Wrap up your investments

Managed or wrap accounts are a costly but comfortable choice as all-in-one portfolios do the work for you, ROB CARRICK writes
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You've had your fling with picking mutual funds and stocks.

Now, it's wrap account time.

With a wrap, sometimes called a managed account, you and your investment adviser work together to create a portfolio of mutual funds that are often available only to big institutions and the super rich. These funds are rolled into a single package designed to produce steady performance in all kinds of market conditions. No more guesswork, no more time wasted on choosing funds and stocks that never quite jell as a portfolio.

Any of this financial industry sales hype resonate with you? If so, then you should give a wrap account some serious thought. For unschooled investors who want a simple solution and are willing to pay a healthy fee for it, wraps make sense.

For the rest of us, well, have you ever heard the expression "you're paying for the packaging"? That's wrap accounts for you.

The term wrap account is a fairly broad one, encompassing products sold by staff in bank branches, by financial planners and brokerage investment advisers. Branch-sold wraps are the mass-market side of the business, while brokerage-sold wraps are the high end.

Research firm Investor Economics says high-end wraps had about $25-billion invested in them at the end of last year, compared with $35-billion for mass-market products. But there's clearly more of an emphasis on selling wraps at the high end of the market, where the minimum investment can be $25,000 to $100,000. Investor Economics says assets in high-end wraps grew by a compound average annual 20.5 per cent over the past five years, compared with 7 per cent for mass-market wraps, where you can buy in for as little as $2,000.

Let's take a closer look at high-end wraps.

The packaging
Start with a fancy name that tastefully suggests something out of the ordinary. BMO Nesbitt Burns calls its wraps Quadrant, BluePrint and Advance, while RBC Dominion Securities has Parameters, Scotia McLeod has Summit and Pinnacle, CIBC Wood Gundy has Frontiers and TD Waterhouse's financial planners have MAP, for Managed Asset Program. RBC DS and Scotia also sell Sovereign and LifePoints.

Some wraps are like the FundSmart version of TD's MAP in that they're made up of in-house and third-party mutual funds that you can buy on your own. However, most high-end wraps are based on institutional funds that are invisible to retail investors. These funds are usually chosen and monitored by an outside company that will fire poor performers and replace them as necessary.

The funds associated with a wrap program are used to build pre-set portfolios that range from conservative, income-oriented products to all-equity offerings for very aggressive investors. You're assigned one of these portfolios according to your risk tolerance, age, goals, assets and so on.

Other wrap services include account rebalancing to make sure your investment mix stays on plan, and highly detailed account statements to show how you're doing.

Steve Geist, president of TD Mutual Funds, sums up wraps this way: "The appeal, really, is what we call embedded advice, or professional management. It's a pretty easy product to buy and hold for a client, and for an adviser to sell."

The science
Underlying the wrap concept is the widely accepted idea that your mix of investments is the most important aspect of portfolio building. Proper diversification controls risk and helps add a measure of consistency to your returns.

Wraps offer more effective diversification than many investors can achieve through buying various individual mutual funds, said Doug Coulter, vice-president at RBC Investments.

"You really could use mutual funds if you wanted," Mr. Coulter said. "But what you'd miss out on is someone giving you guidance on what the styles were for each of those mutual funds and whether, when you sew them altogether they make sense as a portfolio."

The cost
Wraps are typically sold with no up-front commission or deferred sales charge that applies if you want to exit after a few years. The continuing costs of ownership are either charged directly to your account or deducted from gross returns as mutual funds do.

These fees can in some cases be less than comparable mutual funds, especially if you have an account of significant size, say $500,000 to $1-million. More often, though, wraps cost the same or more than funds.

A balanced wrap tilted toward equities rather than bonds might cost as much as 2.5 to 2.95 per cent, which compares with management expense ratios of 0.55 per cent to 2.75 per cent for the largest dozen Canadian balanced mutual funds. Of course, higher fees will drag down performance.

If you have to liquidate a portfolio of stocks and mutual funds to move into a wrap, there should be zero cost beyond any fund deferred sales charges that might apply.

Compensation for advisers
Given the lack of purchase commissions, wraps are less lucrative to advisers initially. Over the long term, though, wraps can be a fair bit more profitable for advisers and their firms.

The key here is the stream of trailer fees paid to advisers for looking after their wrap clients. Whereas an equity mutual fund might offer trailers of 0.5 to 1 per cent of client assets per year and a bond fund might pay up to 0.5 per cent, a wrap could be as high as 1.1 to 1.5 per cent.

Wraps are especially profitable for advisers and their firms when a client is moved from a portfolio of mainly stocks. Whereas the client may have paid only sporadic trading commissions with the stocks, he or she would be locked into paying a steady stream of fees in a wrap. Much the same can be said when a client is moved into a wrap from low-MER funds.

What investors think
Here are some observations from a financial industry consultant who has interviewed investors about wraps.

Likes: "Plenty of investors like the fact that they've got access to a manager they probably wouldn't have access to otherwise."

Dislikes: "In some cases, people wonder what role their adviser is going to play. The question becomes, why am I paying this guy?"

Cost: "The sense we get from talking to some investors is that they find wraps expensive."

A Wrap in Action - Quadrant from BMO Nesbitt Burns.
Minimum investment: $50,000/$100,000 for registered accounts.

What you get: An investment policy statement that sets out your asset mix based on an investment questionnaire you complete.

A portfolio of institutional mutual funds chosen by SEI Investments, a well-known investing consultancy firm. The funds are diversified according to asset class, investment style, market capitalization, investment manager and geography.

Automatic portfolio rebalancing whereby Nesbitt Burns will make adjustments whenever your holdings get more than five percentage points away from your asset allocation plan.

Quarterly account statements that include more detailed reporting than you get with traditional fund or brokerage accounts. For example, you'll find year-to-date returns, annualized returns and returns since the account was opened.

Fees: Balanced, growth and all-equity portfolios start at 2.50 per cent annually, charged in quarterly instalments directly to your account. Up to an additional 0.20 per cent is charged to cover fund operating expenses.

Five-year performance

(compound average annual returns, net of fees, for the period ending Jan. 31, 2004): Quadrant Growth: 3.26 per cent; Quadrant Growth (RSP): 4.79 per cent.

Quadrant Balanced: 3.48 per cent; Quadrant Balanced (RSP): 4.02 per cent.

Comparable benchmark indexes: S&P/TSX composite: 6.52 per cent. Scotia Capital Universe Bond: 6.61 per cent. 

CONCLUSION
Wraps are better than owning a disorganized jumble of mutual funds or stocks, but savvy investors and advisers can do just as well or better without them.
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