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Investment Merits of Trackers

By Noel Minogue*

In articles over the last two weeks I have been looking at what a Tracker is, the key features which apply and how these interact with each other. In this final article on Trackers I will consider the merits of Trackers as an investment product.

When considering the merits of any investment product there are a number of aspects to take into account:

· The investment risk associated with the product.

· The potential of the product to generate returns.

· The costs involved.

· The investment time period involved.

· The degree of flexibility available in relation to your investment.

Investment Risk: Unlike many investment products it is relatively easy to quantify the investment risk associated with Trackers, especially in relation to the capital sum invested. In most cases Trackers provide a 100% protection of initial amount invested. Where less than 100% protection is provided the level of the risk element is clearly shown. However investors should realise that while the initial investment may be fully protected, the real value of their investment will fall over time through the impact of inflation if no investment return is generated. This issue of the real value being eroded through inflation is of more relevance in the context of Trackers than other investment products due to their long term lock in requirement, usually five to six years.

Return Potential: In general Trackers give returns linked to equity markets and accordingly their potential to generate investment returns is directly related to the performance of equity markets. Historically equities have outperformed risk free investments such as deposits, but this outperformance is not guaranteed for any specific time period.

While Tracker returns are linked to the performance of equity markets the Tracker returns can be substantially different, either positively or negatively, than the equity markets they are linked to.

Firstly most Trackers track what is called a “capital only” index. This means that the option purchased does not include dividend income. Dividends can be a material part of the total return from equities overtime depending on the market involved. The current dividend yield for the major markets varies from 3.6% for the UK market to 0.9% in Japan. Trackers could acquire a “total return” index which would include dividend income. However such an option would be more expensive resulting in participation having to be reduced. As outlined in last weeks article an improvement in one area requires a trade off in an other area. However contrary to what some commentators on Trackers would imply the dividend income does not accrue to the product provider. Most providers concentrate on the growth potential of equities and utilise the money available to purchase participation in that growth rather than income,

The general Tracker will also usually give a return less than the markets being tracked as due to today’s low interest rates the amount available is insufficient to purchase 100% participation or in the case of a basket of indices or stock there maybe certain performance formula applying which makes it difficult for the Tracker to match the performance of the basket being tracked. An investor can achieve a return, capital plus income, available from any of the major equity markets through investing in a passively managed fund which tracks the index. However passively managed funds do not provide capital protection. The likely lower performance from a Tracker represents the real cost of providing this protection.

Certain Tracker structure do provide the possibility of outperforming the equity markets they are linked to. Such Trackers usually have high participation rates with low caps or annual “lock ins”. To outperform these structures require low market returns or a volatile market.

Costs: In last weeks article I showed how Trackers were structured and priced. The key factors in pricing a Tracker are interest rates, option prices and margin or fee charged by product provider. One of the criticisms of Trackers is that the fee is not transparent as terms offered are net of any charges. There is a difficulty with having the actual charge quoted at the outset as many providers do not lock in either the interest rate or option cost until fund raising is completed and the actual amount to be covered is known. With plenty scope for the interest rate and option price to vary during a typical six weeks offer period the margin to the product provider can be a variable amount with the provider carrying the risk of any reduction in interest rate or increase in option price. For example a 0.25% change in interest rates will change margin on a six years product by a little over 1% in a similar direction.

In general Tracker fees are in the region of the equivalent of 0.75% to 1.0% per annum. At this level they are considerably lower than the total annual expenses of an actively managed fund.

Time Period: Most Trackers are for a period of between four and six years. While this may appear long it is in line with the minimum time period recommended for equity investment irrespective of the product involved.

Flexibility: Most Trackers provided for very little flexibility during the investment term. Capital protection and investment terms apply only when the investment is held for the full period. Any early encashment if possible at all, is based on the market value at encashment which could be less than the initial investment depending on the period to maturity, change in interest rate since investment was made and performance of the investment basket being tracked. Investors should only commit funds to a Tracker where they are confident that it can be held for the full term.

Conclusion: Trackers are suitable for some investors. They are most suited to those who require protection for the initial capital invested and are prepared to trade off an element of equity performance (which can be substantial) and flexibility in exchange for this capital protection. In general these are deposit type investors but prepared to trade off current low interest returns for the potential of higher returns from Trackers.

Trackers are not very suitable for those investors who are looking for equity returns over the medium or longer term and understand, and are prepared to accept, the risks associated with equity investment. Actively or passively managed funds offer better return prospects and much greater flexibility (although with no capital protection) for this category of investor. These products are the subject of separate articles in this series.
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