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Two numbers appear in almost every fund review: tracking error and volatility. They are often read as if they measured the
same thing, and a fund with low tracking error is often assumed to be the safer choice.

They measure different things. Confusing them can lead an adviser to pay active fees for a portfolio that carries all of the
market's risk, and in Australian equities that combination is common.

What each number measures

Volatility measures how much a fund's returns move up and down. It is the standard deviation of returns, usually

annualised. It is the closest single number to what a client actually experiences: the size of the swings in their account.

Tracking error measures how differently a fund's returns move from its index. It is the standard deviation of the difference
between the fund's return and the index's return. It says how far a fund strays from the index. It says nothing about

whether the fund is volatile, and nothing about whether being different has been good or bad.

A fund can be very different from the index and still be steady. A fund can hug the index closely and still swing as hard as

the market does, because the market is what it is hugging.

Why the difference matters

Put the two measures on a grid and four kinds of fund appear.

Tracking error and volatility answer different questions. The top-left corner is index risk at active fees.

Low tracking error, high volatility. The fund looks and moves like the index. The client carries the market's full risk and
pays an active fee for it. This is the corner that deserves the most scrutiny, and it is the one a low tracking error figure can

make look safe.

High tracking error, high volatility. Different from the index, and at least as bumpy. The difference may be rewarded, but
the client should expect a rough ride.

Low tracking error, low volatility. Uncommon in Australian equities, since tracking the index closely means carrying most

of its volatility.
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High tracking error, low volatility. Different from the index, and steadier than it. A fund only reaches this corner
deliberately, through the way its portfolio is built.

The industry's habit of calling tracking error "risk" treats the left-hand side of that grid as the goal. For a client, the

question is closer to the reverse: is the fund's difference from the index buying a better experience, or just a different one?

What clients are paying for

An active fee pays for a portfolio that is different from the index. An index fund delivers the index for a small fraction of an
active fee. So the more closely an active fund tracks the index, the less a client is getting for the active part of the fee.

The Australian market shows how often that goes unexamined. Across 135 large and mid-cap Australian share funds with a
five-year record:

The 44 funds closest to the index charged a median management fee of 0.81% a year, not far below the 0.99% charged by
the most active funds. Their median volatility, 12.5%, was essentially the index's. Measured per 1% of difference from the

index, they charged more than twice as much as the most active funds: 0.27% against 0.12%.

A client in one of those funds pays close to a full active fee, carries the market's full volatility, and receives a portfolio that

differs from the index by around 3% a year. That is a poor use of a client's money, and it is the combination a low tracking
error figure can make look prudent.

The chart also shows why the most active funds are not automatically the answer: as a group, they were considerably

more volatile than the index.
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A worked example

Here are the same measures for Merlon's two funds against the S&P/ASX 200 Accumulation Index.

Three things are worth reading from it.

Both funds are a long way from the index. Each has a tracking error above 8%, higher than around 70% of the 136 large
and mid-cap funds with a five-year record. Our portfolios are constructed without regard to index weights, so that is

expected.

That difference has not added volatility. Most funds that active were considerably more volatile than the index. The
Concentrated fund's volatility, 11.9%, is close to the index's 12.4% and slightly below it. A fund can be very different from

the market without being more volatile than it.

The Income fund is materially smoother. Its volatility of 8.6% is around 30% lower than the index's, and its beta of 0.51
means it has tended to move about half as much as the market. That is partly by design: the fund pairs its share portfolio

with a yield and hedge overlay. Its own benchmark is 70% S&P/ASX 200 Accumulation Index and 30% Bloomberg
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AusBond Bank Bill Index, rather than the ASX 200 alone. We compare it with the ASX 200 here because the question is
how different it is from the index.

What the numbers do not tell you

They do not tell you whether the difference was worth it. Tracking error measures the size of a fund's difference from the

index, not its direction. Whether investors were rewarded for that difference is a separate question, which a later lesson on
information and Sharpe ratios takes up.

Volatility is not the only risk. Standard deviation treats a sharp rise the same as a sharp fall. How a fund behaves when
markets fall, and how deep its losses run, need their own measures.

The management fee is not the whole cost. Many funds also charge a performance fee, and those are excluded from the

fee figures above. They are more common among the more active funds, so including them would widen the gap between
what the most active funds charge and what the least active ones do.

The window matters. Five years is long enough to include more than one market environment and short enough to reflect
how a portfolio is run today. A different window will give different numbers, and anyone comparing funds should use the
same window for each.

How to check a fund yourself

1. Ask for both numbers, over the same window and on the same basis. A tracking error with no volatility beside it tells

half the story.

2. Check the index. Tracking error is always measured against something. Make sure it is the index your client's money
would otherwise be in.

3. Set the fee against the tracking error. A fund charging close to a full active fee while staying within a few per cent of

the index deserves a direct question about what the fee is buying.

4. Place the fund on the grid. Low tracking error with volatility close to the index's is the corner to question hardest.

The most useful question is not "how far from the index is this fund?" but "what is that difference, and its fee, doing for my
client?"
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Disclaimer.

This document has been prepared by Merlon Capital Partners Pty Limited (ABN 94 140 833 683 / AFSL 343 753) (Merlon).

The advice contained in this document is general advice. It has been prepared without taking account of your objectives, financial situation or needs and because of that, you should, before acting

on the advice, consider the appropriateness of the advice, having regard to your personal circumstances. You should also consult a licensed financial adviser before making an investment

decision.

Any investment in a Merlon Fund (Fund) needs to be made in accordance with the Product Disclosure Statement (PDS), Additional Information Booklet and Target Market Determination (TMD).

Investors should consider the PDS, Additional Information Booklet and TMD before deciding whether to invest in a Fund or continue to hold units in a Fund. Applications for units in a Fund can only

be made pursuant to the application form relevant to that Fund. Distributors of our products must consider our TMD. You can access the relevant PDS, Additional Information Booklet and TMD at

the Merlon website: https://www.merloncapital.com.au/

Any projections contained in this communication are estimates only. Such projections are subject to market influences and contingent upon matters outside our control and therefore may not be

realised in the future. Investing involves risk including the risk of loss of principal. Please note that investments are subject to market and other risks and there is no assurance or guarantee that the

intended investment objectives will be achieved. An investment's return and an investor's principal value will fluctuate so that, when redeemed, an investment may be worth more or less than their

original cost. An investment's current performance may be lower or higher than the investment performance noted within the article. Past performance is not a reliable indicator of future

performance. Any reference to past performance in this article is intended to be for general illustrative purposes only and should not be relied upon.

While we believe the information contained in this article is based on reliable information, no representation or warranty, express or implied, is made as to the accuracy or completeness of the

information and opinions contained in the article. While every care has been taken in the preparation of this material, to the fullest extent permitted by law, Merlon its respective officers, directors,

employees or agents, disclaim any and all liabilities for any loss or damage (including consequential loss or damage) howsoever arising in connection with the use of this article or its contents.

https://www.merloncapital.com.au/

