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1. Preamble

This document aims to explain the major product categories and asset classes used in the Lombard Odier (Europe) S.A. (“Lombard Odier”) suitability and 
appropriateness questionnaire and their inherent risks:

•	 Equities: non-complex and deemed complex

•	 Bonds: non-complex and deemed complex

•	 Money market instruments

•	 UCITS

•	 Commodities

•	 Hedge funds (non-UCITS)

•	 Private equity (non-UCITS)

•	 Real estate (non-UCITS)

•	 Structured products

•	 Derivatives

This list is not exhaustive and this Glossary should never be used without a proper discussion with the relevant Lombard Odier specialists. This document does not 
pretend to describe all risks inherent to investments in financial instruments. Its objective is rather to provide the reader with basic information and to make him/her 
aware of the existence of the most relevant/material/essential risks inherent to investments in such financial instruments. In general, an investor  should not enter 
into any investment transaction unless he/she is sure to understand all the related risks and their impact on his/her portfolio.

The reader is furthermore highly encouraged to complement his/her understanding of a product category / asset class with supplementary reading, on a regular 
basis.

This document does not deal with the tax or legal consequences pertaining to transactions in financial instruments. Therefore, Lombard Odier recommends that the 
reader requests tailor-made advice on these issues from specialists before any investment.
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2. General information about risks

While risks can be described in multiple and very detailed ways, the present chapter will highlight three aspects:

•	 Introduction: introducing the basic relationship between risk and return

•	 Diversification: explaining the difference between systematic and non-systematic risk

•	 Practical examples: some examples of risk-return relationships

2.1 Introduction

Investing in financial markets always exposes investors to risk-taking. 

In its simplest form, risk could be described as the volatility or fluctuation of a financial instrument over a period of time. The higher the volatility or 
fluctuation of a financial instrument, the higher the risks of capital loss for an investor.

In its simplest form, the return of a financial instrument could be described as its capital appreciation over the same period. If you invest USD 100 and the 
value of your investment is USD 104 one year later, you have achieved a 4% return or capital appreciation.

What is the relationship between risk and return? One fundamental aspect of investing in financial markets is that investors need to be rewarded for the 
risks they are taking. The higher the risk, the higher the return investors require and vice-versa. This means that assets in financial markets are priced 
relative to the risk they represent for investors. For example, the expected return (and interest paid) on a moderate quality bond will be significantly higher 
than those for a AAA bond of the Swiss Confederation.

2.2 Diversification

In financial markets, investors face two types of risks: systematic risk and non-systematic risk.

•	 Systematic risk, also called market risk, is non-diversifiable. Whatever investors do, systematic risk will always exist and investors must accept it. A 
global crisis or hyper-inflation represent such risks.

•	 Non-systematic risk refers to risks that can be mitigated through diversification. It is also called unique, diversifiable, firm-specific, or industry-
specific risk. Investors can mitigate this type of risk by constructing portfolios in an intelligent way. The two examples below illustrate simple 
diversification techniques. Industry diversification: imagine an investor has a portfolio consisting of shares in civil airlines. He/she will be facing 
market risk and risks relating to the airline industry. One possibility for diversifying such risks could be to buy shares in the railway industry. If people 
cut down on flying (thus pushing down the price of the airline shares) they will likely use trains instead. However, a global economic slow-down will 
affect both industries – this risk is non-diversifiable. Economic cycle diversification: imagine an investor that only has equities in its portfolio. He/
she will be facing market risks and equity-related risks (these mainly relate to the economic cycle). Shares typically do well in periods of economic 
growth and underperform during downturns. One way of diversifying these risks would be to hold bonds as well as shares in the portfolio. High 
quality sovereign bonds typically do well in periods of economic slowdown as interest rates tend to decline (please also see bond section 3.2) and 
underperform in times of growth, as interest rates tend to rise. A diversified portfolio across bonds and equities tends to exhibit a lower volatility 
compared to a pure equity investment 

In order to achieve long-term financial objectives, it is important that investors build diversified portfolios. These can help mitigate non-systematic 
risk and maximise returns. As a rule of thumb, portfolio theory tells us that 12-18 securities in a portfolio could diversify away approximately 
90% of non-systematic risk. To do so, investment professionals use advanced statistical techniques and their judgment to achieve the required 
diversification. 
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2.3 Practical examples

The figure below illustrates, for major asset classes, the maximum gains and losses observed on a 12-month rolling period since 1991 until June 2014. 

•	 Equities typically offer high expected gross returns but are also exposed to a relatively high volatility/risk of loss of capital.

•	 Bonds typically offer lower expected gross returns than equities but are subject to a somewhat lower volatility/risk of loss of capital.

For example, it can be seen from the figure that emerging markets equities bear higher risks than sovereign bonds – the fluctuations are much wider than 
those observed for bonds. However, the average annual return is higher (9.3% vs 5.8%).

Other asset classes are shown for illustration and will be discussed in more details in chapters 4 and 5.

 Average annual expected gross return and profits and losses on different assets classes

 NB : The above analysis is not the result of a substantive research or financial analysis and does not constitute investment research, investment recommendations or investment advice, in relation to the types of financial instruments 
mentioned therein. This analysis only constitutes general information material. It contains selected information and is not intended to be complete. It is based on publicly available information and the related data has been obtained or 
derived from sources deemed reliable (Bloomberg). However, neither Lombard Odier nor the Lombard Odier Group may be held liable for the accuracy, adequacy or completeness of the above analysis.

 Furthermore, the above analysis shall not be construed as and does not constitute an invitation to enter into any kind of agreement with the Lombard Odier nor a request or offer, solicitation or recommendation to buy or sell 
investments or other specific financial instruments, products or services. The information provided is not intended to provide a basis on which to make an investment decision. In particular, nothing in the above analysis constitutes an 
investment, legal, accounting or tax advice or a representation that any investment or strategy is suitable or appropriate for individual circumstances.  

 Last, in considering information related to past performance contained in the above analysis, investors should bear in mind that past performance of a type of financial instrument or asset class is no guarantee of future results. Capital 
losses, entailing losses to investors in such instruments, are always possible. In addition, the above analysis displays average asset-class returns. Specific investments within an asset class may be subject to much higher price fluctuations 
(including higher losses and lower returns).

 Note also that the above analysis does not reflect the impact of fees, commissions and costs on investments in the relevant asset classes, which will reduce returns and performance.

Equities

Emerging Equities: equities issued by companies listed on emerging market 
(e.g. Brazil, Russia, India, China).

Developed Equities: equities issued by companies listed on developed 
economies (G8).

Bonds

Credit: debt issued and guaranteed by private companies (corporate bonds).

Sovereign: debt issued and guaranteed by a national government.

Commodities

Oil, soft commodities and precious metals.

Alternative Investments

Hedge Funds: investment funds trying to generate return rate not correlated 
with market ones.

Private Equity: investment on corporate shares which are not listed on any 
markets.

Real Estate: investment in residential, industrial and commercial real estate.

Past performance is not a reliable indicator of future performance.-100% -50% 0% 50% 100% 150% 200%

Real Estate

Private
 Equity

Hedge Funds

Commodity

Sovereign

Credit

Developed
 Equity

Emerging
 Equity

9.3%

6.3%

6.4%

5.8%

6.0%

6.5%

7.3%

9.4%

Average Returns



 Risks associated with financial instruments (Glossary) | March 2015 | 8

3. General overview of the risks related to any type of investment

The present chapter will highlight 11 types of risks that could apply to any type of investment. It should be noted that depending on the relevant financial instrument, 
one or several of the risks described below may apply cumulatively, therefore increasing the level of risk investors are exposed to.

1. Economic risk

Economic risk is related to the economic cycle and macroeconomic situation of a country, a region, the world. These factors can have significant influence on 
prices of financial instruments (“asset prices”) and exchange rates. 

Asset-prices behave differently depending on where in a cycle an economy is. For example, as briefly mentioned in section 2.2, shares typically do well in 
periods of economic growth and underperform during downturns. High quality sovereign bonds typically do well in periods of economic slowdown as 
interest rates tend to decline (see section 4.2 for further details) and underperform in times of growth, as interest rates tend to rise.

The length and scope of economic cycles varies (within a country and among different countries). Their impact also varies by  economic sector. Failure to take 
economic risk into account before making an investment decision may lead to capital losses and poorly diversified portfolios. 

Investors should therefore take into account economic risk in order to build portfolios that are sufficiently diversified. 

2. Inflation risk

Inflation is generally defined as the rate at which prices increase in an economy (typically on a monthly, quarterly, and annual basis) and is closely monitored 
by central banks. Based on historical analysis, inflation risk, especially high inflation, is particularly relevant in emerging economies.

Indeed, high inflation is generally not good for an economy. It typically causes i) its currency to depreciate (lose its value vs. other currencies) and ii) reduces 
the real return of investments and financial instruments (especially bonds – see section 4.2 for further details). 

•	 Currency depreciation may cause financial losses to a foreign investor (see exchange rate risk below). The value of his/her investment will 
mechanically decrease when converted in his/her domestic currency.

•	 Also, high inflation typically causes the real returns of investments to decrease. The real return of a financial instrument can be approximated as its 
actual (or nominal) return less inflation. While inflation risk impacts most asset classes, it is particularly acute for fixed-rate products. As a simple 
example, investors who invest in fixed-rate bonds will receive an interest rate or coupon (see section 4.2 for details) that is fixed in advance. Inflation 
levels higher than the interest rate will cause capital and purchasing power losses to investors. 

Investors should therefore take into account inflation risk, in particular when they invest in emerging economies and / or fixed-rate products.

3. Country risk and transfer risk

Country and transfer risk refer to very specific risks that might happen when investors invest in a foreign country.

For example, investors might lend money to a solvent foreign debtor (see section 4.2) and not be able to collect the proceeds of their investments in their 
domestic country because of capital controls. In that scenario, investors will be “stuck” with their investments in the foreign country and not be able to 
transfer them home. 

Another example could be investing in the shares of a foreign company (see section 4.1) where the foreign company is subject to nationalisation. In that 
scenario, investors in this company may or may not be compensated

There is in general no means to hedge against such risks. However, investors could find insights to mitigate these risks by studying country risk ratings or 
country analysis documents that are published by specialized service companies.

Investors should therefore take into account country risk and transfer risk when they invest abroad, in particular, in emerging economies.

4.  Exchange rate risk

Exchange rate risk needs to be factored in whenever an investor holds financial instruments in a foreign currency that is different from his/her domestic 
currency. Depending on exchange rates movements, an investment in a foreign currency may generate profits, when the foreign currency appreciates, or 
entail losses, when the foreign currency depreciates.

The exchange rate of a pair of currencies depends typically on the domestic and foreign countries’ inflation rates, the difference between domestic and 
foreign interest rates as well as the difference between domestic and foreign countries’ productivities and growth forecasts. In addition, other factors such as 
a lack of confidence in a country’s political leaders, lack of independence of the central bank, or political instability may further weaken the exchange rate of a 
currency.

Investors should therefore take into account exchange rate risk when they invest in a foreign currency.
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5. Liquidity risk

Liquidity refers to the ability to buy and sell any type of asset quickly without impacting its market price.  Therefore, lack of liquidity may prevent an investor 
from selling financial instruments at market prices, possibly causing him/her to sell  instruments at a substantial discount to fair price. 

A distinction is generally made between i) a lack of liquidity caused by market supply and demand and ii) a lack of liquidity due to the inherent characteristics 
of a financial instrument or market practices related to such an instrument. 

A lack of liquidity due to market supply and demand arises when the supply or the demand for a financial instrument at a certain price is extremely low. 
Under those circumstances, purchase or sell orders may either not be carried out immediately, and/or only partly (partial execution) and/or at unfavourable 
conditions. In addition, higher transaction costs may apply.

Investors should therefore take into account liquidity risk and make sure they invest in liquid instruments and / or understand the specific liquidity 
constraints, when applicable.

6. Psychological risk

Psychological risk is related to irrational factors that may affect the overall evolution of asset prices. For example unsubstantiated rumours may cause 
important drops in the share price or the bond price  of a company, although the economic fundamentals (financials, profitability, growth prospects) of that 
company are sound.

7. Credit risk

Credit risk occurs each time a party lends money to another party. 

When investors lend money to an issuer, for example by purchasing debt-related instruments (typically bonds -  see sections 4.2 and 5.2) credit-risk refers to 
the inability of a debtor (the issuer in this case) to honor his debt payment(s). This inability is called “default” and investors may lose part or all of the capital 
they lent.

Credit risk also occurs when investors borrow money to invest in financial instruments (“credit-financed purchases”).  Credit-financed purchases of financial 
instruments require  collateral (typically cash) from investors and contain several additional risks. A decrease in value of the investment can trigger margin 
calls. Investors can either cover the call by sending additional cash or by selling part or the entire investment.

One needs to be aware that, as a consequence of the leverage effect entailed by the purchase of credit-financed financial instruments, the sensitivity to price 
fluctuations of those investments will be proportionally more important – i.e. gains and losses are magnified. 

8. Interest rate risk

Generally speaking, fluctuations in interest rates, whether short-term or long-term rates, may have substantial adverse consequences on the prices of 
financial instruments, in particular bond instruments where interest rate and default risk are the most important risks (see sections 4.2 and 5.2).

9. Issuer risk, or clearing and settlement system risk

In case of insolvency of the issuer of financial instruments, or of the clearing and settlement system on which those instruments are negotiated, an investor 
may lose part or all of his investment. This risk is particularly relevant for structured products and derivatives (see sections 5.6 and 5.7).

10. Additional risks on emerging markets

While there is no single definition of “emerging markets”, emerging markets are described by the  World Bank as countries with low-to middle per capita 
income. They generally show higher growth, yet higher risks than developed economies. In particular, the risks mentioned  above are enhanced..

Despite strong progress in some emerging markets over the last few decades, political systems and economic fundamentals (e.g., inflation, exchange rate) 
are typically perceived as less stable than those of developed economies. Asset-prices therefore fluctuate in general much more in reaction to political or 
economic changes. 

Finally, emerging markets generally have less sophisticated rules regarding the clearing and settlement of transactions and the protection of investors. 
Regulatory supervision is in general less mature than in developed economies. 

Investors should therefore carefully assess the risks they are exposed to when investing in emerging markets.
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11. Other risks

 Information risk

Information risk refers to the risk of poor investment decisions arising from a lack of information, incomplete information or inaccurate information. This may 
be due to the use by the investor of unreliable sources, the misinterpretation of originally accurate information by the latter or can be due to communication 
errors.

 Transmission risk

Transmission risk refers to the risk related to operational errors. When placing an order, an investor must provide certain details necessary for its execution 
(financial instrument, type of order, volume, execution date, etc.). The more precise the information related to an order , the smaller the risk of transmission 
error.

 Charges

All investment products and services incur charges of various types whether the investment return is positive or negative.  When investment returns are very 
low or negative charges can significantly impact the overall rate of return.
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Important message to investors

The following classification into complex and non-complex products is indicative and does not necessarily constitute in each case an accurate classification, notably 
under the provisions of the Directive on Markets in Financial Instruments (MiFID), as amended from time to time, for a specific financial instrument. 

The following classification aims at giving the reader a general idea on what type of financial instruments could, potentially, be considered as complex or non-
complex products.

The exact classification of a financial instrument must be assessed on a case by case basis. 

For example, a given financial instrument might be classified as “non-complex” if it is traded on a regulated market, whilst the same financial instrument would be 
classified as “complex” if it is traded outside of such regulated market. Another example is that a given “non-complex” financial instrument will be reclassified as a 
“complex” financial instrument if it contains a derivative or is to be considered as “complex” due to its specific structuring.

The Bank will classify each financial instrument as complex or non-complex on a case by case basis and will – upon request – inform the Client about its classification  

The following classification must be read together with the prospectus or other specific descriptive or issue document of a given financial instrument.

The fact that a product is not complex does not mean that it is subject to fewer price fluctuations or generates fewer risks of losses. 
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4. Non-Complex Products

4.1 Equities

 Description

Equities represent part of the issuer’s capital: a person who owns a share actually owns part of a company. That person is called a shareholder, and is typically 
entitled to receive a share of the company's profits – if there are any – through an annual payment or dividend. 

Generally, equities expose investors to more risk than debt securities, or bonds, (please also see bond section 3.2) since the payment the equity investor 
receives is more closely tied to the profitability of the company, whereas payments from bonds tend to be fixed. Also, equities will generally be subordinated 
to the claims of creditors if a company goes out of business: meaning bond holders get paid first and shareholders afterwards, if there is any money left.

The aggregate value of a company’s issued shares is called its market capitalisation.

 Types of shares 

Preferred and common shares are the two main types of shares issued by companies. As suggested by the name, preferred shares generally receive 
preferential treatment: For example, in the event a company is liquidated, preferred shareholders have more rights to a company’s assets than common 
shareholders, although the shares usually do not have voting rights. The precise details as to the structure of preferred shares are specific to each 
corporation. 

Bearer shares are owned by whoever holds the physical stock certificate. These kind of shares are becoming increasingly uncommon. 

Registered shares have holders whose names and addresses are recorded in the company's share registry. Investors receive a statement of ownership 
showing the number of shares they hold (this statement is not a financial instrument itself). Shareholders can elect to become a registered shareholder even 
if the shares are purchased through a broker. 

Shares may be either voting or non-voting. Voting shares give the shareholder the right to vote on matters of corporate policy-making as well as who will 
sit on the board of directors. Non-voting shares entitle the shareholder to a dividend that cannot be less than that granted to shares with voting rights. The 
purpose of issuing shares of different classes (voting and non-voting) is usually to preserve the influence of the founding shareholders by entitling them to 
have more votes than shareholders who acquired their shares in subsequent issues.

Custody certificates are a substitute for foreign shares, entitling the holder to the same rights they would have if they held the actual share. Custody 
certificates are traded just like shares, and their price movements normally follow the price movements on the foreign market where the underlying share is 
listed. Custody certificates are sometimes known as depositary receipts, of which the most popular types are global depositary receipts (GDRs) and American 
depositary receipts (ADRs).

 Risks

Market risk: this refers to the systematic risk of the equity securities markets. This risk is the same for all investors, is non-diversifiable and is driven by the 
prevailing market conditions and economic sentiment. 

Volatility risk: the higher the uncertainty of a company’s value drivers, the higher the volatility of the share price. The list below provides some examples of 
value drivers for equities, although it is not exhaustive:

•	 Growth prospects of the industry and markets where the company operates;

•	 Sector and company-specific risks;

•	 Competitive position of the company in its core markets and its ability to gain market share (through innovative products or unique capabilities, for 
example);

•	 The company’s ability to generate cash-flows (which relate to its profitability, expected growth, and capital management);

•	 Maturity of the firm - early stage, small, medium, large.

Liquidity risk refers to the ability to buy and sell any type of asset quickly without impacting its market price. For an equity investment, liquidity depends 
mainly on the ‘free-float’ of the company (which is the proportion of its shares that are listed and freely tradable) and the daily transaction volumes in these 
shares. The larger the free-float and daily transaction volumes, the lower the liquidity risks. Liquidity risk is larger for small companies (e.g., penny stocks) 
which are not frequently traded, than for large companies (e.g., large caps).
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 Other risks

•	 Exchange rate risk applies for shares that are denominated in another currency from that which the investor normally uses. It increases if the 
foreign currency depreciates versus the domestic currency.

•	 Dividend risk: the dividend of a share mainly depends on the profit realised by the issuing company. Therefore, in case of low profits or even losses, 
it may happen that dividend payments are reduced or that no payments are made.

•	 Entrepreneurial risk: a share purchaser is not a creditor of the company, but makes a capital contribution and, as such, becomes a co-owner of the 
company. Consequently, he or she is participating in the development of the company as well as in the related opportunities and risks, which may 
entail unexpected fluctuations in the value of the company. An extreme situation would consist in the bankruptcy of the company, which would 
have as a consequence the complete loss of the invested amount.

•	 Other: The price of an equity share also fluctuates according to supply and demand. There are many factors on the basis of which the demand for a 
particular stock may increase or decrease. 

4.2 Bonds

 Description

Bonds are debt investments where an investor loans money to an issuer for a defined period of time. Issuers are typically private companies, municipalities, 
states or governments that raise capital in order to finance projects and activities. 

Bond holders are generally entitled to interest (or “coupon”) payments and a principal payment at maturity:

•	 Coupons represent payments that issuers are required to pay on predetermined dates (typically quarterly, semi-annually or yearly). The size of the 
coupon generally depends on the quality of the borrower, the length of time the money is being borrowed for, the currency and the liquidity of the 
bonds;

•	 The Principal amount is the original amount invested. 

The price of a bond is normally quoted assuming a “par” or face value of 100. A bond selling above 100 is trading at a premium and at a discount if it trades 
below 100. The price varies over the life of the bond as interest rates, perceived credit quality and other factors fluctuate (see risks below). 

A bond’s price is inversely related to its yield. Its price rises when the bond’s yield falls and declines when the yield rises (please also see interest rate risks). 

The characteristics of particular types of bonds can vary. The below examples provide an overview for the most common instruments.

•	 Zero-coupon bonds are securities that make no periodic coupon payments. Instead of periodic payments of interests, the investor receives the 
difference between the redemption price and the issue price (in addition to the repayment of the principal amount). As a consequence they are 
issued at discount or (below par). 

•	 Indexed bonds are bonds where the yields are tied to the movements of an index such as inflation, stock market, gold price, foreign exchange, etc.

•	 Bullet bonds are simple types of debt instrument which pay a fixed rate of interest and whose face value is paid in full on the maturity date.

•	 Senior unsecured bonds are debt instruments that take priority over other unsecured or otherwise more “junior” debt by the same issuer. Such 
bonds have greater seniority in the issuers’ capital structure than subordinated debt, meaning that in case of default they are reimbursed (principal 
and interest) before other creditors receive any payment.

•	 Subordinated bonds (or junior debt): the redemption of these securities is subordinated to the repayment of all higher ranked creditors. The ranking 
of a subordinated bond issue can vary, from a simple subordination to deep subordination. In this last case, there are no debts with a lower ranking.

•	 Floating rate bonds are debt securities that have variable coupon payments that are reset at specific dates (e.g., quarterly, semi-annually, yearly). 
Coupons typically depend on an underlying variable interest rate such as the London Interbank Offered Rate (LIBOR), to which a premium is added. 

 Risks

Interest rate risk: this is usually the most important risk (also called duration risk) of a bond. The price of a bond changes in the opposite direction to the 
change in market interest rates, which are typically influenced by the actions of central banks. When interest rates increase, bond prices fall and vice-versa. All 
else being equal, the longer the maturity of the bond – which is the time when its principal is due to be reimbursed – the higher the interest rate risk. 
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Credit risk: this refers to the risk that the issuer, or borrower, does not meet the agreed interest payments or principal repayment. The better the financial 
situation and long-term outlook of the issuer, the lower its credit risk and vice-versa. A proxy the market uses to gauge credit risk is the credit rating 
assigned to the company or country issuing the debt by rating agencies such as Moody’s, Standard & Poors, Fitch etc. (see appendix 1 in section 6.1). The 
creditworthiness of an issuer depends primarily on the financial soundness of the issuer but also on whether bonds are issued by a governmental body or a 
private institution, on the country of the issuing governmental body, on the sector of activity of the issuing private institution (credit institution, industrial 
undertaking, etc). Credit risk is more limited when the bonds are collateralised. However, even in such cases, investors should also assess the collateral and 
the creditworthiness of the issuer(s) if applicable. Finally, it should be noted that bonds issued by entities which are considered as safer (higher credit rating) 
generally offer lower returns because the risk of default is perceived as lower (refer to section 2 for risk and return relationships). The deterioration of an 
issuer's creditworthiness influences in a negative manner the price of the corresponding debt instruments.

Liquidity risk refers to the ability to purchase and sell any type of asset quickly without impacting its market price. This could depend on the number of 
bonds issued, the popularity of the issuer and the market on which it is traded. The primary measure of liquidity risk is the difference between the bid 
price (the price at which a dealer is willing to purchase a security) and the ask price (the price at which a dealer is willing to sell a security). The higher this 
difference, which is also called the “spread”, the higher the liquidity risk. 

 Other risks 

•	 Exchange rate risk exists for bonds whose payments are not in the domestic currency of the investor. It increases if the foreign currency depreciates 
vis-à-vis the domestic currency in which the investor normally deals.

•	 Inflation risk: the purchasing power of the interest payments decreases if inflation increases.

•	 Reinvestment risk: this is the risk that coupons from a bond will not be reinvested at the same interest rate as when the bond was issued.  One 
example of reinvestment risk occurs with “callable bonds” (see section 4.2.4) where the issuer can redeem the bond at any point before it reaches its 
maturity date. Reinvestment risk is related to the fluctuations of interest rates, where an interest rate increase will be positive for the investor and a 
decrease unfavourable.

4.3 Money Market Instruments

 Description

Money Market instruments are highly liquid investments, with maturities generally up to one year. The below sections provide an overview of some of the 
more common instruments: term deposits, commercial papers and treasury bills.

 4.3.1 Term deposits

A term deposit is a cash investment, where investors place funds with a financial institution for an agreed time period and at an agreed interest 
rate. 

Investment periods generally range from one day to one year, but longer periods are also possible. The fixed interest rate is based on market 
conditions and varies according to the currency and investment period. 

Risks

•	 Market risk is mainly the risk that short-term interest rates change.

•	 Early redemption penalties are charged if investors would like to withdraw money before the end of the agreed period.

•	 Exchange rate risk exists where payments are not in the domestic currency of the investor.

•	 Counterparty risk is the risk that the debtor becomes insolvent. Most countries have established for financial institutions (such as banks) a 
deposit protection system in case of bankrupty of the debtor.

 4.3.2 Commercial paper

Commercial paper is a short-term debt instrument issued by companies for periods of up to 270 days to finance short-term cash requirements. This 
type of short term debt is normally issued at a discount that reflects prevailing market interest rates. 

Normally only firms with high-quality debt ratings are able to find buyers without having to offer a substantial discount for their debt issue. This is 
driven by the fact that commercial papers are not collateralised.
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Risks

•	 Market risk is mainly the risk that short-term interest rates change.

•	 Exchange rate risk exists when the commercial paper is denominated in another currency than the domestic currency of the investor. 

•	 Liquidity risk: commercial paper is typically less liquid than other money market instruments.

•	 Counterparty risk is the risk that the debtor becomes insolvent. Unlike term deposits, the bank plays only the role of an intermediary.

 4.3.3 Treasury Bills

Treasury bills are short-term debt instruments issued by the US federal government and denominated in US dollars (USD) with maturities of under 
one year. Treasury bills or ‘T-bills’ are usually issued for three, six and 12 months. They are issued at a discount and do not pay fixed interest rates 
(coupons) like conventional bonds.

Risks

•	 Market risk is mainly the risk that short-term interest rate change.  

•	 Exchange rate risk exists for any investor whose domestic money is different from the USD.

•	 Liquidity risk for treasury bills is very low as T-bills are very readily traded.

•	 Counterparty risk: here there is a low risk of insolvency because of the quality of the issuer: the US government.

4.4 Simple UCITS Funds & other UCITS-like regulated funds

 Description

An investment fund groups a pool of money received from different investors in order to invest the fund's capital according to the objectives stated in its 
prospectus. Investment funds are managed by money managers or fund managers.

Investment funds can be both complex and non-complex financial instruments. In Europe, the non-complex ones often fall under the heading of ‘UCITS’ 
funds. UCITS stands for Undertakings for Collective Investment in Transferable Securities, which is the name of a European Union (EU) directive, or set of 
rules. These rules allow UCITS funds to operate freely across the EU on the basis of a single authorisation from one member state. The rules have been 
developed over the last couple of decades in order to enhance investor protection, and they provide a clear definition of the types of investment allowed, as 
well as the level of liquidity, diversification and transparency of investments. 

In 2011, a version of the directive called UCITS IV came into effect. This allows a broader investment scope and wider range of instruments in UCITS funds, 
with less restriction regarding the use of derivatives. This has allowed the creation of new funds that follow less restricted strategies, or so-called ‘alternative 
UCITS’ strategies.

Please also see an overview on UCITS rules in the appendix (section 6.2).

A separate sub-type of investment funds is exchange-traded funds (ETFs). ETFs are traded as shares on stock exchanges and typically replicate a stock market 
index, bond market, market sector, commodity or basket of assets. Investing in ETFs exposes investors to similar risks to those for equity securities (please see 
equities) and investment funds (please see below).

 Risks

Market risk: by purchasing funds, investors will be exposed to the risks and returns associated with the nature of the financial instruments, sector 
concentration, country allocation, etc. the fund manager is pursuing. 

Operational risk: for some UCITS funds, the operational systems and control procedures put in place may be weak or inadequate and lead to losses. Risks 
may also arise due to a lack of transparency of the investments made. Where investments are made indirectly, counterparty risks should also be taken into 
account (those of the administrator, custodian etc.). 

Liquidity risk: UCITS regulations have developed clear requirements on underlying instruments’ liquidity. However, liquidity issues can occur during market 
shocks or if the fund manager breaches UCITS requirements. Under extreme market conditions UCITS funds can exercise the right to suspend redemptions 
altogether until order in the markets is restored.

Valuation risk: the valuation of some underlying instruments can be difficult to gauge and subject to subjective assessments in the absence of a true market 
for the shares or units of such funds. Consequently, the valuation may be inaccurate. This risk is usually larger for alternative UCITS funds.
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 Other risks:

•	 Management risks: investments funds are legal entities whose success depend also on the quality and continuity of their management. In 
particular, investors should pay attention to the track record and tenure of the lead portfolio manager. A change in the portfolio manager typically 
impacts the investment strategy and performance of the fund.  

•	 Drop in share/unit prices: investment funds invest in underlying instruments whose value could drop at any time. The higher the fund’s 
diversification, the lower at least theoretically, the risk of losses. Conversely, risks are more important if the fund makes more specialised and less 
diversified investments. It is therefore important to pay attention to the general and specific risks attached to financial instruments and currencies 
contained in the fund’s portfolio..

Before investing in a fund, clients are strongly recommended to carefully review the fund’s prospectus and Key Investor Information document (KIID).

4.5  Commodities

 Description

A commodity is a physical product which is or can be traded on a secondary market. Returns from commodity investments are based on changes in their 
price. As an asset class, commodities can provide diversification benefits to an investor’s portfolio and a potential inflation hedge, since their price tends to 
increase in line with inflation. 

Traded commodities are usually categorized as follows:

•	 Agricultural products and livestock – including biofuels, cocoa, coffee, cotton, edible oils, grains, pork, soybeans, sugar and wheat.

•	 Metals and mining – including aluminum, copper, gold, steel and silver.

•	 Energy – including crude oil, gas, electricity and petrochemicals.

While it is possible to buy such commodities directly, the most common ways to gain exposure to commodity prices include buying derivatives (typically 
through forward or futures contracts, see section 5.7), or buying equities that are directly linked to a commodity. These might include buying shares in an oil 
producer or a gold mining firm for example. Alternatively, investors can also get commodity exposure via investment funds typically through UCITS funds or 
ETF’s (see section 4.4) that have direct holdings in commodities. 

 Risks

Commodities are exposed to market risks whose fluctuations can vary significantly from those of more traditional asset classes such as equities or bonds. 
Some commodities such as energy and certain metals may have more strongly correlated trends between them. Supply and demand for commodities are 
affected by the actions of producers, consumers, traders, and commodity investors. Climate and geopolitical factors can also alter the supply of commodities 
on the market.
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5. Complex Products

5.1 Complex Equities

 Description

Complex equities, as opposed to the non-complex equities described in section 4.1, are equity securities that include some form of derivative instrument (for 
more on derivatives see section 5.7). Various complex equity instruments exist, but callable equity shares, puttable equity shares, and convertible preferred 
shares are among the most commonly used.

In order to fully understand the below sections, it is recommended that the reader also reads sections 4.1 (non-complex equities) and 5.7.3 (derivatives, 
options subsection).

 5.1.1 Callable equity shares

Equity shares that are callable are securities that give their issuer the right or the option (there is no obligation) to buy back the shares from 
investors at an agreed price (the “call price”) and at a certain time predetermined at issuance. The call price is fixed by the issuer and is typically at a 
premium to the prevailing price. 

Callable equity shares can be either callable common equity shares or callable preferred equity shares. Callable common equity shares are 
typically issued by a parent company to a subsidiary company. The parent company can then purchase them back at a fixed price for example if the 
subsidiary’s value increases significantly. Callable preferred equity shares are generally issued to all types of investors and are typically called by the 
issuer when interest rates decrease. This can allow the company to issue new preferred shares that pay lower dividends. Callable equity shares are 
often more beneficial to the issuers than to investors.

Risks

The risks related to callable equity shares are here compared to those of non-complex equities (refer to section 4.1 for more details).

Market risk is similar to that of non-complex equities.

Volatility risk: the volatility risk of callable equity shares is similar to that of non-complex equities when their price is significantly below the call 
price. However, when their price is very close to the call price, their price appreciation is capped at that level (the issuer will buy back the shares at 
the call price) and the volatility is technically lower.

Liquidity risk is similar to that of non-complex equities.

Call option risk: this risk does not exist with non-complex equities. Investors face the risk that their callable equity shares are called back when their 
price approaches the call price. The call price is typically fixed at a premium over the prevailing price in order to compensate investors for this risk.

Other risks (exchange rate risk, dividend risk, entrepreneurial risk, or risks around changing supply or demand): these are essentially similar to 
those of non-complex equities.

 5.1.2 Puttable equity shares

Equity shares that are puttable are securities that give the investor, and not the issuer, the right or the option (there is no obligation) to sell back the 
shares to the issuer at a price (the “put price”) and at a certain time predetermined at issuance. The main advantage for investors is that they can 
sell back those securities at a guaranteed price and thus limit their potential loss.

Risks

The risks related to puttable equity shares are here compared to those of non-complex equities.

Market risk is similar to that of non-complex equities.

Volatility risk: the volatility risk of puttable equity shares is similar to that of non-complex equities when their price is significantly above the put 
price. However, when their price is very close to the put price, their price depreciation is capped at the put price (investors will sell the shares at the 
put price if their price decreases below it and the volatility is technically lower).

Liquidity risk: the liquidity risk for puttable equity shares is typically lower than that of non-complex equities, because investors can always sell the 
shares back to the issuer, assuming the issuer is creditworthy.

Other risks (exchange rate risk, dividend risk, entrepreneurial risk, or risks around changing supply or demand): these are essentially similar to those 
of non-complex equities.
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 5.1.3 Convertible preferred shares

Convertible preferred shares are securities that allow holders to convert their shares into a specified number of common shares, at a conversion rate 
which is determined at issuance. Convertible preferred shares have the following three advantages for investors:

•	 They allow investors to earn a higher dividend than if they invested in common shares.

•	 They allow investors to benefit from a potential rise in the price of the common shares through the conversion option.

•	 Their price is less volatile than the underlying common shares because dividend payments are generally known and more stable. 

Risks

The risks related to convertible preferred shares are here compared to those of non-complex equities.

Market risk is similar to that of non-complex equities. 

Volatility risk: prior to conversion, the volatility risk of convertible preferred shares is similar to that of non-complex preferred equities. After 
conversion, the volatility risk will be similar to that of non-complex common equities.

Liquidity risk is similar to that of non-complex equities.

Other risks (exchange rate risk, dividend risk, entrepreneurial risk, or risks around changing supply or demand): these are essentially similar to those 
of non-complex equities.

5.2 Complex Bonds

 Description

Complex bonds are debt securities that include some form of derivative instrument. Various instruments exist, but convertible bonds, exchangeable bonds, 
bonds redeemable into shares, callable bonds, puttable bonds, and floating rate bonds with a cap or a floor provision are among the most commonly used.

In order to fully understand the below sections, it is recommended that the reader also refers to sections 4.2 (non-complex bonds) and 5.7.3 (derivatives, 
options subsection).

 5.2.1 Convertible bonds

Convertible bonds are hybrid debt securities that give the investor, and not the issuer, the right or the option (there is no obligation) to convert 
the bonds into common stock equity shares of the same company, during a specific period and at specific conditions determined at issuance. The 
specific conditions include two important elements. The conversion ratio, which represents the number of common shares that investors will 
receive when they exchange their convertible bond and the conversion price, which is the pre-agreed price at which the bonds can be converted into 
common shares. 

Convertible bonds are typically issued with a coupon that is lower than that of similar non-complex bonds and their price behavior typically 
depends on the underlying stock price. If the latter is very low, the convertible bond will behave like a non-complex bond. If the stock price is high 
enough, the convertible bond will behave more like an equity security. The main advantage for investors is that they can exercise their option if 
the underlying stock price increases sufficiently such that they make a higher profit than if they were holding the initial bond. Upon conversion, 
investors become shareholders.

Risks

The risks related to convertible bonds are here compared with those of non-complex bonds.

Interest rate risk: this is similar to that of non-complex bonds when the price of the underlying shares is very low. If the share price is very high, 
interest rate risk is less relevant (and the convertible bond will behave more like an equity security, see above).

Volatility risk: this risk is not present for non-complex bonds. Convertible bonds are impacted by the movements of the underlying stock (see above 
and section 3.1 for non-complex equities volatility risk).

Credit risk: similar to that of non-complex bonds, as long as the conversion option has not been exercised.

Liquidity risk: liquidity risk for convertible bonds is typically higher than for similar non-complex bonds because the market for convertible bonds is 
typically smaller, with fewer buyers and sellers.

Other risks (exchange rate, inflation, reinvestment) are similar to those of non-complex bonds as long as the conversion option has not been 
exercised.
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 5.2.2 Exchangeable bonds

Exchangeable bonds can be exchanged by bondholders for existing shares of another company (i.e. a company other than the issuer of the bonds). 
The issuers of exchangeable bonds are generally companies which hold shares in other companies. The behavior of exchangeable bonds and risks 
are similar to those of convertible bonds.

 5.2.3 Bonds redeemable into shares

Bonds redeemable into shares are debt securities that are paid back at maturity in the form of a number of common stocks at a conversion price/
ratio that is determined at issuance. As opposed to convertible bonds, the conversion into common stock is mandatory for the investor. 

Bonds redeemable into shares are generally issued with a coupon that is lower than that of similar non-complex bonds. Investors generally take 
advantage of higher remuneration than if they directly held the common stock because interest rates are often higher than dividends. At maturity, 
investors will become common shareholders and not debt holders anymore.

Risks

The risks related to bonds redeemable into shares are here compared with those of non-complex bonds (refer to section 4.2 for more details).

Interest rate risk is similar to that of non-complex bonds as long as the conversion has not happened.

Volatility risk: this risk is not present for non-complex bonds. Bonds redeemable into shares are impacted by movements of the underlying stock 
(see above and section 4.1 for non-complex equities volatility risk). In particular, if the stock price decreases significantly at the time of conversion, 
investors will find themselves in a situation where the value of the common stock received is lower than the price paid initially for the bonds-.

Credit risk is similar to that of non-complex bonds as long as the conversion has not happened.

Liquidity risk is typically higher than for similar non-complex bonds because the market for such bonds is typically smaller, with fewer buyers and 
sellers.

Other risks (exchange rate, inflation, reinvestment): similar to those of non-complex bonds as long as the conversion has not happened. 

 5.2.4 Callable bonds

Bonds that are callable are debt securities that give their issuer the right or the option (there is no obligation) to buy back the bonds from the 
bondholders at a specified price (the “call price”) on specific dates determined at issuance. This generally happens when the issuer anticipates that 
sometime in the future, market interest rates will fall below coupon rates and it will be economically more profitable to buy back the securities and 
replace them with new ones that have a lower coupon rate.

Risks

The risks related to callable bonds are here compared with those of non-complex bonds (refer to section 4.2 for more details).

Interest rate risk is similar to that of non-complex bonds when interest rates are high. Callable bonds are much less sensitive to interest rate changes 
when interest rates decrease (especially when approaching the call price).

Credit risk is similar to that of non-complex bonds.

Liquidity risk is similar to that of non-complex bonds.

Other risks (exchange rate, inflation, reinvestment): are similar to those of non-complex bonds except for reinvestment risk which is higher for 
callable bonds as they will be called when interest rates decrease and the callable bond price approaches the call price.

 5.2.5 Puttable bonds

Bonds that are puttable are debt securities that give bondholders the right or the option (there is no obligation) to sell the bonds back to the issuer 
at a specified price (the “put price”) on specific dates determined at issuance. The main advantage for investors is that they can exercise the put 
option when interest rates rise so much that the bond price declines below the put price (see section 4.2 for further details on the relationship 
between interest rates and bond prices). The bondholder can oblige the issuer to buy back the issue and can then reinvest the proceeds at the 
prevailing lower price, thus capturing a profit.

Risks

The risks related to puttable bonds are here compared with those of non-complex bonds.

Interest rate risk is similar to that of non-complex bonds when interest rates are low. Puttable bonds are much less sensitive to interest rate changes 
when interest rates increase (especially when approaching the put price).

Credit risk is similar to that of non-complex bonds.
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Liquidity risk is typically lower than that of non-complex bonds, because investors can always sell the shares back to the issuer, assuming the issuer 
is creditworthy.

Other risks (exchange rate, inflation, reinvestment) are similar to those of non-complex bonds except for reinvestment risk which is lower for 
puttable bonds as they will be sold back when interest rates increase and the puttable bond price approaches the put price.

 5.2.6 Floating rate bonds with a cap or a floor provision

Floating rate bonds have variable interest rates and can be accompanied by a floor or a cap. The cap of a floating rate bond sets the maximum 
payment the issuer can make, setting a maximum rate for the issuer to pay. A floor on a floating rate bond sets the minimum payment the issuer 
needs to make. The main advantage for the bondholder is that they are guaranteed the floor rate even if interest rates fall significantly.

Risks

The risks related to floating bonds with a cap or a floor provision are here compared with those of floating non-complex bonds (refer to section 4.2 
for more details).

Interest rate risk: floating rate bonds are less interest rate sensitive than fixed rate bonds. Floating rate bonds with a cap are more interest rate 
sensitive than similar option-free bonds when interest rates increase beyond the cap. Floating rate bonds with a floor are less interest rate sensitive 
than similar option-free bonds when interest rates go below the floor.

Credit risk is similar to that of floating non-complex bonds.

Liquidity risk is similar to that of floating non-complex bonds.

Other risks (exchange rate, inflation, reinvestment) are similar to those of floating non-complex bonds.

5.3  Non-UCITS – Hedge Funds

 Description

Hedge funds are the most common type of alternative investment funds (AIF) and typically aim to generate returns with low correlations to traditional asset 
classes over an investment cycle. Certain hedge funds strategies also have the ability to generate positive returns in falling markets and thus can provide 
interesting diversification benefits for an investor’s portfolio. 

In order to do so, hedge funds apply a range of different investment methods: some non-exhaustive examples of these include global macro, equity long 
short, relative value or event driven strategies (see explanations below). 

A macro hedge fund aims to take advantage of macroeconomic conditions and differences between countries’ prospects to generate positive long-term 
returns by investing in stocks, bonds, commodities or currencies. An equity long/ short hedge fund may invest in stocks that the managers perceive as 
attractive investments but also has the flexibility to “short sell” stocks (or indices) if they perceive the stock or index is overvalued. Short selling means 
borrowing an asset and selling it in the expectation of buying it back in future at a lower price. A relative-value hedge fund aims to take advantage of 
market inefficiencies within or across asset classes for example by buying undervaluing securities and short-selling overvalued ones. Event driven strategies 
can include investments in distressed securities, merger arbitrage or activism and aim to exploit price inefficiencies in the market before events such as a 
company’s bankruptcy or a takeover deal with another firm. 

Hedge funds have a wide investment universe which is only limited by their investment mandate. Hedge funds’ investment style can include short sales, 
leverage and derivatives. Hedge funds can choose freely the products and markets (including emerging markets) in which they want to invest and their 
trading methods. This gives them a high degree of flexibility in how they achieve market exposure across different asset classes and implement their 
investment views. 

Hedge funds usually set high minimum investment requirements for investors and the remuneration of their managers is often linked to the performance of 
the their hedge fund. 

 Risks

Market risk: Hedge funds are subject to the non-diversifiable market risk of the underlying securities they hold.

Legal risk: Hedge funds may be established in legal jurisdictions in which an authority exercises only limited supervision or in which no regulatory 
supervision is exercised and where the transparency requirements are weak or non-existent, entailing less protection of investors' interests. Some hedge 
funds also require extensive guarantees from the investor prior to any subscription. The prospectuses, financial statements and the clauses of the 
subscription agreements are often complex.

Exchange rate risk: exists for f share classes that are not in the domestic currency of the investor. It increases if the foreign currency depreciates vis-à-vis the 
domestic currency in which the investor normally deals.
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Operational risk: for some hedge funds, the operational systems and control procedures put in place may be weak or inadequate and lead to losses. Risks 
may also arise due to a lack of transparency of the investments made. Where investments are made indirectly, counterparty risks should also be taken into 
account (administrator, custodian, etc.).

Liquidity risk: investments made by hedge funds may be illiquid and may not allow investors to withdraw money promptly. Hedge funds can plan for long 
lead times concerning subscription and redemption, as well as periods during which their shares or units cannot be redeemed (called “lock-up periods”). 
Most of these investments are subject either to lock-in periods, or redemption penalties if investments are redeemable within or after a certain period of 
time. In addition, many of the investment techniques used in the alternative investment industry involve investments either in illiquid financial instruments, 
or in instruments which are subject to legal or other restrictions on transfer. Therefore selling an alternative investment position may only be possible on 
certain dates after a notice period of several weeks, for example four times a year, on specific dates. Due to large bid/ask spreads related to some illiquid 
positions, the final cash payment to the investor may not amount to its initial net asset value. .

Valuation risk: the valuation of some hedge funds is subject to necessarily subjective assessments in the absence of a true market for the shares or units of 
such funds. Consequently, the valuation may be inaccurate.

Leverage risk: Hedge funds may use leverage, or borrowed money, which can lead to significant losses in case of adverse market movements.

 Other risks:

•	 Lack of information risk: The net asset value of such financial instruments is usually not known at the time when the investor decides to invest or 
to redeem his investment. This is due to the fact that, in principle, a notice period is necessary before such a transaction can be performed. As a 
consequence, the net asset value can only be calculated once the investment has been made or redeemed.

5.4 Non-UCITS – Private Equity

 Description

Private equity funds, which are a category of alternative investment funds, typically pool money from many investors and invest in private companies, i.e. 
those that are not listed on a stock exchange or other regulated market or buy public companies that they de-list. They typically seek to make their “portfolio 
companies” more profitable through acquisitions, mergers, taking out costs, or changing their capital structures. Private equity funds aim to make returns by 
selling these companies on after a number of years, hopefully at a much higher value. As an asset class, Private Equity can provide diversification benefits to 
an investor’s portfolio.

Capital for private equity funds is raised from retail and institutional investors and can be used either to fund start-ups, to inject working capital into a 
growing company, or to acquire a mature company. It can also be used to strengthen a company’s balance sheet. The term private equity covers different 
types of private equity investments, some of which are explained in more detail below:

•	 Venture capital;

•	 Growth capital;

•	 Mezzanine capital;

•	 Buyout;

•	 Special situations.

Venture capital: These funds provide equity capital to start-ups and companies in the early stages of growth. Portfolio companies tend to be focused in one 
specific sector, e.g. healthcare or technology. Venture capital is sometimes called risk capital: many of the companies invested in will fail. It has the highest 
risk and return profile of all types of private equity investment.

There are typically three main stages of venture capital investment: seed, start-up and expansion. These correspond to the early phases of a company’s life, in 
order of maturity. 

Growth capital: These funds enable a company to scale up its business, make acquisitions or other investments after it has made it through the early stages.

Mezzanine capital: Mezzanine financing is typically used to finance an expansion of existing companies. This type of financing is a hybrid investment of debt 
and equity.

Buyout: These funds typically buy mature companies, changing their ownership or removing them from public markets. Buyout transactions are normally 
financed using a mixture of private equity funds and borrowed capital.

Special situations: These funds may invest in equity or debt securities of financially stressed companies. 
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Private equity investments are generally made through a closed-end fund or investment structure, whose terms and conditions are defined in a limited 
partnership agreement. Investors become limited partners in the fund, and the fund’s manager is typically called a general partner. Long time horizons, 
illiquidity, the large size of investment needed, and the complexity of the investments make private equity an inappropriate asset class for many investors.

Investors commit capital up to an agreed level for the duration of the investment period, which is several years long. When the fund needs money to invest, 
the general partners ask the limited partners to provide it. This is called a “capital call.”

Once a portfolio investment is realised – i.e. a company that the fund has invested in is sold to a financial buyer, a strategic investor or listed on a public 
market – the fund distributes the proceeds back to the limited partners.

Investments in newly created private equity partnerships are called primary investments, and the term secondary investment refers to when these are sold 
on a secondary market. A co-investment is a direct investment by a limited partner in a company alongside a Private Equity fund. 

 Risks

Investing in a private equity fund involves considerable risks which are usually disclosed in the applicable “Private Placement Memorandum” for the fund the 
investor may be considering. 

Market risk and valuation risk: Market movements will have an impact on the value of the investments held in the portfolio. Company-specific risks will 
largely be determined by the investments the manager has made. Investments in privately held companies tend to be riskier than investments in publicly 
traded companies, largely because there is less publicly available information on them, making it harder to gauge their situation and valuation, and also 
harder to sell them on.

Some private equity funds may be concentrated in relatively few portfolio companies, making it hard to diversify their risks. Typically the general partner is 
also incentivised based on the fund’s performance, which may make them more inclined to take risks in order to meet performance targets. 

Legal risk: Private equity funds typically are not registered as UCITS (see section 4.4) and are generally not subject to much regulation and the protections 
such laws provide. The “Private Placement Memorandum” detailing the fund’s risks can be complex and difficult to understand.  

Exchange rate risk: exists for funds’ share classes that are not in the domestic currency of the investor. It increases if the foreign currency depreciates vis-à-vis 
the domestic currency in which the investor normally deals.

Operational risk: Such risks include the quality of a portfolio company’s management, non-executive directors and accounts; the credibility and achievability 
of its budget and business plan; legal, compliance and regulatory risks; and how well the interests of the company and its management are aligned with 
those of the fund’s general partners.

Liquidity risk: Investments in private equity funds should be considered illiquid. Money is typically committed to a private equity fund for a number of years, 
with no returns until a portfolio company is sold. Because private equity investments are not listed on an exchange and trading in the secondary market is 
relatively small, an investor looking to sell their position may have to accept a large discount, if it can be sold at all. 

Funding risk: The timings of both demands for investment and returns are uncertain in a private equity fund. The fund’s general partners decide when to 
“call” capital from investors, who must meet their commitments within a short time period or default on their payments. Money is typically returned only 
when a portfolio company is sold or if the fund is liquidated.

Leverage risk: In this domain, investment strategies can entail high risks. For example, by using leverage, a slight change of the market may lead to important 
gains but also losses. In some situations, the entire investment may be lost.

 Other risks:

•	 No assurance of investor return: The risk for the investor is that he or she may not recoup the full invested amount, and may even lose it entirely. 
Past performance of these instruments is no guarantee of future results, particularly as the nature of the investment environment is constantly 
changing (new geographic areas, new specialised areas, etc.). For example, there is often strong competition to acquire portfolio companies during 
periods of economic growth, whilst it may be difficult to withdraw from such investments during periods of economic downturn.
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5.5 Non-UCITS – Real Estate Funds

 Description

Investment in real estate can provide two sources of returns: income in the form of rent, and the potential for capital appreciation. As an asset class, real 
estate can provide diversification benefits to an investor’s portfolio and a potential inflation hedge, since rents and property values tend to increase in line 
with inflation. Real estate investments are typically implemented through investment funds or listed investment companies.

Real estate investments are typically divided according to their underlying assets. Assets included under the heading of real estate investments include:

•	 Residential property – single-family homes;

•	 Commercial property – including office buildings, shopping centers etc.;

•	 Loans with residential or commercial property as collateral – including mortgages and construction loans.

 Forms of Real Estate Investment

Residential

Residential property is considered a direct investment in real estate. Some buyers pay cash but most take on a mortgage, or loan, to purchase the property. 
Property bought with a mortgage is referred to as a leveraged investment and the owner’s equity is the property value minus the outstanding loan amount. 
Changes in property values over time affect the property owner’s equity.

The issuer, or lender of the mortgage often groups together the mortgages they originate and sells them on as publicly traded mortgage-backed securities 
(MBS), a process known as securitising them. 

Commercial

Commercial properties generate income from rents. Residential homes purchased for rental income are also considered to be an investment in commercial 
property. Large commercial properties (e.g. office buildings) are a form of direct investment for institutions or wealthy individuals, either purchased for cash 
or as a leveraged investment if a mortgage is taken out for a portion of the purchase price. 

Long time horizons, illiquidity, the large size of investment needed, and the complexity of the investments make commercial real estate an inappropriate 
asset class for many investors. 

Commercial real estate properties can be held by a limited partnership in which the partners have limited liability and the general partner manages the 
investment and the properties, or by a real estate investment trust (REIT).

Real estate investment trusts (REITs) issue shares that trade publicly like equity shares. REITs are often identified by the type of real estate assets they hold: 
mortgages, hotel properties, malls, office buildings, or other commercial property. Rental income is used to pay dividends. As with residential mortgages, 
whole loans (commercial property mortgages) are considered a direct investment, but loans can be pooled into commercial mortgage-backed securities 
(CMBS) that represent an indirect investment.

 Risks

The main types of risk associated with real estate investments are as follows: 

Market risk: can be divided into national and regional risk as real estate values are sensitive to local factors. The real estate market has historically been 
considered relatively risky. The most important characteristic defining the value of a building is its location. Defining the quality of the location depends on a 
number of factors such as surrounding buildings and construction projects, building zone planning, connections to highways and public transportation, etc. 

Exchange rate risk: exists for funds’ share classes that are not in the domestic currency of the investor. It increases if the foreign currency depreciates vis-à-vis 
the domestic currency in which the investor normally deals.

Object quality risk: This refers to the investment needed to maintain the building and keep tenants in it, if the property is rented out. Maintenance work, 
improvements due to regulatory requirements and property adjustments aiming at satisfying tenants are all expenses needed to maintain the quality of the 
investment.

Tenant risk: Ensuring a high level of sustainable rental income is often an important part of real estate investment. There are several ways to secure lease 
income including: verifying each potential tenant’s credit standing prior to investment, signing long-term tenancy agreements, and/or supporting loyalty 
through an attractive mix of tenants and a good property location. Tenant risks tends to focus on the likelihood of keeping or losing existing occupants, 
whereas market risks discussed above gives an indication of how easy it is to find new tenants. 

Financing risk (leverage): The risk of an investment project decreases if less borrowed capital is used to finance purchases. Basically, the risk of an investment 
project decreases if the amount of equity being used to finance the object increases, although leverage can correspondingly increase returns. 
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Liquidity risk: Liquidity and tradability of investments linked to real estate can vary significantly. Such investments are usually illiquid and investors  may not 
be able to liquidate their position in the short-term

Valuation risk: the ability of investors to value and select property investments.

Legal risk: Includes issues such as local or national controls on the use of land, the issuing of permits, environmental considerations and any remedial work 
necessary to comply with these regulations. 

 Other risks:

•	 The above risks such as selecting, financing, and managing real estate projects directly affect performance. The degree of leverage, or debt 
financing, used in a real estate investment is important because leverage amplifies losses as well as gains.

5.6 Structured Products

 Description

Structured products are designed to meet specific risk-return objectives. They combine different kinds of financial instruments, of which at least one is a 
derivative, which are provided to clients in the form of a single product to produce specific investment characteristics. 

There is a large range of structured products available in today’s market. Some structured products are produced to accommodate risk adversity, whereas 
others entail a higher risk than the underlying instruments individually. Information regarding the risks associated with a specific product is normally defined 
in the product’s prospectus. This is generally provided to investors purchasing structured products on the primary market (i.e. when the product is issued). 
If purchased on the secondary market, the product prospectus is not automatically provided. In each case, investors are therefore strongly recommended to  
make sure they obtain it before making an investment decision.

 Types of structured products

The categorisation explored here is for guidance only. The classes of structured products investors are most likely to come across are:

•	 Capital protection

•	 Yield enhancement

•	 Participation

 Capital Protection Products

Capital protection products offer total or partial protection of the nominal value (for example between 90% and 100%) at maturity, subject to the credit 
risk of the issuer. In addition, they offer returns linked to the development of an underlying asset or index, in the form of “participation” (see section below), 
a recurring payment, or a one-off payment at expiration. Capital protection products are often sought by risk-averse investors. These products can be 
structured to perform in rising or falling markets and should be chosen in accordance with market expectations over the lifetime of the product.

 Yield Enhancement Products

Yield enhancement products offer a limited or capped upside, usually in the form of a fixed coupon (or a discount). Investors forgo an unlimited participation 
in the performance of the underlying asset or index in favour of a recurring or one-off payment. Yield enhancement products may offer a conditional capital 
protection, in which case the protection is granted only if a predefined “condition” is met (i.e. a barrier has not been touched). Yield enhancement products 
are subject to the credit risk of the issuer. These products are often sought by investors with a moderate to increased risk appetite.

 Participation Products

Participation products offer usually unleveraged participation in the performance of one or multiple underlying products or assets. They may offer 
conditional capital protection, in which case the protection is granted only if a predefined “condition” is met (i.e. a barrier has not been touched). 
Participation products are subject to the credit risk of the issuer. These products are often sought by investors with a moderate to increased risk appetite, 
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who expect markets to move both up and down over the lifetime of the product.

 Risks

General remarks: Capital protection products are often considered to carry the least risk of the three and participation products the most, with yield 
enhanced products sitting in between. But the reality is that any instrument, regardless of product class, can be constructed with various features and can 
carry various risks. Instruments should be assessed according to their specific terms and not by general product grouping. The capital protection is linked 
to the nominal value of the product rather than its issue price or purchase price on a secondary market. Therefore, the investor benefits from a guarantee 
only up to the nominal value of the product with the consequence that capital protection does not necessarily mean 100% repayment of the capital 
invested. Consequently, the protection will be reduced if the issue/purchase price is higher than the nominal value and, conversely, increases if the issue/
purchase price is lower than the nominal value, in particular if the product has been purchased at a price which was different from par or after the original 
issue. The level of protection depends on the creditworthiness of the issuer. The capital is therefore protected only if the issuer of the protection can meet 
his obligations. The maximum loss is thus limited to the difference between the purchase price and the amount of the capital protection upon maturity. 
However, over the life of the product, its price can fall below the level of the capital protection amount, which increases the risk of loss in case of sale prior 
to expiration. Capital protection is only guaranteed for the investor if the latter holds on the product until maturity but is not ensured if early repayment is 
requested. Upon maturity, if the capital is not guaranteed up to 100%, the investor will not be repaid the full amount originally invested.

Market risk: structured product investors are subject to the non-diversifiable market risk of the underlying assets in which the products invest.

Counterparty / issuer risk: particular attention needs to be paid to issuer risk. Investors need to be aware that, as well as any potential loss they may incur 
due to a fall in the market value of the underlying, a total loss of their investment is possible if the issuer should default.

Liquidity risk: market makers, who in most cases are the issuers themselves, normally guarantee that structured products are tradable, although liquidity 
risks cannot be excluded.

Exchange rate risk: exists for products that are not in the domestic currency of the investor. It increases if the foreign currency depreciates vis-à-vis the 
domestic currency in which the investor normally deals..

Valuation risk: the valuation of some underlying instruments can be difficult and subject to subjective assessments in the absence of a true market. 
Consequently, the valuation may be inaccurate.

5.7 Derivatives

 Description

Derivatives are contracts between two parties, the buyer and the seller, that give them the right or the obligation to execute the terms of the agreement 
drafted in the contract. Derivatives are financial instruments whose price depends on the price or value of an underlying asset (typically bonds, interest rates, 
equities, currencies or commodities). Various derivative instruments exist, but forward contracts, future contracts, swap contracts and option contracts are 
among the most commonly used.

Derivatives are typically complex and more volatile than their underlying asset and are used for speculation or hedging purposes. Investors should make sure 
they understand the associated risks before entering into such trades.

 5.7.1 Forward Contracts

Forward contracts are agreements between two parties where the buyer agrees to buy an asset from the seller at a specified price at a future date 
determined in the contract. At initiation, neither of the parties disburses cash. At expiration, the parties typically settle the contracts in one of two 
ways: physical delivery of the asset, or cash settlement. In the latter case, the buyer receives cash from the seller if the price of the underlying asset 
is higher than the price determined in the contract or pays cash to the seller if the price of the underlying asset is lower than the price determined 
in the contract. 

Forward contracts are highly customised, not traded on organised exchanges, largely unregulated, and are subject to counterparty risk (see below). 
Forward contracts are typically used with the underlying assets bonds, interest rates, equities, and commodities, mainly for hedging purposes.

Risks

Market risk: forward contracts investors are subject to the non-diversifiable market risk of the underlying assets.

Interest rate risk is the main risk for forward contracts dealing with bonds and interest rates (see sections 4.2 and 5.2 for further details).

Volatility risk is the main risk for forward contracts dealing with equities (see sections 4.1 and 5.1 for further details).

Counterparty risk: each party is exposed to the default of the other party or the other party not honouring the terms of the contract.
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Liquidity risk: forward contracts are traded “over-the-counter” – which means outside of a regulated exchange – and typically have a low liquidity.

Exchange rate risk exists where payments specified in the contract are not in the domestic currency of the investor.

Valuation risk: the valuation of some underlying instruments can be difficult to ascertain and subject to subjective assessments in the absence 
of a true market. Consequently, the valuation may be inaccurate. Investors incur a risk if the evolution of the actual value of the contract or of the 
underlying is not in line with the evolution they forecasted when concluding the contract. In case the value of the contract or the underlying asset 
decreases, the forward buyer will still have to accept the underlying asset at the price agreed upon in the contract. The forward buyer (“the buyer”) 
could incur significant losses when the price determined in the contract is significantly higher than the current market price of the underlying asset 
(spot price). Therefore, the maximum the buyer  may lose is his whole initial investment if the spot price goes to zero. In case of “marking to market” 
agreement,  the investor will need to have permanently at his disposal a sufficient cash (“margin”) cover “margin calls” (see section 5.7.2 for other 
examples). In case the margin is insufficient during the forward transaction, the investor will have to provide a variation margin at very short notice. 
In case of the investors inability to do so, the transaction will be liquidated before due term, generally at loss.

Other risks: non-standardised contracts may only in principle be liquidated by undertaking the reverse transaction with the same counterparty, and 
the assignment or transfer of transactions to third parties requires the agreement of all parties. 

 5.7.2 Futures Contracts

Futures contracts are equivalent to forward contracts. There are nonetheless a few important differences between forward and futures contracts 
(see section 5.7.1 for comparison). Futures contracts are highly standardised and are regulated and traded on organised exchanges. A clearing house 
acts as the single counterparty of both the buyer and the seller and guarantees that they will both honour their obligations. At initiation, a buyer 
deposits some money in an account equivalent to around 2-10% of the value of the trade. The value of this account varies with the underlying 
asset price and the buyer will receive a margin call – or demand for more money – if the futures account’s value goes below a specified level (called 
maintenance margin) that he or she needs to respect if the investor wants to stay in the futures trade.

Futures contracts are typically used with bonds, interest rates, equities, and commodities underlying assets for both speculative and hedging 
purposes.

Risks

Market risk: futures contract investors are subject to the market, non-diversifiable, risk of the underlying assets.

Interest rate risk is the main risk for futures contracts dealing with bonds and interest rates (refer to sections 4.2 and 5.2 for further details).

Volatility risk is the main risk for futures contracts dealing with equities (refer to sections 4.1 and 5.1 for further details).

Counterparty risk: there is significantly lower credit risk than for forward contracts (because of the existence of a futures account and a clearing 
house). 

Liquidity risk: there is a significantly lower liquidity risk than for forward contracts. Futures are standardised contracts and are traded on organised 
exchanges.

Exchange rate risk exists where payments specified in the contract are not in the domestic currency of the investor.

Valuation risk: there is significantly lower valuation risk than for forward contracts, because futures contracts are traded on organised exchanges.

Other risks: losses can be significant for investors who speculate and face adverse underlying asset price or value movements. 

 5.7.3 Swap contracts

Swap contracts are agreements between two parties that agree to exchange or swap a series of cash-flows over a period of time and frequency (e.g. 
quarterly, semi-annually or yearly) determined in the contract. They have similar properties to forward contracts in the sense that they are highly 
customised, not traded on organised exchanges, largely unregulated, and are subject to counterparty risk.

Swap contracts are typically used by corporations that want to hedge their interest rates and/or currency risks.

Risks

Market risk: swap contracts investors are subject to the market, non-diversifiable, risk of the underlying assets.

Interest rate risk is the main risk for swap contracts dealing with interest rates (refer to sections 4.2 and 5.2 for further details).

Counterparty / issuer risk: each party is exposed to the default of the other party or if the other party does not honour the terms of the contract.

Liquidity risk: swap contracts are traded over-the-counter and typically have a low liquidity.
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Exchange rate risk exists where payments specified in the contract are not in the domestic currency of the investor. This risk can be significant for 
currency swaps.

Valuation risk: the valuation of some underlying instruments can be difficult and subject to subjective assessments. Consequently, the valuation 
may be inaccurate.

Other risks: non-standardised contracts may only in principle be liquidated by undertaking the reverse transaction with the same counterparty.

 5.7.4 Option Contracts

Option contracts are agreements between two parties, the buyer and the seller, where the seller is obliged to sell or the buyer obliged to buy the 
underlying asset at a pre-agreed price (the “strike price”) at or up to a specific date determined in the contract. Option contracts are in general highly 
standardised and trade on organised exchanges. There are two types of options:

Call options are contracts where the buyer pays a fee (premium) to the seller, and acquires the right or the option (there is no obligation) to buy the 
underlying asset from the seller at a predetermined price. Upon exercising the option, the seller must honour the contract either by delivering the 
underlying asset or through a cash settlement. Investors buying call options expect the price of the underlying asset to increase.

Put options are contracts where the buyer pays a fee (premium) to the seller, and acquires the right or the option (there is no obligation) to sell the 
underlying asset to the seller at a predetermined price. The seller must honour the contract either by buying the underlying asset or through a cash 
settlement. Investors buying put options expect the price of the underlying asset to decrease.

Option contracts may be used for any type of underlying asset, both for speculative and hedging purposes. They are highly volatile.

Risks

Market risk: option contract investors are subject to the market, non-diversifiable, risk of the underlying assets.

Price risk is the main risk for options. Options are extremely sensitive to changes in the underlying asset’s market value. Potentially unlimited losses 
can occur (see table below):

Max Loss Max Gain

Call Buyer Option price Unlimited

Call Seller Unlimited Option price

Put Buyer Option price Strike price – option price

Put Seller Strike price – option price Option price

Interest rate risk: when interest rates increase, the value of a call option increases, while the value of a put option decreases.

Volatility risk: if the volatility of the underlying asset increases, the value of both the call and the put options increases.

Time value of money: the value of both the call and the put options decrease as time goes by.

Liquidity risk: options trading on an organised exchange are highly liquid. However, for the same underlying asset, the longer the maturity, the 
lower the liquidity, because there are fewer buyers and sellers.

Exchange rate risk exists where payments specified in the contract are not in the domestic currency of the investor.

Counterparty / Issuer risk: the investors are exposed to the risk of default of the issuer of the options contract (see structured products section 5.6).

Valuation risk: the valuation of some of the underlying instruments can be difficult and subject to subjective assessments in the absence of a true 
market. Consequently, the valuation may be inaccurate.

Leverage risk: by using leverage, small market movements may lead to important gains but also losses. In some situations, an entire investment 
may be lost.

Other risks: An investor willing to trade over-the-counter (OTC) options need to carefully assess these transactions because such options are not 
supervised nor quoted through an organised exchange. Typically price, liquidity, issuer, and valuation risks are significantly higher than for non-OTC 
options. The above mentioned risks are also significantly higher if the investor chooses to enter into “exotic-options” (significantly more complex 
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options). Finally, risks could also be higher or lower if the investor decides to combine different option-based strategies. In all cases, the investor is 
recommended to understand every single option-contract(s) he enters into and read the related contractual documentation. 

 5.7.5 Credit default swaps contracts

Credit Default Swaps (“CDS”) are agreements between two parties, the buyer and the seller, that allow the buyer to protect himself or herself 
against a negative event (or “credit event”) that could affect a bond-like asset over a period of time determined in the contract. A CDS could 
therefore be considered as an insurance, where the buyer pays a premium to the seller to be protected against the credit risk of a debt instrument. 
In case of a credit event, the settlement is typically done physically: the buyer delivers the underlying asset to the seller and the seller pays back the 
buyer the full notional amount. In case of cash settlement, the buyer receives the difference between the notional amount and the market value of 
the underlying asset.

Risks

Credit risk: the higher the credit risk of the underlying asset, the higher the value of the CDS.

Counterparty / Issuer risk: the buyer faces the risk that the other party (the issuer) does not honour the contract in case of a credit event.

Exchange rate risk exists where payments specified in the contract are not in the domestic currency of the investor.

Valuation risk: the valuation of some underlying instruments can be difficult and subject to subjective assessments in the absence of a true market. 
Consequently, the valuation may be inaccurate.

Other risks: losses can be significant for investors who speculate (typically when they buy a CDS and the credit quality of the underlying improves).
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6. Appendix
6.1 Credit ratings

The following table shows the credit ratings and a brief description for the 3 main providers (Moddy’s, Standard & Poors, Fitch)

 Figure 1: Credit ratings (source: Wikipedia)

Moody's S&P Fitch Rating description
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