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Key Features of Trackers

By Noel Minogue *

In last weeks article I looked at the range and variety of Trackers available in the market today. In this article I will look at the key features of trackers in some details and discuss their implications for investors.

However before looking at features in detail it is useful to consider hoe Trackers are structured.

Trackers usually have two mail elements:

· An amount on deposit to grow to the sum required to repay the amount promised on maturity

· An option acquired by the product provider which delivers the variable return element of the Tracker

The example below shows how the structuring works


Assumptions

· 5 Year Tracker
· Todays 5 Year Interest rate is 3.75% pa
· Option giving 100% participation in SP500 ( index of US equity market) costs 20.00%
· Margin charged by product by product provide is once off 4%
Based on these assumptions the following would apply for any amount invested in a standard Tracker today

· Amount required for Capital repayment in 5yrs time; 
83.0%

· Margin charged by product provider


4.00%

· Available to purchase option



13.00%

Based on above figures the Tracker would give a participation rate of 65% i.e. 13% (amount available to buy option) as a percentage of 20% (cost of 100% participation)

Note

Above figures for illustration purposes only do not necessarily represent the actual pricing of any Tracker product

The above example shows the structuring of a basic Tracker. Over the years many features have been incorporated into Trackers. The main such features are:

· Less than 100% Capital Protection: This reduces the amount required to be invested to provide the promised capital repayment and accordingly makes more available for option purchase resulting in an increased participation rate

· Minimum return provided for: This has the opposite effect i.e. increasing the amount to be invested today and reducing the amount available for option purchase resulting in a reduced participation rate.

· Averaging index performance at end of term: This feature is added to reduce exposure to a sudden marked fall close to maturity date.  Investors should be aware that averaging reduced exposure to a market rise towards the end of the term.  Averaging has the effect of reducing the effective term of the Tracker and accordingly can bring down the price of the option and give scope to increase the participation rate.

· Capped Performance: Capping performance sets a maximum amount of return which can be earned.  Capping the upside reduces the option cost enabling the participation rate to increase.  In relation to the above example if one capped the return at say 35% one may achieve a 100% participation.  The issue then for the investor is whether a 65% participation with no cap is more attractive than a 100% participation with a 35% cap.  In this example the neutral position is an index growth of 54% over the period.  If the index increased by less than this amount the capped product gives the better return whereas if the index increases by more than 54% the uncapped version gives the better return.

If the margin taken by the product provider is the same each version effectively offers the same value.  The key issue is which is most suited based on the investor’s needs.

· Currency Hedging: Most Trackers in Ireland give returns in euro irrespective of the equity market being tracked with the investors having no exposure to relative currency movements during the life of the Tracker.  However Trackers which also contain an exposure for the currency of the equity market being tracked i.e. US$ in the above example, can be easily structured.

· Annual Lock-in of Return: Some Trackers lock in gains each year which protects against index declines in subsequent years.  However lock-ins make the option more expensive resulting in a reduction in the maximum return which can be achieved.

These are the more common features of Trackers.  However as trackers became more complex other features such as tracking of stock baskets rather than an index, a limited amount of active management, varying participation rates depending on market performance and gearing have been incorporated into some Trackers.  However a detailed discussion on these more complex features is beyond the scope of this article.

In general an assessment of the attractiveness of the features outlined above is more to do with the preferences of the individual investor rather than the value being provided by the product.  As shown above an improvement in one feature requires a disimprovement in another feature.

Next week in the final article on Trackers I will consider the merits of trackers as an investment product.
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