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Pro itwhen
ares fall

As interest rate rises
affect the stock
market and investors
grow wary of equities,
Niall Brady weighs
up some alternatives- .-
INVESTORSreceived a jolt in the
past two weeks, with the Iseq index
of Ireland's leading shares slumping
6% in the first 10 days of June as
fears have grown that a prolonged
period of high interest rates world-

. wide will derail economicgrowth.
The Iseq has recovered some lost

ground and closed at 9659 on Fri-
day.A growing number of experts
are now warning that there could be
further trouble ahead, and are urg-
ing investors to protect their profits.

The sell-off in Irish shares was
echoed around the world, with
Europe's Euro Stoxx 50 index and
America'sDow Jones index taking a-hiJ... .-.

Fears that creeping interest rates
will hit company profits are making
investorswary of equities,according
to a global poll of fund managers
published last week by Merrill
Lynch.It found that more of them are
switching to cash because they
expect stock markets to be volatile
over the coming months.

"Markets are driven by interest
rates and earnings, and people have
been slightly more cautious on both
fronts in recent months," says
Eugene Kieman, of Allied Irish
BanksInvestmentManagers. "There
willbe some short-term turbulence."

Rossa White, an economist at
Davy, the stockbroker, says stock
markets have yet to adjust to higher
interest rates."Wecouldsee a bitof a
correction,as happened in February
or in May 2006." One of the biggest
worries is that mergers and acquisi-
nons. a big driver of share values,
will dry up as debt becomes more
expensive.

Investors need not panic, how-
ever. There are plenty of schemes
designed to enable them to profit,or
at least to avoid losing money,what-
ever the market conditions.
--- -



Right track
Tracker bonds seem to offer the best
of all worlds: the chance to make
money if the market rises, plus full
capital protection if they fall.

One bond promising this is
Momentum Advantage 2 from Mer-
cury Wealth Management, which is
open until June 29 to investors with
at least €lO,OOO to put away. They
will receive 90% of any growth in a
basket of five stock market indices
over the next six years.

Many investment experts, though,
dislike tracker bonds. Richard Mor-
ton, of Moneywise, an authorised
adviser, says: "I advise clients to
avoid them because tracker bonds
do not physically buy any shares -
they hold financial derivatives that
track an index.

"This means that investors do not
benefit from dividends paid by the
companies included in the index. So
they miss out on an important part of
the overall return."

Eamon Porter, of Aspire Wealth
Management, says that even with
capital protection, investors could
still lose money. "The only guarantee
is that you'll get your money back at
maturity, in maybe six years' time.
But after six years of 5% inflation,
this means your money will be worth
about 25% less than when you
started off, if there's been no invest-
ment growth."

Having to wait until maturity to get
their money back can be a drawback
for investors in itself. "People go in
for the guarantees without realising
that they'll be prevented from getting
their money back earlier if they need
it," Porter says.

Momentum Advantage 2 seeks to
avoid this pitfall by offering the possi-
bility of early maturity if stock mar-
kets perform well. In the best-case
scenario, investors could exit with a
20% return after two years, 30%
after three, 40% after four years or
50% after five. Otherwise, they are
locked in for the full six years.

Protection
Protected bonds put investors' cash
into real assets, such as equities,
property and bonds, rather than
financial derivatives that simply
mimic the experience of investing.
This means they benefit from the
income paid by these assets, includ-
ing dividends paid by shares owned
by the fund.

For those who refuse to invest with-

out safeguards, Morton suggests
New Ireland's guaranteed Evergreen

fund, a protected bond that allows
investors to get their capital back
after six years, no matter what hap-
pens to stock markets.

Irish Life's protected Consensus
bond also gives capital protection
after six years.

Another alternative, suggested by
Porter, is Eagle Star's range of pro-
tected funds. They place a floor
under the value of investments by
guaranteeing that they will never
drop below 80% of the highest price
recorded by units within the funds.

This is a useful protection mecha-
nism for investors when stock mar-
kets are falling, although it does not
shield investors entirely from risk.

For example, €lO,OOOinvested in
Eagle Star's Dynamic managed fund
in 2000 would have dropped to
€6,184 by the time stock markets hit
rock-bottom in March 2003. If the
same money had been invested in
the protected fund, however, the fall
in value would have been limited to
€8,729.

The trade-off is that this product
does not do as well as other invest-
ments when stock markets rally. A

€lO,OOOinvestment in the protected
fund in 1993 would have been worth
€22,180 five years later. The same
investment in Eagle Star's Dynamic
fund, with no safeguards, would
have been worth €31,027.

The reason is that protected funds
play it safe, investing less money in
equities to make it easier for them to
honour their guarantees. But this can
also be a serious handicap, leaving
investors paying dearly for their cau-
tion. For example, those who
invested in Friends First's protected
equity fund Series 2 in March 2004
would have made only 15% over the
last three years - considerably less
than the 42% return posted by the
average managed fund over the
same period.

Eamonn Twomey, head of market-
ing at Friends First, blames the
return on bad timing. "Very soon
after its launch, stock markets took
a dip and we lowered the proportion
of equities in the fund," he says.
"Because of the structure of the
fund and the nature of the underly-
ing guarantees, it did not
recover along with the markets. Per-

formancewas depressed because of
that timing."

Spreading risk
Instead of ducking for cover with
tracker or protectedbonds, investors
might be better off spreading their
money across a broad range of
different assets, including equities,
bonds, commercial property and
commodities."I try to talk people out
of anything with a capital guarantee
because guarantees cost money,"
says Morton. "They're only worth-
while if the only alternative is to
leave your money on deposit."

For those prepared to take a
chance, he likes the Trilogy fund
from Bloxham Stockbrokers and
New Ireland. Although it has no
safety net, Trilogy seeks to reduce
risk by investing in equities, prop-
erty and bonds, and it regularly
switches the mix in response to
market conditions.

The target allocationis 50% equi-
ties, 40% property and 10% bonds,
says Bloxham's Niall Tinney. Equi-
ties, though, accountfor 58% ofTril-
ogy at present, while property has

\
slipped to about 32% of the fund.

"The property element has been
reduced because it's becoming more
difficult to source suitable property,"
says Tinney. "We've increased the
equity weighting while waiting for
something to come up on the prop-
erty side."

The high equity content, though,
is more than just a stopgap. Rising
interest rates may have clouded the
short-term outlook, but Tinney says
the fund will always have a high
exposure to stocks and shares.

"If anything, the stock market wob-
bles of the past two weeks have been
a buying opportunity - in the same
way as in February or May of last
year," he says.

"Trilogy is less affected because it
has a higher property content than
other managed funds, which might
have as little as 6% in property.

"It also invests only in shares that
have high dividend yields. They pro-
vide a safe haven because they are
less affected by market drops than
other equities."

And right now, safe havens are In
big demand.


