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RISK DISCLOSURE STATEMENTS- Derivative Products 
 
This brief statement does not disclose all of the risks and other significant aspects of trading in derivative or structured products 
(such as Derivative Warrants, Callable Bull/Bear Contracts, Exchange Traded Funds and Equities Linked Instruments.)) (Collectively 
referred as “Derivative Products”). In light of the risks, you should undertake such transactions only if you understand the nature of 
the contracts (and contractual relationships) into which you are entering and the extent of your exposure to risk. Trading in derivative 
or structured products is not suitable for many members of the public. You should carefully consider whether trading is appropriate 
for you in light of your experience, objectives, financial resources and other relevant circumstances. If you are in doubt about this 
statement or any specific issue of the sale and purchase of derivative or structured products or otherwise, you should consult your 
solicitor, accountant or other independent professional adviser(s). 
 
GENERAL RISK OF TRADING IN DERIVATIVES AND STRUCTURED PRODUCTS 

Derivative Products are complex and leveraged investment products. It may be not capital guaranteed and its return will be 
dependent on its underlying asset(s) which are affected by a wide range of factors and may rise or fall rapidly. It is very important 
that you should read all the relevant offering documents to fully understand the features and risks of Derivatives Products and the 
legal terms and conditions of the documentation for such Derivative Product before deciding to invest. 

1. Issuer default risk 
In the event that a structured product issuer becomes insolvent and defaults on their listed securities, investors will be considered 
as unsecured creditors and will have no preferential claims to any assets held by the issuer.  Investors should therefore pay close 
attention to the financial strength and credit worthiness of structured product issuers.   

Note:   “Issuers Credit Rating” showing the credit ratings of individual issuers is now available under the Issuer and Liquidity 
Provider Information sub-section under Derivative Warrants and under CBBCs section on the Hong Kong Exchanges and Clearing 
Limited (“HKEx”)’s corporate website (http://www.hkex.com.hk/). 

2. Uncollateralised product risk 

Uncollateralised structured products are not asset backed.  In the event of issuer bankruptcy, investors can lose their entire 
investment.  Investors should read the listing documents to determine if a product is uncollateralised. 

3. Gearing risk 

Structured products such as derivative warrants and callable bull/bear contracts (CBBCs) are leveraged and can change in value 
rapidly according to the gearing ratio relative to the underlying assets.  Investors should be aware that the value of a structured 
product may fall to zero resulting in a total loss of the initial investment. 

4. Expiry considerations 

Structured products have an expiry date after which the issue may become worthless.  Investors should be aware of the expiry time 
horizon and choose a product with an appropriate lifespan for their trading strategy. 

5. Extraordinary price movements 

The price of a structured product may not match its theoretical price due to outside influences such as market supply and demand 
factors.  As a result, actual traded prices can be higher or lower than the theoretical price. 

6. Foreign exchange risk 
Investors trading structured products with underlying assets not denominated in Hong Kong dollars are also exposed to exchange 
rate risk.  Currency rate fluctuations can adversely affect the underlying asset value, also affecting the structured product price. 

7. Liquidity risk 
The Exchange requires all structured product issuers to appoint a liquidity provider for each individual issue.  The role of liquidity 
providers is to provide two way quotes to facilitate trading of their products.  In the event that a liquidity provider defaults or ceases 
to fulfill its role, investors may not be able to buy or sell the product until a new liquidity provider has been assigned. 

 
SPECIFIC RISK OF TRADING DERIVATIVE WARRANTS (“DW”) 
 
1. Time decay risk 
All things being equal, the value of a derivative warrant will decay over time as it approaches its expiry date.  Derivative warrants 
should therefore not be viewed as long term investments.   

2. Volatility risk 
Prices of derivative warrants can increase or decrease in line with the implied volatility of underlying asset price.  Investors should 
be aware of the underlying asset volatility. 

 
SPECIFIC RISK OF TRADING CALLABLE BULL/BEAR CONTRACTS (“CBBC”)  

1. Mandatory call risk 
Investors trading CBBCs should be aware of their intraday “knockout” or mandatory call feature.  A CBBC will cease trading when 
the underlying asset value equals the mandatory call price/level as stated in the listing documents.  Investors will only be entitled to 
the residual value of the terminated CBBC as calculated by the product issuer in accordance with the listing documents.  Investors 
should also note that the residual value can be zero. 

2. Funding costs 

The issue price of a CBBC includes funding costs.  Funding costs are gradually reduced over time as the CBBC moves towards 
expiry.  The longer the duration of the CBBC, the higher the total funding costs.  In the event that a CBBC is called, investors will 
lose the funding costs for the entire lifespan of the CBBC.  The formula for calculating the funding costs are stated in the listing 
documents.  

 
SPECIFIC RISK OF TRADING EXCHANGE TRADED FUNDS (“ETFs”) 

1.  Market risk  
ETFs are typically designed to track the performance of certain indices, market sectors, or groups of assets such as stocks, bonds, 
or commodities.  ETF managers may use different strategies to achieve this goal, but in general they do not have the discretion to 
take defensive positions in declining markets.  Investors must be prepared to bear the risk of loss and volatility associated with the 
underlying index/assets. 

2. Tracking errors  
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Tracking errors refer to the disparity in performance between an ETF and its underlying index/assets.  Tracking errors can arise due 
to factors such as the impact of transaction fees and expenses incurred to the ETF, changes in composition of the underlying 
index/assets, and the ETF manager’s replication strategy.  (The common replication strategies include full replication/representative 
sampling and synthetic replication which are discussed in more detail below.) 

3. Trading at discount or premium 
An ETF may be traded at a discount or premium to its Net Asset Value (NAV).  This price discrepancy is caused by supply and 
demand factors, and may be particularly likely to emerge during periods of high market volatility and uncertainty.  This phenomenon 
may also be observed for ETFs tracking specific markets or sectors that are subject to direct investment restrictions. 

4. Foreign exchange risk  
Investors trading ETFs with underlying assets not denominated in Hong Kong dollars are also exposed to exchange rate risk.  
Currency rate fluctuations can adversely affect the underlying asset value, also affecting the ETF price. 

5. Liquidity risk  
Securities Market Makers (SMMs) are Exchange Participants that provide liquidity to facilitate trading in ETFs.  Although most ETFs 
are supported by one or more SMMs, there is no assurance that active trading will be maintained.  In the event that the SMMs 
default or cease to fulfill their role, investors may not be able to buy or sell the product. 

6. Counterparty risk involved in ETFs with different replication strategies 

(a) Full replication and representative sampling strategies 
 An ETF using a full replication strategy generally aims to invest in all constituent stocks/assets in the same weightings as its 
benchmark.  ETFs adopting a representative sampling strategy will invest in some, but not all of the relevant constituent 
stocks/assets.  For ETFs that invest directly in the underlying assets rather than through synthetic instruments issued by third 
parties, counterparty risk tends to be less of concern.  

(b) Synthetic replication strategies 

ETFs utilising a synthetic replication strategy use swaps or other derivative instruments to gain exposure to a benchmark.  
Currently, synthetic replication ETFs can be further categorized into two forms: 
 
i. Swap-based ETFs 
• Total return swaps allow ETF managers to replicate the benchmark performance of ETFs without purchasing the underlying 

assets.  
• Swap-based ETFs are exposed to counterparty risk of the swap dealers and may suffer losses if such dealers default or fail to 

honor their contractual commitments.  

ii. Derivative embedded ETFs  
• ETF managers may also use other derivative instruments to synthetically replicate the economic benefit of the relevant 

benchmark.  The derivative instruments may be issued by one or multiple issuers.  
• Derivative embedded ETFs are subject to counterparty risk of the derivative instruments’ issuers and may suffer losses if such 

issuers default or fail to honour their contractual commitments.  

Even where collateral is obtained by an ETF, it is subject to the collateral provider fulfilling its obligations.  There is a further risk that 
when the right against the collateral is exercised, the market value of the collateral could be substantially less than the amount 
secured resulting in significant loss to the ETF. It is important that investors understand and critically assess the implications arising 
due to different ETF structures and characteristics.  

 

SPECIFIC RISK OF TRADING EQUITIES LINKED INSTRUMENT (“ELI”) 

ELIs are structured products involving derivatives and its return component is based on the performance of the underlying asset. 
When an investor purchases an ELI, he is indirectly writing an option on the underlying shares. Investors should pay attention to the 
points below. 
• Exposure to equity market - Investors are exposed to price movements in the underlying security and the stock market, the 

impact of dividends and corporate actions and counterparty risks.  Investors must also be prepared to accept the risk of 
receiving the underlying shares or a payment less than their original investment. 

• Possibilities of losing investment - Investors may lose part or all of their investment if the price of the underlying security moves 
against their investment view.  

• Price adjustment - Investors should note that any dividend payment on the underlying security may affect its price and the 
payback of the ELI at expiry due to ex-dividend pricing.  Investors should also note that issuers may make adjustments to the 
ELI due to corporate actions on the underlying security.   

• Interest rates - While most ELIs offer a yield that is potentially higher than the interest on fixed deposits and traditional bonds, 
the return on investment is limited to the potential yield of the ELI. 

• Potential yield - Investors should consult their brokers on fees and charges related to the purchase and sale of ELI and payment 
/ delivery at expiry.  The potential yields disseminated by HKEx have not taken fees and charges into consideration.  
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