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Structured Investment

The investment world used to be rather straightforward with investment portfolios within
the traditional range of cash, equities and fixed income instruments. As the financial
world evolves and investors become more sophisticated and informed, various new
investment options are now available. One innovation that has gained traction as an
addition to the traditional portfolio is a new investment strategy known as structured
investment.

Structured investment is generally an investment strategy that combines traditional assets
such as equities and fixed income securities with derivatives such as futures, options and
swaps. The derivative is often linked to the performance of one or several underlying
assets such as equities, fixed income instruments, market indices, commodities, interest
rates and foreign exchanges. Essentially, structured investment is a hybrid portfolio of
securities and derivatives.

According to the Wall Street firms that invented them, the purpose is to give investors
access to new asset classes without actually having to own those assets. It can be used
as an alternative to a direct investment for portfolio diversification, to hedge risk or to
enhance yields.

There are multiple types of structured products and the features can differ markedly from
product to product. Some offers full protection of principal invested while others may
offer limited or no protection of principal. Returns also vary, some has certain guarantees
but most are dependent on the performance of the underlying assets during the
investment period. Basically, the two most used features in a structured investment are
protection and performance enhancement.

The earlier structured investment products that gained popularity in the past few years
were those with capital protected features. Investors prefer this purely because of the
protection and possibility of a high return with very minimal risk. Such products are
designed by combining two components, zero coupon bond providing for the principal
return and an option on the underlying asset, allowing investors to participate in the
potential appreciation of the reference asset.

For example, an investor invests RM1000 in a 5-year capital protected structured fund.
The issuer simply invests in a Zero-coupon Negotiable Instrument of Deposit (ZNID) which
has sufficient interest to grow to RM1000 after 5 years. The ZNID might cost let say RM800
today and after 5 years will grow to RM1000, thus providing for the capital invested. The
issuer will then use the leftover fund which is RM200 to purchase options or swaps that is in
line with the investment strategy to generate a return for the fund.

Principal is typically protected if held to maturity but be minded that they are still
unsecured debt obligations by the issuing financial institutions. The key risk here is credit
risk. If the structured product provides principal protection or a minimum return, any such
guarantees rests on the credit quality of the issuer. Investors can potentially lose all their
capital if the issuer defaults. The Lehman Brothers’s debacle is a good example where
investors of structured products linked to Lehman have seen their investments and
retirement savings wiped out.



It is quite likely that many investors and advisors do not fully understand these products
and how they work. Even credit rating agencies and the big banks failed to understand
the risks with these investments which caused the subprime mess and the current
financial crisis.

Structures can be complex and may have risks that are not apparent or easy to
understand. As a result, it could be difficult to determine how the investment will make
money. For investors who invest in a traditional equity unit trust fund or stock, we know
very well that the investor will make money if the invested market/stock goes up. In the
case of structured products, a typical investor may not have a good understanding of
how to evaluate such derivative product with embedded options. Some could be
baffled to suddenly discover that their investment goes down in an up market.

Structured investments are versatile. A single structured product may be linked to several
underlying, and several options can be added to the underlying. It can be simple or
become rapidly complex. Basically, derivatives can trade on organized exchanges, but
most often are created in unregistered form and trade in the over-the-counter markets.
Therefore, pricing and value could be difficult to evaluate since there is typically no
established trading market for structured products. Other factors that could affect the
value of a structure include interest rates, time remaining to maturity, participation rate
and other varying features and specifications.

Therefore, it is crucial for investors to fully understand how the product works such as:-

- How is the money invested?

- How will it generate returns?

- How does the guarantee work?

- How losses can be incurred?

- What are the circumstances that will cause a loss?
- What are the fees and liquidity?

The more complicated the product, the more investment knowledge and experience
you will need to invest in it. This is true for any investment — do not invest if you do not
understand the product.

Nevertheless, for those who can comprehend structured investments, it provides an
alternative to new asset classes not easily accessible such as commodities, currencies
and global exchanges. Coupled with its flexibility, structured investment can employ
various strategies be it bullish, bearish or sideways outlook to meet specific needs such as
principal protection and yield enhancement that cannot be achieved from the
traditional financial instrument.

Although structured investments were originally introduced and available only to
institutional investors and the high net worth segment, since May 2006, it is also made
available to the mass retail via structured unit trust funds. If used wisely, structured
investment can be added as a new way of portfolio diversification to enhance
performance and to manage risk.
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