Facts and Figures

Are structured products too complex?
Frankly, yes. Nearly all financial products, including most structured products, are complex. They have this in common with many products and services that we use in our
everyday lives without giving them a second thought. For instance, ultra-fast smartphones, energy-efficient washing machines, and even train timetable apps. We hardly
notice that these are complex, and in any case we would never criticise their complexity
because we know that they make our lives easier. Does the same apply to financial products? Yes, at least for structured products. The fact is, greater complexity almost always
means lower risk for investors.
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Financial products are complex

For an introduction to structured products:
What are certificates actually for?

Back in the 1980s, there were no straightforward options for private investors keen to
hedge their securities portfolio or profit from sideways or falling markets. The prospects
were equally poor for those who wanted to match the performance of Germany’s DAX®
index without having to buy equities in its constituent companies. There was no simple
method of investing in gold, silver and oil, or of tracking the performance of international
markets. All these areas were off limits except to professional investors and remained so
until the 1990s, when the first certificate entered the market: a Dresdner Bank Tracker Certificate that tracked the DAX® on a one-to-one basis. This was followed by many other categories of certificates that revolutionised the opportunities available to private investors.

Why choose certificates?

Investment certificates and leverage products
make it possible for investors to profit both
when the price of the underlying asset rises
and when it falls. Even sideways markets can
generate a positive return. Whatever phase the
market enters, investors can still achieve an attractive return.

Large selection of underlyings and
asset classes
Structured products enable private investors to
choose from a wide range of underlyings and
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Certificates all have one thing in common. They are derivative securities for private investors and form part of a wider
category known as structured products
they are generally made up of several components. Unlike
other derivatives, investment certificates are securitised
and are thus often referred to as securitised derivatives. The
term ‘derivative’ comes from the Latin verb ‘derivare’, which
means ‘to derive from’. Accordingly, derivatives are financial
products whose price is derived from movements in the price
of another product, known as the underlying. There are two
major categories of certificates: investment products
are geared to the medium and long term, and leverage products,, which are associated with a higher level of risk and a
relatively short-term investment horizon.
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Are structured products too risky?

How are certificates structured?

Before making an investment, every private investor should be well aware of how much
risk is attached to the product they are interested in. It is easy to come to the wrong conclusion. Many people feel an investment in structured products is particularly high-risk, but this
is a misconception. In fact, the opposite is true of most categories of structured products.

underlying asset
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A suitable product for every risk
appetite

Do structured products lack transparency?
components

Market volume
by product category

p Security is important for German structured product
investors. More than a third of the total volume invested inoption
structured products at the end of June 2018
was in products that offer full capital protection, and
for which the investor receives at least the nominal
amount back at the end of the term, even in the worst
case scenario.

Other investment products
without capital protection1.3 %

Warrants 1.3 %
Constant Leverage
Certificates 0.5 %

Outperformance/Capped Outperformance Certificates 0.1 %

Knock-Out Warrants1.2 %

Tracker
Certificates 4.3 %

Uncapped Capital Protection
Certificates 8.9 %

Bonus Certificates 3.6 %

p German structured product investors make long-term
investments. Of the total volume invested by private
individuals, 97 percent is invested for a medium
to long-term holding period. The remaining 3
percent is invested in the leverage products, which
are more speculative.

Before buying a financial product, all investors should make sure that they are familiar
with the basic features and functioning of the product they are interested in. This requires
the product to be transparent. Objective criteria can be used to ascertain whether or not
a product is transparent. Investors who perform such a test on structured products or
other financial products may well be in for a surprise.

Capital Protection
Products with
Coupon 28.0 %

Express
Certificates 22.0 %

Discount
Certificates 7.1 %

p

Reverse
Convertibles 14.4 %

p As bearer bonds, structured products are subject to
issuer risk just as government and corporate bonds Source: European Derivatives Group, June 2018
are. However, it is only if the issuer becomes bankrupt or is wound up that the structured product holder suffers a total loss or receives only part of the
invested capital back. There are now ways of hedging against this default risk.
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In financial theory, it is possible to distinguish between six forms of transparency for financial products:
transparency of the underlying, scenario transparency, risk transparency, cost transparency, liquidity
transparency, and valuation transparency. In this context, it is particularly important to answer the following questions: What is the product’s underlying? What conditions are attached to the returns? Are
the risks clearly specified, and are there appropriate risk indicators? What are the costs involved? Can
investors choose to sell the product at any time without difficulty? Can investors track the current value
of the product at all times? In addition, transparency also requires that information is available concerning
the structure and the development of the market in question. In answer to these questions, the following
facts demonstrate that structured products have extremely high product and market transparency. They
even perform better than many other established financial products.

Credit-Linked
Notes 6.8 %

The facts speak for themselves. Investors use structured products to optimise returns and to minimise the
risks connected with a direct investment, such as in equities. In addition, passive investments are usually
more cost-effective than actively managed financial products.
High

Risk-return profile of financial investments
Measured by volume, more
than 95 percent of all structured products have a lower
level of risk than equities.

Leverage products

Commodities

Product transparency
It is important for investors to know the underlying on which a financial product is based. The transparency of these underlyings is high if the individual components of the financial product are known
and available to the public at all times. A structured product’s performance is always linked to that of
an underlying. These underlyings can be, for example, equities, indices, commodities or currencies. All
structured product investors are aware of the underlying of their instrument, as it is the product‘s most
important feature.

Equities

Equity Funds
Tracker Certificates

Outperformance/ Capped
Outperformance Certificates

Bonus Certificates

Currencies
Property funds

Express Certificates
Discount Certificates

Structured product types
by market volume

Reverse Convertibles
Convertible

If a product‘s performance in relation to various developments and scenarios of the underlying in question is shown even before the product is purchased, this indicates scenario transparency. In the case
of structured products, investors know what payout they can expect from the very outset, depending on
the development of the underlying. The Key Information Documents present the potential returns and
risks of products in a transparent manner.

Uncapped Capital Protection Certificates,
Credit-Linked Notes and Capital Protection
Products with Coupon
Coupo
Government Bond
Bonds
Low

Return

Source: European Derivatives Group, July 2018

Other financial
investments (market
volumes not indicated)
High

p
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Transparency of financial products: a comparison
Transparency in relation to …

Underlying

Open-end funds
(with active management)

Complexity reduces risk

What exactly is a certificate?

Certificates allow investors to
achieve a return whatever the
market situation

Risk

Structured products are complex, but so are almost all
financial products. For example, there is hardly anything
more complex than an endowment life assurance policy.
Even building savings contracts, which are very popular
in Germany and which people think they understand very
well, are actually interest rate swaps combined with interest rate options based on highly complicated mathematics.
However, despite their complexity, these investments can
make good sense. Investing in structured products is not
rocket science; they are much easier to understand than
many people assume. Nevertheless, investors must take
a little time to familiarise themselves with these types of
financial products. The DDV and its member banks provide
comprehensive information to anyone interested.

What are certificates actually for?
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Structured products often consist of two or more components. This is primarily for the protection of the investor. For
instance, additional components are needed in order to ensure the full capital protection provided by Uncapped Capital Protection Certificates. This may be complex, but it results in maximum security, as the investor receives at least the nominal value of the invested capital at maturity. The highly leveraged Knock-out
Warrants, on the other hand, have a very simple structure but are extremely risky.
For more on the risk associated with structured products:
Are structured products too risky?

Complexity and transparency are not mutually exclusive
Many people think that the more complicated a financial product is, the less transparent it becomes.
This is not the case, at least for structured products, which are very transparent despite their complexity.
Investors know the underlying or underlyings on which their structured product is based, as well as other
product features. In addition, investors can tell the current value of their structured products at all times

p
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and can sell them on any stock exchange trading day without any problems. They can easily check the
Key Information Document to find out what conditions are attached to the returns, as well as the costs
and risks associated with the structured product.
More on the transparency of structured products:
Do structured products lack transparency?

Complexity is subjective, transparency is objective
Whether a particular financial product is perceived as complex or not is completely subjective. Two
investors can view an identical product very differently. If investors are to be protected effectively, financial products should not be assessed by their level of complexity. The decisive factors are how easy to
understand and how transparent a product is, and these criteria can be objectively checked. Academic
research has identified six criteria for the evaluation of financial products: risk of loss, credit risk, saleability, management costs, return potential, and selling costs. With reliable information on these criteria,
preferably in the form of indicators, private investors can assess and compare all financial products
quickly and reliably.
k Risk reduction: Discount Certificates
Discount Certificates are securities issued by banks
and listed on a stock exchange in Germany. The performance of a Discount Certificate always depends on its
underlying asset – for instance a stock, or an index such
as the DAX. Investors buy the certificates at a more
favourable price than the underlying asset, i. e. they get
a discount on the cost of a direct investment. If the

price of the underlying moves sideways or slightly falls,
Discount Certificate investors make a profit. If there is a
sharp fall in the price, they make a comparatively smaller loss. Profits from rising prices, on the other hand, are
limited by a cap.

The two components of a Discount Certificate with a stock as an underlying
+ Call option

Stock
The issuer buys a stock.
Profit

The issuer sells a call option
on this stock.

The private investor buys a Discount
Certificate on this stock.

Profit

Profit

Stock

0

Stock price

= Discount Certificate

Call option

+

Discount Certificate

Option premium

0

Exercise
price

Stock price

=

0

Stock

Stock price
Cap
Discount

Loss

The value of a structured product is always
based on its underlying asset, in this case
a stock.

Loss

The issuer receives an option premium for
selling the call option. In exchange, the
buyer acquires the right to buy the stock
from the issuer at a predetermined exercise price of X.
As long as the price of the stock is below
the exercise price, the buyer will not exercise the right to buy.
If the price is at or above X, the buyer will
purchase the stock from the issuer at the
exercise price.

Loss

The option premium and the retained stock
dividend enable the issuer to sell the investor a Discount Certificate at a lower price
than the underlying stock.
The profit of the Discount Certificate is
limited by a cap. The cap is equal to the exercise price of the option, since the issuer
must sell the stock at this price.
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Orientation guides for investors
Detailed information readily available
Before investing in a structured product, investors should first obtain all the information they need about
the products in which they are interested. Detailed information is of course provided by the issuers. In
addition, the DDV’s website (www.derivateverband.de/ENG/Home) provides general information on investment and leverage products. Information on the creditworthiness of issuers is also important in this
context. As is the case with all bearer bonds, investment certificates are exposed to credit risk. The DDV
publishes information on its website on the Credit Default Swaps (CDSs) of the most important issuers
to help investors assess their creditworthiness.
Since the start of 2018, all potential investors have had to be provided with a Key Information Document
prior to purchasing a packaged investment product. In principle, this document applies to structured
products and insurance-based investment products, and will also start to apply to investment funds from
2020. The Key Information Document presents the key features and functioning of a financial product
on three pages, describes in detail the associated risks and benefits of the product in various scenarios,
and also lists the product costs. The Summary Risk Indicator provides a clear presentation of the risks
of the investment using seven risk classes. The Key Information Document is also intended to facilitate
comparison between different financial products.

Effective investor protection
There is a comprehensive legal framework of German and European regulations for all structured products. These regulations contain the basic civil law provisions for securities as debt instruments as well
as comprehensive and detailed requirements for the content of investor information such as in securities
prospectuses and Key Information Documents. Furthermore, the German Federal Financial Supervisory
Authority (Bundesanstalt für Finanzdienstleistungsaufsicht, BaFin) sets specific guidelines and, where
necessary, requirements for market participants. Together with the voluntary undertaking that all members of the DDV have expressly committed themselves to in the Fairness Code, the purchasers of structured products are afforded effective protection.
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