It’s time to
weigh up the
odds when
you look

at absolute
return funds

Promising the best of both worlds often
means the opposite, warns Jeff Salway

Absolute Return

HEY are the funds that prom-

ised the best of both worlds and

investors have duly ploughed

millions of pounds into them
but are they delivering?

Absolute return aime o provide re-
turns regardless of prevailing ecconomic
conditions, an appealing notion in a
climate marked by continued volatility,
uncertainty and low confidence among
investors.

Thowsands of investors and pension
savers have diverted money into the
funds after being told they would enjoy
returns even during turbulent times.
Many are currently nursing losses, how-
ever,

With several years of performance
records under the belts of the older ve-
hicles in the sector, experts warn that
absolute returns funds are falling short
of their promise,

“When times are tough, the invest-
ment industry has an uncanny knack
of manufacturing a shiny new prod-
uct which claims to provide a solution
to falling markets - but in reality does
nothing of the kind,” said Barry O'Neill,
investment director at Carbon Finan-
cial in Aberdeen.

Some £350 million of private inves-
tors’ money went into absolute return
funds in May alone, according to the
Investment Management Association,
putting it among the best selling see-
tors.

The biggest is the £113 billion Stand-
ard Life Investments global absolute re-
turns strategy (Gars) fund run by Euan
Munro, to which investors added more
than £670m in the three months to the
endof June,

“The main selling point of absolute
return funds is fear and the purported
downside protection if there is a stock
market crash (or crash in other asset
values like corporate bonds)™ said lain
Wishart, of Wishart Wealth Manage-
ment in Edinburgh.

“You could argue that an investor
whao is fearful shouldn't be investing
in the first place and should just de-
posiL”

There are 72 funds in the sector, just

29 of which have produced a positive
return over the last year,

Half have performance figures going
back three years. And of them, more
than half have failed to produce returns
matching or beating inflation, includ-
ing six that have lost money (sec table).

Over three years, investors have
reaped average returns of 86 per cent,
while the typical fund is down L4 per
cent over the past year, according to the
Trustnet website

But there’s a huge difference in per-
formance between the top and bottom
performers.

At the top, the CF Odey Absolute
Return fund is up 55 per cont over that
time. At the other end, however, the
SVM UK Absolute Alpha fund is down

“You could argue that
an investor who is fearful
shouldn't be investing in
the first place”

lain Wishart

20 per cent over three years and more
than 9 per cent over the last 12 months,
despite its stated aim of beating cash
over 12-month periods,

As that suggests, while the average
fund in the sector has failed to beat in-
fation, returns vary significantly.

Yet they have their role when mar-
kets are turbulent. For example, in the
year to May 2009, the period in which
the banking crisis unfolded, the typical
absalute return fund grew 3.4 per cent.
With many other funds taking losses,
the ap wal of absolute return funds
seemed clear for nervous investors.

But the discrepancy in performance
is an issue, To some extent it reflects
the different strategies used by the
different funds, making it difficult to
compare on a like-to-like basis. That's
because the funds have the ability to
mvest in assets mnging from bonds
and equities to derivatives and other
opague investment tools,

While some funds stick to relatively
mainstream_assets, others employ all
the tools at their disposal,

It's fair to say that no two funds in
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Make sure you check the figures at
the weigh-in if you are considering
absolute return funds. They are
often too risky for the cautious
without rewarding risk
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the sector employ exactly the same
?lrategy. while their objectives also dif-
er.

The ra of strategies available is
the big sln:ﬁ'ieng point for absolute re
turns funds, as it that flexibility that
enables them to promise protection
against volatility,

It's also the downfall of the sector,
however, because the sheer variety of
objectives and strategies makes com-
parison of absolute returns almost im-
possible,

O'Neill said: “Some aim simply to
beat cash over a rolling time period
whilst others are more aggressive,”

For example, while around one in
three funds in the sector are equity-
foaused, around 15 are essentially fixed
interest funds. Another dozen or so
are derivatives based and a quarter are
mixed-asset funds,

Haig Bathgate, chief investment of-
ficer at Turean Connell, saidk “Investors
need to do their homework before
mvesting and be realistic about their
prospects - if a fund has very low vola-
tility with traditional equity markets

“Paying more in fees to
get a higher return might
seem reasonable but can

become expensive"
Barry O'Neill

and does preserve value, the chances
are that it will be unlikely to produce
compelling returns over the longer
term,”

But despite their underwhelming
performance so far, Bathgate believes
certain types of absolute retum funds
could yet come up trumps for investors.

“As the Furopean situation starts
to calm down in time you'd expect a
number of these strategies to start per-
forming much better,” he explained.
“We generally invest in funds which
have a bit more volatility, accepting
that it is a longer-term investment
and that we therefore shouldn't worry
about short term volatility.”

The homework investors are advised
to do when weighing up absolute re-
turns extends beyond performance and
the compeosition of the funds - look
closely at the costs too, Average charges
on absolute return funds are higher
than those on the typical investment
funed, acting as a drag on returns,

“Performance figures quoted tend to
hide the real dealing costs and fees, so
the real investor return is usually much
lower than that quoted on the fund
factsheets or advertising billboards”
said Wishart.

Keep an eye out too for performance
fees, which are particularly prominent
among absolute retum funds.

“Paying more in fees to get a higher
return might seem reasonable, but if
you end up paying 20 per cent of any
return above cash then it becomes a
very expensive investment strategy,”
O'Neill pointed out,

So if the promise of returns regard-
less of conditions appeals to you, the
message is to do your homework. If
you're not sure, there are other ways
of limiting losses while retaining the
prospect of some capital h.

“The evidence would indicate that
investors who can be patient and dis-
ciplined in the lon term, would
be better off in a well diversified low
cost investment portfolio that is rebal
anced,” said Wishart. “Don't panic out at
the first sign of volatility, Buy and hold”




