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In recent months we have seen the participation rates offered by Capital Protected Structured Notes vary
significantly. This has led many to question how the participation rate is determined and what causes it
to go up or down. In this article we aim to explain the most common reasons for the participation rate to
change.

The participation rate in structured products refersto the percentage of the underlying asset’s performance
that the investment will track.

The participation rate is determined by the Issuer of the structured product, usually a bank or financial
institution, and is based on several factors, including the desired risk-return profile, the cost of the

underlying assets or derivatives used to create the structured product.

The protected note can be decomposed into two key parts

1) a zero-coupon bond that provides the capital protection at maturity and

2) a participation in the growth of the underlying usually obtained by a call option.

The level of participation rate can be influenced by a range of factors including the level of prevailing
interest rates, the creditworthiness of the Issuer, the volatility of the underlying assets, and the length of

the investment term.

One of the main determining factors driving the
protected note terms are interest rates. If interest
rates move down, the Issuer must spend more on
the capital protection as the zero-coupon bond
becomes more expensive and have less money
available to buy the participation in the growth of
the underlying asset such as a fund or an index.
Consequently, this means protected notes will have
lower participation rates and the existing notes will
become more expensive when interest rates drop
(therefore an inverse relationship exists between
the two).

Participation is usually obtained by a call option. The
call options become more expensive when market
volatility increases due to heightened uncertainty
of future performance. Underlying assets with
higher volatility can move further from their current
levels, meaning the positive returns can be greater
if the underlying asset’s volatility is high, while in
the case of call options and 100% capital protected
notes, the losses are limited to zero.

The creditworthiness of the Issuer of structured
products can also impact the participation rate
levels. If the Issuer has a strong credit rating the
zero-coupon bonds will be more expensive and
again less will be available to buy participation in
the growth of the underlying asset.

In most cases, the longer the investment term
the lower the cost of zero-coupon bonds and
the higher the cost of call options. Although this
relationship is not strictly linear, and the cost of call
options tends to increase by less than what can be
saved on the zero-coupon bond. This said it can
still allow the Issuer to offer a higher participation
rate because in relative terms, further away to
maturity, the cost of the zero-coupon bonds
decreases more compared to the increased cost
of the call option, and the Issuer may be able to
purchase more participation in the growth of the
underlying asset.
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In the last few months, longer term interest rates have started coming down and together with lower
funding rates from banks, this has been pushing participations lower in more recent protected notes.

Interest ratesin% - 5Year swap rates

Source: Bloomberg as at 27 April 2023.

The below graphs show the value of two parts, the zero-coupon bond, and the participation, at inception
and at maturity assuming two different market scenarios: one with positive 40% growth and one with

negative growth.

The blue part is the zero-coupon bond that is
mainly affected by the interest rates and the Issuers
creditworthiness. The golden part is the amount available
to buy the participation in the growth of the underlying
asset. If interest rates drop and the credit risk of the Issuer
reduces the cost of the zero-coupon bond will increase
and less will be available for the participation and vice
versa.

At maturity, the zero-coupon bond will grow to the level
of capital protection offered by the note (for example,
95% of the invested capital) and if there is any growth of
the underlying assets this will be added on top.

For example, if the note offers 120% participation and
the growth of the asset was 40% over the term, the note
will redeem at maturity 148%. And if the growth of the
asset were negative over the term, the note will redeem
at maturity 0% and the investor would only receive their
capital back (subject to the Issuer credit risk and as long as
the performance was within the capital protection level).
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Source: Causeway Securities as at 12 April 2023. This
graph is for illustrative purposes only.
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Conclusion

The level of participation is specified in the structured note’sterms and conditions at the time of issuance. This
can vary significantly depending on factors, such as the level of prevailing interest rates, the creditworthiness
of the Issuer, the volatility of the underlying assets, and the length of the investment term.

Investors should carefully consider the level of participation on offer and other terms that affect both the
potential return and the level of risk associated with the investment before making an investment in a
structured product.

If you want to know more about participation levels and Capital Protected Products offered by Causeway
Securities, please contact your Financial Adviser.
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Important Information

This publication is intended to be Causeway Securities Limited own commentary on markets. It is
not investment research and should not be construed as an offer or solicitation to buy, sell, or trade
in any of the investments, sectors or asset classes mentioned. The value of any investment and the
income arising from it is not guaranteed and can fall as well as rise, so that you may not get back
the amount you originally invested. Past performance is not a reliable indicator of future results.
Movements in exchange rates can have an adverse effect on the value, price, or income of any
non-sterling denominated investment. Nothing in this document constitutes advice to undertake a
transaction, and if you require professional advice, you should contact your financial adviser.

As with all forms of investment, there are risks involved with structured products, including those on
our website.

It should always be understood that:

e Structured products are not suitable for everyone

e Past performance is not a reliable indicator of or guide to future performance and should not be
relied upon, particularly in isolation

* The value of investment and the income from them can go down as well as up

* The value of structured products may be affected by the price of their underlying investments

* The potential returns of a structured and the repayment of money invested in a structured
product depend on the financial stability of the Issuer and Counterparty

e Capital | at risk and investors could lose some or all their capital

Causeway Securities Limited is authorised and regulated by the Financial Conduct Authority 749440
in the UK and is an authorised financial services provider in terms of the Financial Advisory and
Intermediary Services Act (Act No. 37 of 2002) in South Africa. The Company'’s registered office is
12th Floor Broadgate Tower, 20 Primrose Street, London, England, EC2M 2QS.

FOR MORE INFORMATION CONTACT US ON

Call: +44 28 9592 6119
Email: international@causeway-securities.com
www.causeway-securities.com




