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The article is dedicated to Structured Financial products, which have been widely spread in the
world over the last 20 years. The essence, features, basic goals and purposes of products are
described. The implementation of united and recognized system of classification is proved to be

the integral factor of market development.

The Essence of Structured products

According to the definition given by Rober-
to Knop - “a Structured product is a financial
instrument and its return depends on the compo-
sition of other, simpler products. It consists of a
loan, and one or more derivative products. The
special feature here will be the conversion of the
original risks of each of its components”.

Sajit Das insists that Structured Products
represent a special class of fixed income in-
struments, and their principal appeal is the ca-
pacity of these instruments to generate highly
customized exposures for investors consistent
with their nominated investment objectives with
predetermined risk-return parameters .

Many other sources are similar in their def-
initions of Structured Financial Products. They
in turn focus special attention that instrument’s
basis is the combination of a security (or a
monetary asset) and one or several derivatives.

However we cannot fully claim, that Struc-
tured Product is a “security packaged together
with derivative(s)”. The concept of Structured
Product is so wide, that all the components of
the instrument are not always clear. The usage
of derivatives is not necessary. Thus, the Finn-
ish Association of Structured Products asserts,
that bank “... does not include a derivative com-
ponent and banks are not necessarily using de-
rivatives to hedge the underlying risk, even
though there are features in structured prod-
ucts that resemble derivative like behavior”.

The usage of the following definition of
Structured Product seems to be the most ap-
propriate for understanding of its essence: the
Structured product is a complex financial in-
strument with predetermined conditions of
payoff and initial capital return, linked to a
certain underlying asset. Product payoff de-

pends on underlying asset’s dynamics, type
of payoff and periodicity are defined by com-
ponents of the structured product - securities
(mainly fixed income instruments) and deriv-
ative instruments.
The goals and purposes
of Structured Products

¢ Arbitrage. Both investors and issuers can
carry out arbitrage trades with derivatives and un-
derlying assets by means of structured products.

¢ Investment restrictions. Such groups of
investors as pension and mutual funds, insur-
ance companies can access derivatives trans-
action via structured products

¢ Taxation and accounting. Structured
products are easy from the perspective of ac-
counting and taxation as they are considered as
a separate security and the value of derivatives
is already included in the product price.

¢ Creation of products “a la carte”. The
freedom of products’ creation is pretty unbound-
ed. They are customized to fit the unique re-
quirements of investors.

¢ Hedging. The structured products can be
used not only for investments, but also as hedge
of positions against market risks.

¢ Access to new markets. With the help
of structured products investors can access ex-
otic instruments and new markets, for example
the assets and instrument of developing mar-
kets, that would otherwise be difficult for in-
vestors to access directly.

¢ Cheap funding source. Part of funds,
intended for fixed income investment, can be
used by the issuer for its own financing cheap-
er than the market rates

Classification of Structured Products

The goals and purposes of the structured
products creation define their classification. In
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modern practice there is a lack of uniform sys-
tem of products classification accepted by all
the market members. There is no system due to
a number of reasons: it is a youth of the market
and access restriction among private investors,
constant creation of new instrument, proper
interpretation of products by investment banks.

The lack of structured product classifica-
tion leads to tough implications for all the mar-
ket members. The consequences are: Difficul-
ties due to the lack of definition from the le-
gal perspective, Issue and information disclo-
sure problems, Complex risk and yield calcu-
lations, The placement of restrictions and lim-
its on transactions with products, Difficult prod-
uct distribution, Low Liquidity.

Of course, in order to solve the problem of
classification the general coordination among
the whole market of structured products is re-
quired. Only then the clear and uniform catego-
ries that define the types and classes of assets
should be determined.

Classification of Structured Products

After the products presented currently in
the market have been studied the following classi-
fication was prepared. They can be classified
as per below (see figure):

Depending on goals and purposes:

The given criterion has been considered earli-
er, and its repeated description is not necessary.
By levels of principal protection:

On degree of protection of the capital the
following products can be divided:

¢ Principal-protected products - those prod-
ucts provide full protection of the initial capital, not
depending on the underlying asset’s price move;

¢ Partially protected products - in this case
the return of initial capital is guaranteed only at
certain level in the form of percent against orig-
inally invested sum.

By quantity (periodicity) of payments:

¢ Coupon products- throughout all the pe-
riod of product life those instruments provide
more than one payment like usual bonds;

¢ Non-coupon products - those products
provide only one payment at the maturity date,
which includes both the return of initial capital
and profit-and-loss amount.

By the type of underlying asset:

Among underlying assets to which the prod-
uct can be linked to, the following assets can be
mentioned: Security, Interest rate, Currency, In-

dex, Basket of assets (currencies, securities,
commodities etc.), Commodities, Credit quality,
Volatility, Spread, Consumer Price Index and other
macroeconomic indicators, Property price index.

By the form of a structured product:

Structured products can be issued in the
following forms: Security, Deposit, Fund, Pri-
vate Banking Service.

By the type of investor:

Each structured product is prepared for its
own predetermined group of investors and cus-
tomers. It is possible to outline three basic
groups of investors:

¢ Retail group - group of the mass consumer;

¢ Group of institutional investors - among
them are large Investment Banks, mutual and
pension funds, state funds;

¢ “Individual investors”, group of wealthy
consumers.

By Behavior of underlying asset

Structured products’ payoffs depend on dy-
namics of the underlying asset they are linked to.
The following behavior models can be defined:

¢ Growth /Falling;

¢ Lateral movement;

¢ Occurrence /non-occurrence of an event;

¢ High/Low Volatility.

By degree the payoff depends on the
price path of the underlying asset:

Payoffs of structured products can be ei-
ther defined by the value of a variable at the
maturity date or the value of a variable through-
out all the life time of a product. Thus the pay-
off can be independent and dependent upon
the price path of the underlying.

By the payoff functions:

As has been noted earlier, the basic pecu-
liarity of structured products is their core ele-
ment - derivative financial instruments. Almost
all the derivatives can be used for creation of
structured products. The type of derivatives and
their combinations do certainly define the pay-
offs’ functions that differ one product from an-
other. The given criterion is the most complex
for definition. Having investigated the products
offered on the market, the following types of
payoff functions can be detached:

¢ Tracking functions - their payoffs are
fully defined by the movement of the underlying
asset and its change on 1 percent provides 1
percent change in price of the product. Product
example: Protected Tracker;
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¢ Leveraged functions -financial leverage
is used. Those products bear a risk of a partial
loss of the initial capital. Product example: Le-
verage long with Sop loss note;

¢ Basket functions - payoffs are defined here
by the dynamics of one asset versus a basket of
underlying assets. Product example: Altiplano note;

¢ Barrier functions - the payoffs is based
on reaching or non-reaching by the underlying
of a certain barrier levels. Product example:
Knock-in, Knock-out note;

¢ Functions with floating parameters - in
this case the main parametres of options can
be changed (for example, a strike) when the
underlying asset has overcome a certain level.
Product example: Cliquet note;

¢ Fixed payoff functions - payments in
this case are fixed. Product example: Reverse
Convertible;

¢ Swap functions - within those functions
the payoffs are defined by spreads between prices
(values) of certain underlying assets or by their
volatility. Product example: Dispersion note.

The disclosure of mentioned indicators and
their detailed description will allow all market
participants to outline more accurately the bor-
ders and possibilities of market’s functioning
and further development. It is worth mentioning
at least three fields where the disclosure of in-
formation mentioned above is highly necessary:

¢ Creation of investment memorandum at
the stage of product launching;

¢ Placement of restrictions and limits on
structured products by the regulating authori-
ties. This thresholding can be used in relation
to institutional investors, mutual and pension
funds. Market members need a similar thesh-
olding criteria as well;

# Ranking of structured products by inde-
pendent associations and organizations includ-
ing rating of products.

In respect to Russia, it is important to men-
tion that the structured product market in Rus-
sia is not developed and any implantation of
common classification carries currently only the-
oretical meaning. Forms of products existing
today in Russia are only deposits and private
banking services. They don’t require any pres-
ence of precise ranking criteria. Nevertheless,
the further development of the market, and is-
sue of new products in the form of securities
will force participants to approve a uniform clas-
sification that will create the methodological
basis of market functioning.
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