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Opportunities and risks inherent
IN securities transactions

Due to the growing importance of security investments
on the financial markets, we have issued this brochure
entitled "Opportunities and risks inherent in securities
transactions”. On the occasion of account opening, all
clients of VP Bank (Luxembourg) SA will receive this
brochure.

Despite the fact that we consider our clients familiar with
the essential characteristics of the popular types of secur-
ities, this brochure contains at the beginning a general
survey of the most important risks inherent in securities
transactions, as well as a brief description of the different
types of securities.

Thereafter we have compiled information on the charac-
teristics and special risks of certain types of transactions.

The transactions in question are linked to derivative instru-

ments and consequently involve a substantial profit and
loss potential. We have based our descriptions on the cus-
tomary classification of such transactions into options and
forward transactions as well as structured and synthetic
products.

Since investments in certain markets may also be suscepti-
ble to larger-than-normal risks, this brochure also provides
information on the risks associated with investments in the

emerging markets.

Securities transactions - especially in derivative financial
instruments - may cause substantial losses. Investors
should therefore engage in such transactions only after
having assessed their economic situation.

The ongoing evolution in the field of securities makes it
impossible to give a full and final view on the financial
products that are now and will be traded on the markets.
Thus, this brochure does not explain all the risks involved
but concentrates on the main aspects.

In any event, no securities transactions should be carried
out without first ascertaining the precise risks associated
with such transactions and the ability to absorb the sub-
stantial loss potential. Readers who require further infor-
mation or clarification concerning the subject matter of
this brochure or the individual transactions and products
described should not hesitate to contact us.



Risks inherent in securities transactions

Risks which must be considered when investing are de-
scribed briefly below. They are assigned to the individual
types of securities listed in the table commencing on page 5.

Credit risk: a deterioration in the solvency - or worse still,
the bankruptcy - of a borrower means at least a partial
loss of the capital invested.

Monetary risk: Inflation can reduce the value of an invest-
ment. The purchasing power of the invested capital
declines if the rate of inflation is higher than the return
generated by the securities.

Market risk: If the market value of an investment declines,
assets are reduced. Credit, country and interest-rate risks
in particular have an impact in the form of price fluctu-
ations. All investments are exposed to this risk.

Country risk: Investments in countries where political
conditions are unstable are exposed to special risks. These
can very quickly result in wide price fluctuations. Those
risks include, for example, foreign exchange restrictions,
transfer risks or standstill agreements.

Liquidity risk: In the case of securities issued by small
companies (second-tier stocks), occasional illiquidity of
the market is to be expected. This can mean that securities
cannot be traded at the desired time and/or in the desired
quantity and/or at the desired price.

Currency risk: Declining exchange rates reduce the value
of investments in foreign currencies. However, the foreign
exchange market also offers opportunities for profits.
Currency risk can be eliminated by investing only in the
client’s domestic currency. However, companies operating
on an international scale are exposed to exchange-rate
trends to some degree. Such trends can therefore also
exercise an indirect influence on the price movements

of securities.

Interest-rate risk: Changes in interest-rate levels on the
money and capital markets have a directimpact on the
prices of fixed-interest securities. Rising interest rates
usually have a negative impact on the market prices of
equities and bonds. By contrast, falling interest rates
have a positive impact on prices.

No category of investment excludes all risks. It is therefore
important to diversify investments and thus spread the
risks. Shrewd investors incur a number of individual risks
in diversification because they can thus substantially
reduce the overall risk for their assets.

One-sided investments result in a bulk risk, i. e. the capital
invested can decline considerably in value, for example,
as a result of the insolvency of a single borrower or the
weakness of a certain currency.

Credit risk must not be underestimated in the field of
derivative financial instruments. This is particularly the
case for non-standardised products. Credit risk includes
the danger that a counterparty will no longer be able to
fulfil his or her obligations. In this context, the size of the
credit risk depends substantially on the type of transaction
performed.



Type of security

Shares

(domestic and foreign; bearer,
registered, ordinary, preference,
priority, voting share)

Opportunities

Equity instruments embodying a share in a public limited
company, thus entitling the holder to participate directly
in the success of the company, e.g. in the form of capital
gains. (Property and membership rights)

Risks

* creditrisk

* market risk

* country risk

* liquidity risk

* currency risk

* interest-rate risk (indirect)

Participation certificates see shares (without membership rights) see shares
(non-voting shares)
Dividend-right certificates see shares (without membership rights) see shares

(non-voting, no par value)

(Ordinary) shares in a
co-operative

Equity instruments embodying a share in a co-operative,
thus entitling the holder to participate directly in the
success of the company. (Property and membership rights)

* credit risk

* market risk

* liquidity risk

* interest-rate risk (indirect)

* depending on the articles of asso-
ciation, members of the co-opera-
tive are obliged to make further
capital contributions

Rights

Embody the shareholders’ right to subscribe to new se-
curities in the event of an increase in capital. (Protection
against dilution)

limited to the duration of the
subscription period:

* market risk

* liquidity risk

* currency risk

Mutual fund units

(bond, equity, money market,
mixed securities, precious metal,
commodities, real-estate funds)

Embody a share in the assets of a mutual fund and
therefore enable the holder to participate directly in the
success of the fund.

vary depending on the investments
made (fund rules and regulations):
* credit risk

* monetary risk

* market risk

* country risk

* liquidity risk

* currency risk

* interest-rate risk

Debenture bonds

Embody a money claim on the issuer (borrower).

* credit risk

* monetary risk

* market risk

* country risk

* liquidity risk

* currency risk (in the case
of foreign currency bonds)

* interest-rate risk

Eurobonds

see debenture bonds

see debenture bonds

Notes

Embody a medium-term money claim on the issuer
(borrower).

see debenture bonds

Medium-term notes

Embody a medium-term money claim on a domestic issuer
(borrower).

* creditrisk

* monetary risk

* market risk

* liquidity risk

* interest-rate risk

Mortgage bonds

Embody a money claim on a mortgage bank.

* monetary risk

* market risk

* liquidity risk

* interest-rate risk

Medium-term,
bank-issued bonds

Embody a medium-term money claim on public authorities.

* creditrisk

* monetary risk

* market risk

* liquidity risk

* interest-rate risk

Perpetual bonds

Embody a non-expiring money claim on the issuer
(borrower).

see debenture bonds




Type of security
Book-entry bonds

Opportunities

Embody a book-entry money claim on the public
authorities.

Risks

monetary risk
market risk
liquidity risk
interest-rate risk

Treasury bonds

Embody a long-term money claim on a government
(especially that of the US).

monetary risk
market risk
liquidity risk
interest-rate risk

Treasury bills

Embody a short-term money claim on a government
(especially that of the US, Canada, or the UK).

monetary risk
market risk
liquidity risk
interest-rate risk

Certificates of deposit (CD)

Embody a short-term money claim on a US or
UK bank.

credit risk
monetary risk
market risk

* liquidity risk

* interest-rate risk

Banker’s acceptance

Embody a short-term money claim in the form of a trade
bill guaranteed by an American bank. Depending on the
market situation, they offer a higher return than other
forms of fixed-interest investment.

see certificates of deposit

Commercial paper

Embodies a short-term money claim in the form of a prom-
issory note issued by an industrial or financial company.

see certificates of deposit

Convertible bonds

Embody a money claim on the issuer (borrower). Depend-
ing on the market situation, convertible bonds can offer

a higher return than other forms of fixed-interest invest-
ment. The conversion right offers the opportunity of par-
ticipating directly in the success of the company.

credit risk
monetary risk
market risk
country risk
liquidity risk
currency risk
interest-rate risk

Warrant-linked bonds,
with warrants

Embodies a money claim on the issuer (borrower). Depend-
ing on the market situation, these warrant-linked bonds
can offer a higher return than other forms of fixed-interest
investment. The warrant offers the opportunity of partici-
pating directly in the success of the company.

see convertible bonds

Warrant-linked bonds,
without warrants

see debenture bonds

see debenture bonds

Warrants
(stock options)

Embody a precisely defined right for the holder to pur-

chase or sell other assets during the exercise period. How-
ever, leverage makes the potential for capital gains consid-
erably greater than for a corresponding direct investment.

* credit risk

* monetary risk (partial)

* high market risk due to leverage
* country risk

* liquidity risk

* currency risk

* interest-rate risk (indirect)

Calls
(standardised purchase options;
i.e. Eurex)

for the purchaser:

see warrants

for the writer:

possibility of earning an additional return or improved
yield on an existing holding

for the purchaser:

see warrants

for the writer:

(in uncovered trading)

credit risk

high market risk due to leverage
country risk

liquidity risk

currency risk

interest-rate risk (indirect)

risk of having to sell the instru-
ments underlying the call at less
than the current market value




Type of security

Puts
(standardised selling options;
i.e. Eurex)

Opportunities

for the purchaser:

see warrants

possibility of hedging existing holdings

for the writer:

possibility of earning an additional return or improved
yield on an existing holding

Risks

for the purchaser:

see warrants

for the writer:

* credit risk

* high market risk due to leverage
country risk

liquidity risk

currency risk

interest-rate risk (indirect)

risk of having to purchase the
instruments underlying the put
at more than the current market
value

Futures
(standardised forward contract;
i.e. Eurex)

High potential for capital gains on the underlying instru-
ments due to the small commitment of capital (leverage);
possibility of hedging existing holdings

high market risk due to leverage
* country risk

currency risk

other risks depending on under-
lying instruments

Over-the-counter derivative
instruments
(non-standardised options and
forward transactions)

see calls, puts, futures

see calls, puts, futures
but with increased liquidity risk




Characteristic features and risks
of forward transactions

Forward transactions can involve major risks and should
therefore only be entered into by investors who are famil-
iar with this type of transaction, have sufficient liquid
resources at their disposal and are able to absorb poten-
tial losses.

Definition

Forward transactions embody the obligation to accept

or deliver a certain quantity of a certain underlying instru-
ment on a certain date in the future (expiry date) at a price
agreed upon when concluding the contract.

The following may serve as underlying instruments:

* Physical assets (equities, warrants, options, commod-
ities, precious metals)

* Benchmarks (currencies, interest rates, indices)

Categories

Futures are forward transactions whose contract sizes and
expiry dates are standardised and which are traded on an
exchange. Contracts of this nature are traded on exchanges
organised specially, e.g. Eurex.

Over-the-counter (OTC) forward transactions (so-called
forwards) are contracts with standardised contractual
terms or contract specifications agreed upon individually
between purchasers and vendors. Forwards are not traded
on an exchange.

Margin requirement/ margin cover

An initial margin is stipulated for both purchases and
forward short sales of underlying instruments when a
contract is concluded. A variation margin is also calculated
periodically during the entire life of the contract. The
variation margin corresponds to the book gain or book
loss arising by virtue of the change in value of the contract,
i.e. the underlying instrument. In the process, the variation
margin can rapidly amount to a multiple of the initial
margin. In the case of futures, these margins and their
calculation are subject to the guidelines laid down by the
exchange in question and are debited or credited daily.
The banks are entitled to request higher margins than the
required minimum rates. In the case of forwards, the banks
can set the margins at their discretion.

Investors must maintain the required margin cover with
the bank during the entire life of the contract. A margin
shortfall usually results in the liquidation of the position
in question by the bank.

Closing out/ settlement

Contracts can be closed out at any time prior to their expiry
date. Depending on the type of contract and customary
practice on the exchange in question, contracts are closed
out either by means of an identical counter transaction or
by concluding an offsetting transaction in respect of the
obligation, with otherwise identical specifications. In the
latter case, the delivery and acceptance obligations result-
ing from the two open contracts cancel each other out.

Contracts which are not closed out must be settled on
their expiry date. In the case of contracts based on physi-
cal assets, this usually takes the form of a delivery of the
underlying instrument. In the case of contracts based on
benchmarks, a corresponding cash consideration is paid
in lieu of physical delivery.

The relevant contract specifications determine the further
terms and conditions of settlement, especially for stipulat-
ing the place of performance.

Changes in the value of the contract / underlying
instrument

Every investor has certain expectations in respect of the
change in value of the contract, i.e. the corresponding
underlying instrument, in the relevant period. If the actual
change in value does not correspond to these expectations,
the investor is exposed to the following risks:

* If the value of the contract/ underlying instrument rises,
the seller for forward delivery must deliver the under-
lying instrument at the price originally agreed upon.
That can be substantially lower than the current market
value.

* If the value of the contract/ underlying instrument falls,
the purchaser for forward delivery must accept the
underlying instrument at the price originally agreed
upon. That can be substantially higher than the current
market value.

In both cases, the risk lies in the difference between the
price agreed upon when the contract was concluded and
the actual market value on the expiry date. The extent of
this risk cannot be defined in advance.

Purchase of the underlying instrument in the case of short
sales

Anyone selling an underlying instrument for forward
delivery without already being in possession of it when
concluding the contract (short sale) is exposed to the risk
of having to purchase the underlying instrument at an
unfavourable -i.e. high - market value, in order to be able
to meet his or her delivery obligations on the expiry date.
In this case, the risk is especially high, indeed it is theoreti-
cally unlimited.



Difficulty or impossibility of closing out positions

In order to limit excessive price fluctuations, an exchange
can fix price limits for certain contracts. The investor

must be aware that when the price limitis reached,

closing out is considerably more difficult or even tempo-
rarily impos-sible. Every investor should therefore make
enquiries about any existing price limits before concluding
forward transactions.

Physical delivery / cash settlement

Investors are exposed to greater risks with contracts
which have to be fulfilled by physical delivery than with
those which are fulfilled by cash settlement. In the case

of physical delivery, the full contract value must be paid,
whereas in the case of cash settlement, only the difference
between the price agreed upon when concluding the
contract and the current market value on settlement date
must be paid. Investors must therefore have greater liquid
resources at their disposal for contracts with physical
delivery than for contracts with cash settlement.

Special risks of OTC forward transactions

As a rule, the market for standardised OTC forward
transactions is transparent and liquid. Closing out is
usually possible without any significant problems.

By contrast, there is no market as such for OTC forward
transactions with individual contract specifications.
Closing out is therefore only possible if a counterparty is
found who is prepared to conclude an offsetting contract.

In forward foreign exchange transactions, the bank will
act as a so-called systematic internaliser. This simplifies
the close out of transactions, but bundles the counterparty
risk, since all transactions are carried out with VP Bank.

Combined transactions

These transactions are understood to refer to various com-
binations of forward, spot and options transactions. Due
to the diversity of possible variations, the risk structures
arising in a specific instance cannot be dealt with in detail
within the scope of this brochure. Note that closing out
individual elements of a combined transaction substantial-
ly alters the risk profile of the position as a whole, i.e. of
the elements remaining open. Before investors conclude a
transaction of this nature or close out individual elements
of it, they should therefore make detailed enquiries about
the specific risks involved.

Characteristic features and risks
of options transactions

Options transactions can involve major financial risks and
should only be entered into by investors who are familiar
with this type of transaction, have sufficient liquid resources
attheir disposal and are able to absorb potential losses.

Definition

With an option, the purchaser acquires the right, against
immediate payment of the option premium, to purchase
(call option) or sell (put option) a certain quantity of the
underlying instrument at a price stipulated in advance,
either at any time during the life of the contract (US option)
or on the expiry date (European option).

By contrast, the writer of an option undertakes to deliver
(call option) or accept (put option) the corresponding
underlying instrument at the agreed price (striking price)
if the option is exercised. Depending on the contract
specifications, cash settlement can also be accepted in
lieu of physical delivery.

The following may serve as underlying instruments:

* Physical assets (equities, futures, bonds, commodities,
precious metals)

* Benchmarks (currencies, interest rates, indices)

“In the money”, "out of the money"” and “at the money”

options

A call option is “in the money”, i.e. has an inherent value,

if the current market value of the underlying instrument is

higher than the striking price. A put option is “in the money’

if the current market value of the underlying instrument is

lower than the striking price.

"

A call option is “out of the money” if the current market
value of the underlying instrument is lower than the strik-
ing price. A put option is “out of the money” if the current
market value of the underlying instrument is higher than
the striking price.

Call and put options are “at the money” if the current
market value of the underlying instrument and the striking
price are the same.

Categories

Traded options are financial instruments whose contract
sizes, striking prices and expiry dates are standardised
and which are traded on exchanges. Contracts of this
nature are traded on specially organised exchanges,

i.e. Eurex. OTC options transactions are contracts with
standardised contractual terms or contract specifications
agreed upon individually between purchasers and



vendors. OTC options transactions are not traded on an
exchange.

Warrants are non-standardised financial instruments.
Some of them are traded on exchanges, but many are
traded over the counter.

Margin requirement / margin cover

A margin is fixed for sales of puts and short sales of calls
when the contract is concluded. This margin is recalcu-
lated periodically during the entire life of the contract

and may resultin equivalent margin calls. Future-styled
options, such as options on Eurex interest-rate futures,

are an exception. In this case, a margin requirement always
exists on both purchases and sales. As in the case of future
contracts, this is made up of an initial margin and a period-
ically calculated variation margin. In every instance, the
margin on options may rapidly rise to many times the initial
margin because of the leverage effect. In the case of traded
options, these margins and their calculation are subject to
the guidelines laid down by the exchange in question and
are debited or credited daily. The banks are entitled to
request higher margins than the required minimum rates.
In the case of all other options transactions, the banks

can set the margins at their discretion.

Investors must maintain the required margin cover with
the bank during the entire life of the contract. A margin
shortfall usually results in the liquidation of the position
in question by the bank.

Closing out / settlement

Contracts can be closed out at any time prior to their expiry
date. Depending on the type of contract and customary
practice on the exchange in question, contracts are closed
out either by means of an identical counter transaction or
by concluding an offsetting transaction in respect of the
obligation, with otherwise identical specifications. In the
latter case, the delivery and acceptance obligations result-
ing from the two open contracts cancel each other out.

Obligations arising from the sale of options which are not
closed out must always be settled on the expiry date. In
the case of contracts based on physical assets, settlement
usually takes the form of a delivery of the underlying
instrument. In the case of contracts based on benchmarks,
a corresponding cash consideration is paid in lieu of phys-
ical delivery.

Changes in the value of the contract/ underlying
instrument

Every investor has certain expectations in respect of the
change in value of the contract, i.e. the corresponding
underlying instrument, in the relevant period. If the actual
change in value does not correspond to these expect-
ations, the investor is exposed to the following risks:

The purchaser of a call or put loses the option premium
already paid, either partially or entirely. His or her risk is
thus clearly limited at all times:

If the value of the contract / underlying instrument rises,
the writer of a call must deliver the underlying instru-
ment at the price originally agreed upon. That price

can be substantially lower than the current market value.
If the value of the contractrises, i.e. the value of the
underlying instrument falls, the writer of a put must
accept the underlying instrument at the price originally
agreed upon. That price can be substantially higher than
the current market value.

In both cases, the risk lies in the difference between the
price agreed upon when the contract was concluded and
the current market value on the expiry date. The extent
of this risk cannot be defined in advance.

Purchase of the underlying instrument in the case of short
sales of call options

Anyone writing call options without already being in pos-
session of the underlying instrument when concluding

the contract (short sale) is exposed to the risk of having to
purchase the underlying instrument at an unfavourable -
i.e. high - market value in order to be able to meet his or
her delivery obligations on the expiry date. In this case, the
risk is especially high, indeed it is theoretically unlimited.

Difficulty or impossibility of closing out positions

In order to limit excessive price fluctuations, an exchange
can fix price limits for certain contracts. The investor must
be aware that when the price limit is reached, closing out
is considerably more difficult or even temporarily impos-
sible. Every investor should therefore make enquiries
about any existing price limits before concluding options
transactions.

Physical delivery / cash settlement

Investors are exposed to greater risks with contracts which
have to be fulfilled by physical delivery than with those
which are fulfilled by cash settlement. In the case of phys-
ical delivery, the full contract value must be paid, whereas
in the case of cash settlement, only the difference between
the price agreed upon when concluding the contract and
the current market value on the settlement date must be
paid. Investors must therefore have greater liquid resour-



ces at their disposal for contracts with physical delivery
than for contracts with cash settlement.

Special risks of OTC options transactions and transactions
with warrants and stock options

As a rule, the market for standardised OTC options trans-
actions and for transactions in warrants and stock options
listed on an exchange is transparent and liquid. Closing
out is therefore usually possible without any significant
problems.

By contrast, there is no market as such for OTC options
transactions with individual contract specifications and
for transactions in warrants and stock options which are
not listed on an exchange. Closing out is therefore only
possible if a counterparty is found who is prepared to
conclude an offsetting contract.

Combined transactions

Combined transactions are understood to mean the con-
clusion of two or more options transactions on the same
underlying instrument. In such cases, the options differ at
least in respect of type (call or put), quantity, striking price,
expiry date and/or the position taken (long, short).

Due to the diversity of possible combinations, the risks
arising in a specific instance cannot be dealt with in detail
within the scope of this brochure. They can also be altered
substantially by closing out individual elements of a com-
bined transaction. Before concluding a combined transac-
tion, investors should therefore make detailed enquiries
about its specific risks.

"Exotic” options

Compared with the types already described above,
options of this nature involve additional conditions or
agreements. They therefore feature structures which
cannot be created by any combinations of standard
options alone or together with underlying instruments.
"Exotic” options occur both as OTC options and also in
the form of warrants.

The virtually unlimited possibilities for structuring “exotic”
options mean that the risks arising in individual instances
cannot be described within the scope of this brochure.
Investors should therefore seek detailed information
about the risks involved before purchasing or selling
instruments of this nature.

Characteristic features and risks
of hybrid financial instruments

Hybrid financial instruments are securities consisting

of combinations of two or more investment products.
However, the combination is not structured by investors
themselves, but by the issuer prior to market launch
(issue). The diverse possibilities for combination mean that
each hybrid has its own risk profile, since the specific risks
of the individual elements are either entirely or partially
eliminated or intensified. It is therefore of the greatest
importance for the client to seek detailed information
about the risk characteristics of a hybrid before purchas-
ing such an instrument.

At present, hybrids offering capital preservation (e.g.
GROI, PIP, PEP, IGLU, VIU, etc.) predominate on the market.
The following comments therefore deal exclusively with
these types of transaction.

Hybrids of this nature enable investors to participate in

the development of one or more underlying instruments
(physical assets, benchmarks) and at the same time

limit the potential loss (capital preservation). The capital
preservation component and the participation component
can be separated (split), depending on the hybrid. This
enables the purchaser to retain or dispose of the individual
components independently of each other. Note that
splitting or sale of individual components can materially
alter the risk profile of the combined instrument.

Capital preservation component

Independently of the price trend at expiry, the capital
preservation component determines the extent to which
the face value of the hybrid instrument and, if appropriate,
what minimum return on the face value is paid out to the
purchaser. The capital protection component refers to the
face value and not to the issue or purchase price on any
secondary market. It therefore falls/rises as a percentage
of the invested capital if the purchase orissue price is
higher/lower than the face value.

Participation component

The participation component defines the manner and
extent of participation in the development of the under-
lying instrument. It thus defines the potential for profit over
and above the capital preservation component. As a rule,
participation is provided via a derivative or a combination
of various derivatives. The risk behaviour of the participa-
tion component therefore corresponds to that of the rele-
vant derivative or combination of derivatives. Hence the
participation component can expire worthless, depending
upon the price trend of the underlying instrument.



The following examples show several possible forms of
participation. For the sake of simplicity, they only illustrate
scenarios in which a hybrid is retained to maturity:

Hybrids with unlimited profit potential: In this case, the
purchaser participates in proportion to the price trend of
the underlying instruments. His or her percentage share

in this development depends, inter alia, on the extent of
hedging of the invested capital. Participation can be linear,
progressive or degressive in relation to the trend of the
underlying instrument.

Hybrids with limited profit potential: In this case, the pur-
chaser participates in the development of the underlying
instruments up to a certain limit. If the underlying instru-
ments develop beyond this, he or she no longer partici-
pates. However, participation up to this limit will usually
fbe greater than in the case of a hybrid with unlimited
profit potential.

Hybrids with fixed profit potential: These offer the purchas-

er a specific payment in addition to the hedged capital if

* the underlying instruments reach, exceed or fail to reach
previously specified thresholds on expiry date or certain
record dates; or

* the underlying instruments move within a defined range
on the expiry date, on certain record dates or during the
entire life of the contract.

This means that the purchaser of these products must have
expectations not only in respect of the price trend of the
underlying instruments, but also in respect of the potential
price fluctuations during the term in question.

Characteristic features and risks
of hedge funds

Positions in hedge funds may carry financial risk of a spe-
cial kind and should only be taken up by investors who
have sufficient knowledge of the particular hedge fund,
substantial liquid resources and are able to carry potential
losses.

No precise definition can be given of the term “hedge
fund”. As a general rule, these are foreign funds, which
seek exceptional profit growth. With that end in view,
high risks are taken deliberately. They are basically free
to choose the instruments used. Cash, future and option
business is possible, together with combinations in all
kinds of underlying securities. Short selling and credit-
based transactions are also habitually performed. A
hedge fund may pursue several different investment
strategies simultaneously.

Hedge funds are often only accessible to institutional
investors and/or big customers. It is not unusual for min-
imum investments running into millions to be stipulated.
In most cases, the possibilities or participation and with-
drawal of capital are strictly limited. A minimum invest-
ment period is often stipulated.

As domiciles in offshore centres such as the British Virgin
Islands, Gibraltar or the Cayman Islands are generally
used, hedge funds are much less stringently regulated
than traditional forms of investment. As a result, they
also enjoy substantial tax advantages.

In addition to the normal investment risks already
described in this publication (creditworthiness risk,
currency risk, interest-rate risk), hedge funds carry
further risks for the reasons indicated. These include
the size risk (optimum size), operational risks (e.g.
human risk, organisational risks) or strategy change
risks. It is difficult for the investor to detect asses and
control all these different aspects, as the information
policy of hedge funds is generally rather sparse and
lacking in transparency.

Characteristic features and risks
of investments in emerging markets

Emerging markets are securities markets in countries
characterised by, among other things, a certain degree of
political instability and relatively unpredictable financial
markets and economic growth patterns. Emerging
markets include countries whose stock markets are still

in the process of becoming properly established, whose
economies are weak or which may be regarded as less
developed countries. Thus the list of countries deemed to
be emerging markets is constantly changing. Essentially,
however, the term may be said to refer to all countries
with the exception of Australia, Austria, Belgium, Canada,
Denmark, Finland, France, Germany, Hong Kong, Ireland,
Italy, Japan, Luxembourg, the Netherlands, New Zealand,
Norway, Portugal, Singapore, Spain, Sweden, Switzerland,
the United Kingdom and the United States of America.
These countries are referred to below as “established
markets”.

Investments in emerging markets should be carried out
exclusively by those persons who have an in-depth know-
ledge of the markets in question and are thus in a position
to assess the various risk factors.



All types of investment in emerging markets are bound
up with specific risks which are not present in established
markets. The same applies when the issuer or seller of

a product is either based in an emerging market or
conducts the bulk of its activities there. Of course, invest-
ments in emerging markets may also carry other risks,
including those described in previous chapters of this
brochure.

Investments in instruments offered by these issuers and
providers are frequently speculative in character.

The primary (though not only) additional risks associated
with investments in emerging markets are as follows:

Political risk

Alack of political experience in a government or the instabil-
ity of a political system mean that there is a greater risk
that the economy or the political system will undergo
radical change in the shortterm. For the investor, this can
mean, among other things, that assets are confiscated
without compensation, the investor’s powers to dispose of
his or her own property are restricted, state interventions
in certain industries might seriously undermine the asset'’s
value or the investment is subject to the state monitoring
and control mechanisms.

Economic risk

The economy of an emerging-market country is more
susceptible to the effects of changes in interest rates or
inflation rates, which themselves are considerably more
volatile than in established markets. Emerging economies
also tend to be far less broadly based, with the result that
isolated developments can have a much greater impact
on the fortunes of the economy as a whole or of individual
sectors. In addition, emerging economies will tend to have
a smaller capital base and are frequently characterised by
inadequate financial market organisation and monitoring.

Credit risk

Investments in debt securities (e.g. bonds, notes) issued
by the governments of emerging economies or companies
in emerging markets tend to carry greater risks than their
counterparts in established markets. This is due to poorer
credit standing, high levels of state indebtedness, debt
reschedulings, a lack of market transparency or inadequate
information on the markets or companies concerned.
Moreover, different valuation standards and the absence
of reliable ratings make credit risk assessment a much
more difficult undertaking.

Exchange-rate risk

The currencies of emerging-market countries are more
susceptible to pronounced and unpredictable fluctuations.
It should also be noted that certain countries impose
currency export controls or are liable to introduce them

at short notice. Although hedging can minimise losses
caused by exchange-rate fluctuations, such losses cannot
always be entirely excluded.

Market risk

Because of their underdeveloped financial market moni-
toring mechanisms, emerging markets often suffer from
insufficient transparency and liquidity as well as poor regu-
lation and inefficiency. These markets are relatively volatile
and display wide price variations. With regulation poor or
absent altogether, there is a heightened danger of market
manipulation and insider dealing.

Liquidity risk

Liquidity levels will depend on supply and demand. The
supply and demand situation in emerging markets will tend
to change much more rapidly and lastingly in response to
social, economic or political developments or natural
disasters. In an extreme case, an emerging market might
become illiquid, preventing the investor from disposing
of his or her other investment.

Regulatory and legal risk

If financial market supervision is inadequate or non-existent,
legal claims might be difficult or impossible to assert. In
addition, where the judiciary lacks the requisite experi-
ence, legal uncertainty may be widespread.

Settlement risk

Certain emerging markets have an array of different clear-
ing and settlement systems or none at all. Such systems
are generally outdated and prone to commit processing
errors or cause long delays in settlement and delivery.

Shareholder / creditor risk

Legislation to protect shareholders and creditors (e.g.
reporting duty, ban on insider trading, prescribed man-
agement responsibilities, protection of minority share-
holders) is frequently inadequate or even non-existent.



Your contact - wherever you may be

VP Bank (Luxembourg) SA is a bank domiciled in Luxembourg and is subject to authorisation and regulation by the Luxem-
bourg Commission de Surveillance du Secteur Financier (CSSF), L-2991 Luxembourg, www.cssf.lu

VP Bank (Luxembourg) SA 2, rue Edward Steichen - L-2540 Luxembourg
T +352 404 770-1 - F +352 481 117
info.lu@vpbank.com - www.vpbank.com
Commercial and Company Register (RCS) no.: B29509

VP Bank Ltd Aeulestrasse 6 - 9490 Vaduz - Liechtenstein
T +423 235 6655 - F +423 235 65 00 - info@vpbank.com

VP Bank (Switzerland) Ltd Talstrasse 59 - 8001 Zurich - Switzerland
T+41 442262424 - F +41 44 226 25 24 - info.ch@vpbank.com

VP Bank (BVI) Ltd VP Bank House - 156 Main Street - PO Box 2341
Road Town - Tortola VG1110 - British Virgin Islands
T+128449411 00 F +1 284 494 11 44 - info.bvi@vpbank.com

VP Bank Ltd Singapore Branch 8 Marina View - #27-03 Asia Square Tower 1
Singapore 018960 - Singapore
T +65 6305 0050 - F +65 6305 0051 - info.sg@vpbank.com

VP Wealth Management (Hong Kong) Ltd ~ 33/F - Suite 3305 - Two Exchange Square
8 Connaught Place - Central - Hong Kong
T+852 36289900 - F +852 3628 99 11 - info.hkwm@vpbank.com

VP Bank Ltd 33/F - Suite 3305 - Two Exchange Square
Hong Kong Representative Office 8 Connaught Place - Central - Hong Kong
T +852 3628 99 99 - F +852 3628 99 11 - info.hk@vpbank.com

VP Fund Solutions (Luxembourg) SA 2, rue Edward Steichen - L-2540 Luxembourg
T +352 404 770-297 - F +352 404 770-283
fundclients-lux@vpbank.com - www.vpfundsolutions.com

VP Fund Solutions (Liechtenstein) AG Aeulestrasse 6 - 9490 Vaduz - Liechtenstein
T+423 23567 67 - F +423 235 67 77
vpfundsolutions@vpbank.com - www.vpfundsolutions.com










