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R02: Collective investments 2020/21 
Part 1:Open ended investments 

 
The main way of reducing risk is to hold a diversified range of assets. Most individuals have 
insufficient capital to build up a sufficiently diversified portfolio using directly held assets but 
by using collective investments relatively modest amounts can be invested in a wide range of 
different shares or bonds. 
 

• In studying these we need to differentiate between the underlying investments and the 
product wrapper which contains the underlying investments. 

• The make-up of the underlying assets determines the risk of the product whilst the 
wrapper determines its tax treatment 

 
Collective Investments can be split into two main types of wrapper: 
 

• Non-Insurance Based 

• Insurance Based 
 
This part will cover the non-insurance based products. These in turn are split into: 
 

• Open ended funds 

• Closed ended funds 
 
Open ended funds 
 
The following illustrates the main principles of an open-ended fund. 
 

Ten friends decide to set up a share investment club. Having decided how much they each 
want to invest they have £50,000 available. 
As each will have put in different amounts there has to be a way to track their holdings. This 
is done by dividing the fund into units. If they decide to split it into 100,000 units then each 
unit will be worth 50p. A member who invested £10,000 will own 20,000 units (20,000 x 50p 
= £10,000. 
 
One year later the fund has grown by 50% to £75,000 so each unit is now worth 75p 
(£75,000/100,000 units). This means the member who invested £10,000 now has 20,000 units 
worth 75p each giving a total value of £15,000. 
 
Someone else wants to join the fund and invest £15,000. As each unit is worth 75p they will 
get 20,000 units (20,000 x 75p = £15,000). Where do these new units come from? The fund 
can create new ones. The fund now has a value of £90,000 (£75,000 plus the new £15,000) 
and 120,000 units. The value of each unit remains 75p using the formula:  
 
Fund Value/number of units £90,000/120,000 = 75p 
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Now let’s say an investor wants to sell 15,000 units. These are worth £11,250 (15,000 x 75p). 
The fund reduces by £11,250 to £78,750 and 15,000 units are cancelled. The value of the 
remaining units remains 75p 
 
£78,750/105,000 units = 75p 

 
To summarise the key principles of open ended funds: 
 

• Units can be created or cancelled to match demand. 

• This results in the unit price being directly proportional to the value of the underlying 
investments.  

• The formula for calculating the unit price is Total fund value/Number of units Th eunit 
price is said to trade at Net Asset Value. 

• If the underlying investments go up by 25%, we would expect the price of the 
units/shares to also increase by 25% 

 

Unit Trusts & OEICS 
 
UTs and OEICS are both open ended funds with many similarities but important differences. 
 

• The legal structure of a unit trust is a trust. 

• The legal structure of an OEIC is a company 

• A UT issues units to its investors 

• An OEIC issues shares 

• With both the investor buys and sells directly from the UT or OEIC managers 
 
In practice 
 

• Both can invest in Bonds, Shares or Property 

• The price of units/shares is fixed once a day. 

• Most work on a forward basis which means the price the investor gets is set at the 
next valuation point after the buy or sell order is received. 

• Both can accept lump sum investments and regular savings, say monthly. 

• Both can be placed in an ISA or a Self Invested Pension Plan (SIPP) to give further tax 
benefits. 

 
Charges 
 

• A unit trust can have dual prices, a bid and an offer price 

• It will also have an Annual Management Charge (AMC) 
 

• An OEIC can only have a single price Although it can have an initial charge 

• It also will have an AMC 

• A dilution levy may be charged if there is a large single buy or sell order 
 
These points will now be covered in more detail: 
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Unit trusts – Main roles 
 
There are two main roles: the trustees and the fund management firm. 
 

• The trustee holds the assets on behalf of the investors 

• Ensures the manager invests in line with the trust deed 

• Keeps a register of unit holders and issues certificates 

• Arranges the auditing of the trust and issues financial statements to unit holders 

• Monitors the calculation of unit prices 
 

• The manager promotes, advertises the trust 

• Selects the investments for the trust 

• Deals with buying and selling orders 
 
This split between the trustee and fund manager gives a strong element of investor 
protection. As the fund manager does not own the assets, should they go out of business 
their creditors have no claim on the underlying assets as these are held by the trustees for 
the benefit of the investors. 
 
Pricing of units in a unit trust 
 
Usually a dual priced basis 
 

• The offer price, the price at which the investor pays to buy units 

• The bid price, the price at which the manager will buy back the units. 
 

• The buying or offer price takes into account: 

• The market value of the price to buy the underlying investments 

• The charges in buying these (stamp duty/brokerage) 

• Plus any initial charge 
 
The selling or bid price takes into account 
 

• Market price to sell 

• Deducting the dealing costs 
 
The bid/offer spread is the difference between these two. 
 
If demand is high the manager will set the buying price at the offer end of the spectrum. If 
demand is and more units are being redeemed than purchased it will move towards the bid 
end 
 
Offer basis means buyers pay a higher price but sellers get a good price. Moving to a bid 
basis benefits buyers but penalises sellers. 
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Unit trust charges 
 

• Initial Charge (1% to 6%) 

• Annual Management Charge (0.5% to 1.5% for equity funds, Gilt funds usually charge 
less) 

• For stakeholder status the maximum AMC is 1.5% for the first 10 years then 1% 
thereafter 

• AMC is deducted on a regular basis from the fund and reflected in the unit price 
 
 

OEIC Structure 
 

• An OEIC is set up as a company and issues shares. These aren’t traded on the Stock 
Market but are bought and sold directly from the OEIC manager. 

• It is usually set up as an umbrella fund with different sub funds below it. This gives 
cost savings rather than having a separate OEIC for each fund. However switching 
from one sub fund to another is a CGT disposal for the investor 

 
Key persons in an OEIC 
 

• The Authorised Corporate Director is the equivalent of a fund manager in a unit trust 

• The Depositary is the equivalent of the trustee 
 
OEIC Pricing 
 

• OEICS are always single priced 

• The OEIC share price will reflect the mid market price of the underlying assets 

• OEIC shares are bought at the single price plus an initial charge to cover commission 
and other costs 

• OEIC shares are bought back at the single price. 

• A dilution levy can be added to the purchase price or deducted from sales. It is 
normally imposed to cover dealing costs when there are large inflows or outflows of 
money. The dilution levy is paid to the OEIC and therefore benefits other 
shareholders as it stays in the fund. It is not paid to the manager as a fee. 

• OEICS will also have an AMC in the same way as found in a unit trust 
 

The following points are the same for both Unit Trusts and OEICS 
 

• Type of funds that are offered 

• Distribution of Income. 

• Taxation 
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OEIC and Unit Trust Funds 
 
There is a wide range of funds available ranging from low to high risk. They can invest purely 
in equities or in bonds or a mixture of both. In terms of risk they follow the underlying 
investments. If these are high risk, e.g small Far East companies, then the UT or OEIC will be 
high risk. If the underlying assets are based outside the UK, it is subject to currency risk. 
 
Managers may choose to market their fund by a risk description and there are rules on this. 
For the exam you should know these: 
 

• Cautious managed must have no more than 60% in equities.  

• Balanced Managed can have a maximum of 85% in equities of which at least 10% 
must be in non UK equities. Assets must be at least 50% in £ or Euro 

• Active managed can have 100% of holdings in equities of which 10% must be in non 
UK equities 

 
Whilst there is a wide range of funds special attention needs to be given to the following: 
 

• Tracker funds 

• Property funds 
 

Tracker Funds 
 
Aim to track a chosen index, most commonly the FTSE 100. They are also described as 
passive funds to distinguish them from active funds. With the latter, a manager is employed 
to decide what shares should be in the fund, and when they should be sold. For some 
specialist funds this may be the only option. 
 
A tracker fund uses an algorithm to try and replicate a chosen index. The arguments for this 
are: 
 

• The charges are lower than an active fund. 

• Most general funds fail to beat the chosen index over a sustained period. 

• Whilst a tracker fund will never be the best performing fund, it will never be the 
worst. 

• It takes away the risk of choosing the wrong manager. 
 

The arguments against it are: 
 

• It must slavishly follow the index. There may be a bubble in one sector which will 
result in a tracker increasing its holding. An active manager may choose to avoid that 
sector. 

• The FTSE 100 is a market weighted index which means that just under half its value is 
in the top 10 shares. At the time of writing (November 2020) the top 10 consisted of 
two oil companies, two drug companies, three consumer goods companies, one 
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bank, one drinks company, and one tobacco company. This may be seen as limited 
diversification. 

 
This imbalance is even more pronounced in the US where according to Investopedia on June 
30 2020 the top 5 shares by weighting were: 
 

1. Microsoft 
2. Apple 
3. Amazon 
4. Facebook 
5. Alphabet (parent company of Google) 

 
In December 2020 Tesla will be admitted to the S & P 500. (Under the rules of this index 
companies must make profits in two consecutive quarters which Tesla have just achieved) It 
will be one of the largest companies by market capitalisation so S&P index funds must buy 
Tesla shares and be forced to sell some of their other holdings. 
 
Tracking an index may seem simple but there are practical problems. Funds tend to use one 
of three methods: 
 

• Full replication. This is difficult to achieve as it would involve buying shares in every 
company in the index which would increase costs. 

• Stratified sampling. If for example pharmaceutical companies represent x% of the 
index, you buy this amount of shares in some but not all drug companies in the 
index. 

• Optimised sampling. Use of past data to produce an analytical model/ 
 
Tracker funds will never be able to wholly replicate the index, if only because they incur 
charges, so an important performance indicator is the fund’s tracking error This is the 
percentage difference between the fund’s and the index’s performance. 
 
Property Funds 
 

• Unit trusts and OEICS can offer property Funds that invest directly into property 

• Property funds built as an open ended structure have a potential problem that they 
may have to sell assets to pay off investors. This is difficult as property is illiquid. 

• For this reason they will tend to keep more cash than an equity or gilt fund and may 
impose a 6 month waiting period for investors to get their money once they have 
requested a sale of their units/shares. 

• The price of the units/shares is difficult to establish since the value of any property is 
only known when it is sold. 

 
An OEIC property fund can be set up as a Property Authorised Investment Fund (PAIF). 
 

• To get this status at least 60% of its assets and income must be classed as Property 

Investment Business. (40% in its first year) 

• There are three separate types of income that are classed in different ways. 
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• Property Income Distribution (PID) which is taxed as non-savings income. 

• Dividend Distributions which are taxed as dividend income 

• Interest distributions which are taxed as savings income. 

 

Distribution payments 

 

• Both unit trusts and OEICS will collect income from the fund's investments and 
distribute that to investors usually either annually, half yearly or quarterly. 

• A short while before the income is paid the units/shares will become ex dividend 
which means someone buying in that period will not receive the next distribution. 
Someone who held the units/shares before this period and sells them in the XD period 
will still receive the distribution. 

• When you first buy a unit trust/OEIC, the first income distribution will cover the whole 
period since the last one even though you didn't own the units over all this period. 
The amount you receive for the period when you didn't own them is called an 
equalisation payment. This is not subject to income tax but should be deducted from 
the purchase cost when calculating any capital gains. 

 

Taxation 
 

• The taxation also follows the underlying investments 

• A share based unit trust or OEIC will be taxed as if the investor owned shares. Gains 
subject to CGT and income is dividend income. The £5,000 dividend allowance can be 
used 

• A Gilt/CB fund is subject to CGT (note this is different to the position if held directly). 
Income is classed as savings income. It qualifies for both the Personal Savings 
Allowance and the 0% starting rate.  

• For a multi asset fund containing bonds and shares the tax treatment is determined 
by the asset split. If equities are more than 60% of the fund, income will be treated as 
dividend, if bonds are more than 60% of the fund income will be taxed as interest. 

 


