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Question
I'm striving to learn more about the risk and benefits of investing in partnership or trust units:More specifically how to evaluate such investments. I have searched unsuccessfully for reading materials on this subject. It's my understanding that S&P has or is about to launch a comparative index ffor trust units. 

Your help with this will be gratefully appreciated. 

Answer
This is a very good question. I am glad you are investigating the risks involved in trust units, as they tend to be substantially more risky than most investors realize. Too many people jump in when they see the large yields, only to be blindsided by falling distributions and tumbling stock prices. 

Most of these types of investments in Canada are oil and gas royalty trusts. Not all, but when people ask me about trusts, 95% of them are O&G. However, the risks I am laying out are not all resource specific. 

Always keep in mind that every trust or partnership is different, so you must always carefully read the terms of each unit and make sure you know what you are getting in to. There are several trading in Canada right now that are terminating trusts. In other words, the investment automatically closes forever on a certain date and the unit holders are left with sometimes nothing more than the previous distributions or a small termination dividend. You certainly don't want to make an investment and see it disappear the next year. This also includes checking the payout terms. Is the payouts a percentage of income only, or is there a return of capital involved and, if so, what is the split? This can seriously effect your tax situation as well. 

It is also important to analyze the source of each unit's income. Some of these Oil and Gas trusts have very shaky income streams. Keep in mind that they are constantly having to replenish their reserves, and that costs money. These days, it costs a lot of money, much of which will ultimately come out of the investor's pocket. Today's rich yields are somewhat artifical not only due to the recent spike in oil and gas prices (much of which has evaporated) but also because many oil and gas royalty trusts were created during periods of historically low prices. They acquired production cheaply and are now reaping the benefits. But, it won't last forever. In fact, several O&G Trusts have hinted that they will have to reduce payouts very soon in order to replace reserves which will cost them a lot more now than in year's past. Be aware of that and if you buy an O&G Trust, try not to get sucked into one that is facing rapidly rising costs. 

Also be aware that the prices of trust units tend to be extremely volitile during times of fluctuating commodity prices. The underlying reason is because their income payouts to shareholders are in no way guarenteed - many of these oil and gas trusts that have been around for a few years went through a difficult time where their payouts to shareholders dwindled to almost nothing as they were not making money. If you can, call up a long-term graph (5 or more years) and you will see what I mean. It was quite a scandal several years ago when certain brokerage firms sold these trusts to retirees as a stable source of income only to see the distributions disappear. For that reason, trusts should never be owned by those people who NEED the income stream. That is not to say that income oriented investors cannot own a royalty trust - they can have a place in a well diversified portfolio. However, no one's portfolio should be too heavily invested in them, due to the high risk factor involved. 

That pretty much covers the risks. The benefits are that they can provide high level of income distributions during the good times, and depending upon your tax situation that could be a very good thing. During times of rising commodity prices, the commodity based royalty trusts have enormous leverage and the price of the units tend to outperform. 

Trust and Partnership Units are very complex, and because of the tax issues I highly recommend you consult with a qualified expert to help you before you invest. 

Hope this helps, 
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