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How good 2 deal do huyers of

structured retall products really get?
ftatian regulators are using the same
guantitgiive tools 1o test produsts that

banks use 10 make them. Other
European regulators will {oliow.
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embedded put option. Typically, the
barriers for those puts would be 20% or so
lower than the strike price. Unscrupulous
banks were manipulating stock market
levels to trigger puts to deliver themselves
an in-the-money put and a significant gain.
Investors, meanwhile, were losing a large
patt of their principal investment in the
bonds.

Consob’s  website now  features
calculators that investors can use to work
out the volatility of a range of structured
investment products, including covered
wartants. And Italian regulators are not just
scrutinising the retail market. There have

been concerns voiced about some of the
derivatives products sold to medium-sized
Italian companies, and even the portfolio
insurance  products  sold  to  asset
management companies. More big names
in Italian banking could be forced to admit
that their products have been too
expensive.

Nasty surprises. It is perhaps
inevitable that as stock markets have fallen,
there have been nasty surprises for
investors right across Europe who believed
the ‘principal-protected” label on their
funds meant ‘capital guaranteed’. And
products structured with equity derivatives
to provide high coupons are under the
closest scrutiny of all.

The UK 'investment market is being
changed by its own structured product
scandal, involving so-called  precipice
bonds. These stock market-linked bonds
offered high-interest income with the
downside of principal losses if the equity
index to which they were linked fell below
a certain level. Sometimes that downside
was geared: investors could lose 2% of
their capital for every 1% fall in the index.
Precipice bonds attracted some £5 billion
of investments, and some investors have
lost as much as 60% of their principal as a
generation of precipice bonds  have
matured as stock markets touched their
lows.

Consoly's website now features

calculators that investors can use to
work out the volatility of a range of

structired investment products

In March, the UK’s Financial Services
Authority (FSA) reacted with new
guidelines for firms selling instruments
such as precipice bonds. While the FSA’s
guidance note does not mention the word
“derivatives’ it does suggest that firms fully
disclose the risks involved in their
structured products by stating, for example,
that: “We have invested in special
instruments and this puts your capital at
risk.”

Again, Ttaly's Consob appears to be
setting the standard for this kind of
disclosure. It recently amended its rules to
insist that intermediaries in retail asset
management contracts must report to their
customers exactly what derivatives they are
using, together with the expected pay-outs
of those derivatives.

Even if other European regulators
follow this lead, that still leaves some
derivatives  dealers worried about a
damaging backlash at Buropean Union
level against complex structured products.
The February 2002 Ucits (undertaking for
collective  investment in  transferable

securities)  product  directive  allowed
managers of Ucits funds to invest in
derivatives instruments, not just for
hedging but also for alpha retumns. That
promises a huge market for derivatives
dealers. But they are increasingly concerned
that BU bureaucrats and parliamentarians
might change their mind if they become
onvinced that derivatives are synonymous
with high-risk, opaque, investments.

Is a particularly testing time for
structured  products  wholesalers:  the
international investment banks that sell
products on to third-party distributors such
as regional banks, insurance companies and
post office networks. How can they be sure
that their customers — the distributors — are

correctly informing investors of the risks
involved?

JP Morgan Chase uses a ‘traffic light'
code for the products it sells on to
distributors. Green products have the right
risk/reward profile for the retail market;
red products can only be sold to the most
sophisticated buyers.

Even with these precautions, Tim
Hailes, a general counsel working at JP
Morgan Chase in London, says lawyers
working for structuring firms must take
account of the range of different regulatory
bodies working in different European
markets. Product structurers cannot afford
to leave liaison with these regulators to
third-party  distributors.  “Whoever
distributes the paper, it remains our paper,
so there is always a reputational issue to
consider,” Hailes says. “For example, with
equity-guaranteed products sold by third
parties but structured by us, the named
guarantor on products we structure is
usually JP Morgan Chase.”

Hailes sits on the International Swaps
and Derivatives  Association’s  equity
derivatives committee, and he suggests it
might be time for the industry body to set
some standards for transparency in the
European retail  structured  products
market. “We believe we should be setting
new standards in an environment where
many regulators ate re-examining some of
the practices that have grown up ad-hoc in
the markets”

However, some of the Italian banks
whose products have fallen under Consob’s
spotlight insist that regulators are simply
being unreasonable. Even with full
disclosure of the derivatives risk embedded
in investment products, are retail buyers
ever really going to base their investment
decisions on detailed maths? And can
banks reasonably be expected to make
public the pricing models they use for
structured products? Some bankers are
resigned to the fact that they are on course
for more collisions with financial market
authorities.
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