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	               How to invest ...

... IN ORDER TO PARTICIPATE IN THE UPTURN BUT AVOID LOSSES

· NEED FOR CAPITAL PROTECTION

· DANGER OF MISSING OUT ON THE UPTURN

· callable equity linked note

· ALTERNATIVE INVESTMENTS




MAKING INVESTMENT DECISIONS IN THE CURRENT MARKET CLIMATE

Few analysts expect to see a return to the spectacular stock markets of the 1990s. However, they disagree on the medium-term outlook, forecasting both further losses and a strong recovery. In these times of uncertainty, investors need an investment that protects them against losses but also offers maximum participation in the equity market. 

WHaT is A CALLABLE Equity linked Note?

The Callable Equity Linked Note (ELN) offers an interesting structure that combines in one investment these two requirements: complete capital protection; and attractive participation in the equity market. 

EXAMPLE: THE 2% CALLABLE EQUITY LINKED NOTE ON THE DJ EUROSTOXX 50

The 5-year Callable ELN on the DJ EUROSTOXX 50 guarantees 100% capital protection and an annual coupon of 2%. The investor also participates in the underlying index at 50%. This means that for each percent by which the EUROSTOXX 50 exceeds the current level at maturity, the investor receives an additional half a percent upon redemption. If, at maturity, the index is below the current level, the capital is nevertheless returned to the investor, who has also received an annual coupon of 2%. 

“Callable” is a characteristic primarily associated with interest-bearing securities. It implies that the issuer, i.e. the bank issuing the note, has the right to call in the note early at given points in time. The price paid by the recalling bank depends on the point in time at which it recalls the note. In the case of the Callable ELN discussed here however, it is always substantially more than the invested amount and therefore provides the investor with a high return that by far exceeds the return on a comparable bond (cf. table 1). 

The Callable ELN described here is therefore the ideal choice for investors seeking an equity-linked alternative to fixed interest investments.

Alternatively, if investors choose a product without the guaranteed annual coupon of 2%, they participate in the underlying share index at 100% and earn the full positive performance of the index as long as the note is not called in early. Should the index turn in a negative performance, 100% of the investors’ capital is protected. The call levels at which the note is paid back prior to maturity are also higher than those on the Callable ELN with cou​pons (cf. table 2).  

Investors in both types must bear in mind that it is very unlikely that the note will be called in after just one or two years. The index would have to rise very sharply for this to happen. Although redemption after four years is quite probable, it is more likely that the product will not be called in and that the amount repaid will fully reflect the performance of the index at maturity. 

POSSIBLE SCENARIOS AT MATURITY

The following section outlines three possible scenarios for the Callable ELN without coupons. Figure 1 shows a fictitious index performance, where the note is not called in until maturity and the amount to be repaid depends on the level of the index at maturity. The index performance was 52% over 5 years and investors therefore receive back 152% of their investment.

If, at maturity, the index is below the current level, investors are protected against losses and therefore receive 100% of the amount invested (cf. figure 2). In the third scenario, the note is redeemed at 136% after the fourth year. Investors have therefore earned a return of 8% per annum, clearly beating a comparable fixed interest security (cf. figure 2). 

The Callable ELN is therefore a good choice for investors seeking an attractive alternative to bonds. If the note is called in, they have earned a high return. If the note runs until maturity without being called in, they participate in the equity market but are, at the same time, protected against losses.

Alternative investments                                      within an investment strategy.

ALLOCATION BY RISK CLASS INCREASES THE TRANSPARENCY OF AN INVESTMENT STRATEGY

THE CORRECT DOSAGE OF ALTERNATIVE INVESTMENTS ALSO DEPENDS ON INVESTORS’ PREFERENCES

THE RISK RESERVES CONFIRM THE CURRENT ALLOCATION OF ALTERNATIVE INVESTMENTS

For some time now, equity investments have been a source of great pleasure for only a small number of investors. That is to say for those investors who backed falling share prices. Figure 1 shows that a solid, globally diversified CHF equity strategy peaked in September 2000. The accumulated loss since then amounts to around 25%. Compared to other significant bear markets over the last twenty years, this slump is lasting longer than average. Have equities had their day and should investors look around for new investment vehicles? Do alternative investments offer the ideal solution? 

Certain alternative investments have doubtless delivered better results than traditional equity or bond investments over the last three years. However, the term “alternative investment” covers a very broad spectrum, ranging from investments in low-risk arbitrage funds to high-risk private equity investments.

The alternative investment market is now so large that it offers suitable products for every risk preference, but unfortunately none comes with sound advice on its appropriate weighting in a portfolio. Investors want a structured portfolio, however. The traditional method applied to a portfolio, of allocation by asset class (liquidity, bonds and equities) alone, does not allow alternative investments to be correctly incorporated in an investment strategy in a way that reflects their risks. This requires allocation by risk class instead.

ALLOCATION BY RISK CLASS

The breakdown of an investment strategy by risk class has the advantage of allowing investors to better assess the risks they have entered into. They are also better able to grasp the nature of the various alternative investments. Finally, this breakdown more quickly highlights any shortcomings in the investment strategy.

First of all, it is important for investors to have a feel for the risks they have entered into within their portfolio. We have therefore analyzed, allocated and described the risks. We distinguish between the level of risk displayed by equity investments and that displayed by bonds. This results in the following risk classes:

Risk class Fixed interest investments: This class displays a low risk.

Risk class Equities: This class displays higher risks comparable with those of well-known share indices.

Table 1 illustrates our allocation by risk class for the «Balanced» investment objective (50% «Fixed interest investments» and 50% «Equities»).

NOT ALL ALTERNATIVE INVESTMENTS ARE THE SAME

Working within this framework, we can reallocate the investments according to their risks and obtain an overview of the different types of alternative investment and their impact on the portfolio’s risk. 

Risk-reducing alternative investments lower the risks of the entire portfolio. We call this type of alternative investment a «diversi​fication strategy». Another type of alternative investment increases the entire portfolio’s chances of yielding a return. We therefore call this a «performance strategy». These distinctions allow investors to assess which alternative investment type is currently the dominant one in their portfolio. 

THE INVESTMENT TYPES ARE ABSOLUTE RETURN, ALTERNATIVE RISK TRANSFER AND PRIVATE EQUITY









































































































































































