late 2002, the Financial Services Authority (FSA) agreed that life insurance 
companies can include property derivatives based on the Investment Property 
Databank (IPD) index when they calculate their solvency ratios.  Until the decision in 
December 2002, property derivatives were not admissible assets for solvency 
purposes, which inhibited their development.   

Currently, only one such instrument exists, Barclay s Property Index Certificates 
(PIC s), the first of which was issued in 1994.  At present, the FSA decision covers 
only simple forward contracts and swaps, rather than more exotic contracts such as 
options, which could potentially be developed later.  

In a simple derivative product such as a PIC, the issuer (in this case Barclays) offers, 
say, £100M of PIC s which will pay a return equivalent to the IPD Annual Index total 
return over the life of the PIC (typically 3, 5 or 7 years).  In this instance, the 
certificates would be backed by £100M of property from the seller of the risk, which 
receives interest (less a margin) for the life of the PIC.   

The seller is able to free up capital for short-term investment elsewhere, while 
retaining its property exposure.  The PIC buyers get exposure to the property market 
and Barclays take a margin.  The beauty is that no physical buying and selling of 
property takes place, saving on transaction costs.  Also, no stamp duty is payable. 
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More recently however6, two unnamed UK companies have recently set in motion 
what some are referring to as the first true derivatives market for property exposure.  
The derivatives contract between a life assurance firm and a property company 
works on a similar principle to those in which investors buy/sell equity and currency 
derivatives.    

In this particular instance, the property company wanted to increase exposure 
whereas the life assurer wanted to reduce exposure for the same amount.  The 
property derivatives allow the market participants to take a view on physical property 
without the expensive fees of property transactions.    

No money will initially change hands, but the firms will settle up at the end of each 
year.  Any future property derivatives market is most likely to be used by big 
companies and investment funds, although some observers question whether it will 
be possible to find enough buyers and sellers at the same time.      

                                                          

 

6 See BBC internet news article Firms lay wager

 

on UK property article of 14 January 2005.  
http://news.bbc.co.uk/1/hi/business/4175159.stm 

http://news.bbc.co.uk/1/hi/business/4175159.stm
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Section 4 : Charts
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