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MONEY MATTERS

HOW CHARGES CAN DAMAGE YOUR INVESTMENT RETURNS

Have you ever wondered when stock markets appear to be riding high why your own investments are not keeping pace with them or when they are falling why your investments are falling even faster? 

The reason could be that you are not in the right asset classes at that point in time. If you have been investing mainly in the US stock markets for the past couple of years you should be doing very nicely, but if your money was in emerging markets or commodities you would probably be showing a significant loss. But stick to your guns; asset classes move in cycles.
But even if you had been fortunate to pick the right market at the right time it is unlikely your investment will mirror the performance of the markets. The closest you can get is by buying ‘index funds’ or ETF’s (Exchange Traded Funds) which invest directly in the basket of shares that make up the respective index. But you still have to face fees to cover brokerage, management, custodian and other costs.
So if you are going to be faced with fees anyway, why bother with index funds when for an additional charge you can select actively managed funds and enjoy a higher return? One good reason is that actively managed funds often underperform the indexes. There are good arguments both for and against active or passive, but investing in an index fund does help to lower the charges. A wise approach is to have a mix of ‘active’ and ‘passive’ funds.
But people do not usually buy funds directly
Indeed, most expat investors will buy their funds through one of the international life companies or similar ‘platforms’. From a practical point of view it makes sense because you need to make just a single application to one of the financial institutions and it will then invest in a selection of funds on your behalf. 
To invest directly with fund houses you would need to go through a lengthy application process, prove your identity, your residential address, your tax residency and source of funds with each one as part of their strict anti-money laundering requirements. If you live in Indonesia there may be additional requirements as Indonesia is listed as a ‘Category 3’ country where applicants attract closer scrutiny. Just proving your address alone in Bali can be a nightmare as many have found.
If you have to go through this process to buy a single fund you can imagine the hassle if you want to buy from a dozen fund houses. You would probably have to give up your day job to keep up with the paperwork.
No wonder then that people prefer to go through the process just once and let the life companies or investment platforms handle the paperwork to buy and sell the funds.

But using life companies comes at a cost

There is no question that the big life companies have provided a valuable and essential service to millions of investors around the world. So what is the problem now? Several decades ago investors often enjoyed double digit returns annually. Investment projections would regularly quote 12% as the upper annual return estimate. Investors hardly noticed the charges being taken out of their profits. But since the Global Financial Crisis in 2008 returns have shrunk, yet charges have never been reduced so their impact is now much greater on overall performance. The impact is felt even more by smaller investors who don’t benefit from the higher allocations given to larger investors.
Indeed the difference is such that I have to advise small savers that their money is best kept in the bank, even at zero interest. This is because a typical life company will charge an extra 5% on units purchased if the monthly saving is less than US$500. Larger investors who can save say US$2,000 a month will have no initial charge but will be given an extra allocation of units with each premium paid. But even at the higher level a loss would be incurred if the underlying funds gave a zero return. Success is still conditional on maintaining the plan in full. Early surrender or a reduction in premium can incur heavy charges. This is where many people lose out, especially after a period of poor performance. The penalties involved by early surrender mean taking a double hit. Patience is essential with long term investing if you want to avoid unwelcome charges.
Portfolio Bonds – now an expensive option

For decades, portfolio bonds have been the most convenient and efficient means of access to a universe of thousands of funds as well as a means of buying stocks and bonds without going through a long buying and selling process. To buy or sell funds you or your adviser simply complete a dealing sheet and fax or e-mail it to the life company. Valuations can be viewed online 24/7 via the life company or intermediary’s website. All very convenient.
The charges are quite high however and once again that was not a problem during the years of high returns. But that has changed, particularly since the 2008 crisis and investors now struggle to even cover the charges, many of which are ‘hidden’ such as bank and foreign exchange charges and custodian fees. This is particularly so in the case of ‘small’ portfolios of say under $100,000 since the impact of a fixed annual administration charge of around $500 on top of annual charges represents a much higher percentage than is the case in a million dollar portfolio.
However, there are now some good alternatives such as ‘mini-bonds’ which offer fixed menus of 200 or more funds covering all the main asset classes, but at a much lower cost than an open architecture portfolio bond. Also, more cost-effective non-life company platforms are now moving in with much lower charges, yet allow the same access to thousands of funds. At least one of them is offering incentives to transfer from existing bonds and benefit immediately from lower charges. 
Many fail to realise that if they take a partial withdrawal their charges are still based on the original investment. In such a situation, provided the bond has been running a number of years and is free from surrender charges it may be cheaper to bale out or switch to a non-life platform. The need to act can be even more pressing if your portfolio holds suspended funds as you will still be paying full charges, even on a fund which may be worthless.
As I see it, the life companies still offer good products with their mini-bonds, savings plans and life insurance but the old portfolio bonds are now way too expensive.

Apart from the above, how else can we reduce charges?

If you are paying credit card charges to fund a regular savings plan you may find it is possible to switch to a bank that offers a Debit Card with no charge. 
As a rule of thumb, the larger your investment or savings plan, the lower the charges in percentage terms and these charges usually reduce also as the years go on. But the environment is not easy for small investors. Things may improve as interest rates rise and inflation returns. That’s when no-one should be out of the markets!
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