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Introduction

1. On 13 January 2009 the European Parliament edaptplenary session a proposal for a Directive
containing amendments to the UCITS Directive 85/BEC. This followed approval by the
Council of an identical compromise text at a CORRREeeting of 17 December 2008. The final
approval of the new UCITS Directive by the Coungiéxpected in June 2009.

2. On 13 February 2009 the European Commission it#aima provisional request to CESR for
technical advice on the content of the implementirgasures concerning the future UCITS recast
Directive. The provisional mandate might have tocbenpleted or supplemented following the
adoption of the new Directive or where it would deeful to reflect new developments in areas
covered by the mandate.

3. The provisional mandate is split into three qart

I. Request for technical advice on the level 2 meassrelated to the management company
passport;

Il. Request for technical advice on the level 2 suees related to key investor information;

Ill. Request for technical advice on the level 2asiges related to fund mergers, master-
feeder structures and the notification procedure.

4. The present consultation paper focuses on théceado be rendered on the issue rigk
measurementunder the first part of the provisional mandatetigde 51(4) of the new UCITS
Directive). It should be noted therefore that fhéper is limited to the use of risk models such as
VaR in the context of thealculation of global exposure UCITS may use this or other models in
its overall risk management process which is dedh in CESR’s Risk Management Principles
for UCITS.

5. The outcome of this work will be divided betwdewel 2 and level 3 measures. It is proposed that
the principles surrounding risk measurement teakesguill form part of the level 2 implementing
measures and the detailed technical issues wiliddeded in level 3 CESR guidelines.

6. CESR has been asked to deliver its advice anplait of the provisional mandate by 30 October
2009

7. This consultation paper should be seen as enrmtstep aimed at providing stakeholders with an
early opportunity to give feedback on CESR’s apphoa€CESR plans to publish a consultation
paper in July setting out its proposed advice Irtted areas covered under Parts | and Il of the
provisional mandate, including risk management.tTaper will also cover issues related to
impact assessment of the proposals on risk measuatedn open hearing will be held at CESR’s
premises towards the end of the consultation petiwat hearing will include discussion of the
issues set out in this paper.

Background

8. The amended Council Directive 85/611/EEC of Z2&&mber 1985 on the coordination of laws,
regulations and administrative provisions relatiogundertakings for collective investment in
transferable securities (UCITS), widened the samfpnancial instruments in which UCITS can
invest, to include financial derivative instrumerts&CITS are permitted to use financial derivative
instruments as part of their general investmentigd as well as for hedging.

9. Directive 85/611/EEC imposes a range of riskthtion measures in relation to the use of financia
derivative instruments including counterparty amobgl exposure limits. UCITS must establish
an extensive system of risk limitation in orderetgsure that the risks involved in using financial
derivative instruments are properly identified, sw@a&d, managed and monitored on an ongoing



10.

11.

12.

basis. This involves designing, implementing andutheenting a comprehensive risk management
process in order to meet the key requirement adstor protection.

The Commission Recommendation 2004/383/EC of Al 2004 (“the Commission
Recommendation”) on the use of financial derivafivgtruments introduced basic principles for
risk measurement to ensure equivalent and effeatiwestor protection across all Member States.
This recommended possible approaches to the assessmd measurement of market risk,
leverage, global exposure and counterparty riskordtvided for the use of the commitment
approach and VaR methodologies as market risk meamsunt techniques.

In February 2009 CESR published guidelines B&ITS in the field of risk management
principles. The main aim of these principles itwsure that all risks material to the UCITS are
adequately managed and that the risk managemecggerds appropriate and proportionate to the
nature, scale and complexity of the UCITS underagament

CESR also recommended that work be carriedonuspecific technical and quantitative issues
regarding the measurement of global exposure, dgeeand counterparty risk associated with the
use of financial derivative instruments. In orderdevelop recommendations to the Investment
Management Expert Group, a working group was estadd within the Operational Task Force
comprised of representatives from Germany, the Iti#ty, Belgium, France, Ireland, Luxembourg
and Spain. The following four areas of work werentified:

« Commitment approach

 VaR approach

 Counterparty risk

» Sophisticated/Non-sophisticated UCITS

Content of the technical advice in the area of riskneasurement

13. Article 51(1) of the new UCITS Directive reprags without changes the existing Article 21(1) of

14.

the UCITS Directive. It states th&The management or investment company shall engplogk-
management process which enables it to monitorma@adsure at any time the risk of the positions
and their contribution to the overall risk profilef the portfolio. It shall employ a process for
accurate and independent assessment of the val0d@ Gfderivatives. It shall communicate to the
competent authorities of its home Member Statelagiyuthe types of derivative instruments, the
underlying risks, the quantitative limits and thethods which are chosen in order to estimate the
risks associated with transactions in derivativetinments regarding each managed UCITS”

According to Article 51(4) of the new UCITS Bative the Commission must adopt, by 1 July
2010, level 2 implementing measures specifyingahiewing:

a) criteria for assessing the adequacy of risk mament process employed by the management
company;

b) detailed rules regarding the accurate and inugr® assessment of the value of the OTC
derivatives;

c) detailed rules regarding the content and theqatore to be followed for communicating the
information referred to in Article 51(1) to the cpetent authorities of the management
company's home Member State.

15. The Commission asked CESR to provide adviceach of the above-mentioned areas

16. CESR is invited to advise the Commission, eoghktent possible, on requirements concerrisig

measurementmethods, such as the conditions for the use oémifft methodologies in relation to
the identified types of risk and the specific aigeunder which these methodologies might be
used. In relation to derivative instruments, CESRir particular requested to recommend
principles for calculating the global exposure tetato derivate instruments, and measures that



UCITS must undertake to ensure that global exposleging to derivative instruments does not
exceed the total value of its portfolio

17. When preparing its technical advice, CESR toaraged to take into account:

18.

19.

a) CESR’sRisk Management Principlesfor UCITS published on 27 February 2009 (Ref.
CESR/09-178) and results of ongoing discussionpatific technical and quantitative issues
regarding UCITS portfolio parameters for measurigtpbal exposure, leverage and
counterparty risk, to the extent that they are catibfe with the provisions of the new
Directive and as far as they fall within powerseatdglted in Article 51(4) of the new Directive;

b) the extensive work CESR has already been caymyin on similar MiFID implementing rules,
with a view to increasing consistency between systput in place by both directives;

¢) any relevant provisions of European Community s well as similar work carried out in the
field of financial services in other European angtinational fora with regard to the definition
of the various risks, their appropriate categoigsgatand the means for their assessment; and

d) the principle of proportionality and the needetwsure a high level of investor protection and
supervision.

CESR is also requested to consider to whahegte Commission Recommendation 2004/383/EC
should be taken into account in the content ofli@venplementing measures.

While these level 2 measures form part of thangements to support the management company
passport, the scope of any implementing measuréspgly to all UCITS and not just where the
UCITS and management company are located in diffévember States.



1. Calculation of Global Exposure using the Commitrant Approach

1.1 Context
Article 51(3) of the new UCITS Directive providésat:

“A UCITS shall ensure that its global exposure iatato derivative instruments does not exceed dted t
net value of its portfolio.

The exposure is calculated taking into accountdineent value of the underlying assets, the coynatey
risk, future market movements and the time avalablliquidate the positions. This shall also aptaythe
third and fourth subparagrapltis

Global Exposure is understood to be a measureeoinitremental exposure and leverage generated by a
UCITS through the use of financial derivative instrents. A UCITS cannot have global exposure greater
than its NAV. A UCITS total risk exposure may notceed 200% of its NAV on a permanent basis
(excluding potential increase of overall risk exp@sby means of temporary borrowing of up to 10% of
UCITS’ NAV), which means that the global exposuf@dJCITS may at most be doubled through the use
of financial derivative instruments.

Given that the counterparty risk associated witretie-counter (OTC) financial derivative instrurteis
specifically limited for a given entity through th@ovisions of article 52(1) and given that thebglb
exposure relating to financial derivative instrunisers, anyway, limited to 100% of the UCITS’ NAV
through the provisions of Article 51(3), the gloliposure concept can be reduced to its market risk
dimension.

Questions
1. Do you agree with the proposed approach in relain to the calculation of global exposure?

2. Should the counterparty risk involved in an OTCderivative be considered in the calculation of
global exposure?

1. We agree with the proposed approach in relation téhe calculation of global exposure. For
consistent interpretation we consider it would helgo clarify the definitions of global exposure
and total risk exposure.

2. We do not think that the counterparty risk involved in an OTC derivative should be considered
in the calculation of global exposure. It is notarrent market practice to consider risk in terms
of both market and counterparty risk, since one OTCcontract does not have any more market
risk exposure than another identical one. Counterarty risk should continue to be dealt with
separately.

1.2 Scope of the Commitment Approach

The Commitment Approach, in compliance with theesuhereafter, is appropriate for measuring theajlob
exposure laid down by Article 51(3) of the new USIDirective. The calculation process has to beiagpl
to all the positions in financial derivative ingtments, whether used as part of the UCITS' general
investment policy or as part of techniques andrumsénts (efficient portfolio management). Only thos
positions on financial derivative instruments ttatthe level of the UCITS, generate incrementaloskre
are included in the calculation.

If transferable securities or money market instrateembed financial derivative instruments thatlifua
as embedded derivatives according to the provisidristicle 51(3) of the new UCITS Directive, Artec
10 of Directive 2007/16/EC and point 23 of CESRsdglines concerning eligible assets for investnimnt



UCITS, then the global exposure, issuer conceontratind leverage calculation rules apply to the
embedded FDI element. A UCITS therefore needs talde to separate embedded FDI from the host
instrument in order to meet regulatory requirements

If UCITS are authorised to avail themselves of repase transactions or securities lending transasin
order to generate additional leverage through #ievestment of collateral, these transactions rbest
taken into consideration for the determination loé tglobal exposure. The calculation process has to
include any reinvestment of collateral in finanaakets that yield a return greater than the risifate.

Questions
3. Do you agree with the proposed approach or caroy suggest an alternative approach?
4. Do you agree that the incremental exposure/levage generated through techniques such as

repurchase and securities lending transactions shtibe included in the calculation of global
exposure?

3. We agree with the proposed approach commitment appach; however we would like the rules
to permit the UCITS to have the option to take thdull value of a security rather than having to
separate the embedded FDI from the host instrumentThis is a more conservative approach
where use of these instruments is limited and whergource systems may not contain the
necessary contract details, which is often the caséhere monitoring is undertaken on the official
books and records of the UCITS.

4. In principle we agree that the incremental exposuréeverage generated through techniques such
as repurchase and securities lending transaction&iguld be included in the calculation of global
exposure. However in practice this may be diffictilto achieve and we would appreciate further
guidance on the definition and source of the riskrée rate for various maturities and currencies.
The key consideration is to ensure that there is ncapital loss — it would be beneficial to define
certain types of instrument that are considered “rék-free” for this purpose, e.g. AAA-rated
liquidity funds, short-dated government bonds, thatcould be excluded from the calculation.

1.3 Commitment Approach Calculation: General Princples

For a given position in a financial derivative imshent, the Commitment Approach calculation corssert
the position into the equivalent position in thederlying asset of that derivative. The above mewmtib
conversion process is to be implemented for alirfsial derivative instruments with the exceptioritafse
positions specifically mentioned below.

The total commitment arising from the use of finahderivative instruments equals the sum, in alisol
terms, of the individual commitments correspondingthe individual positions in financial derivative
instruments, after taking due consideration of aatting and hedging effects according to the ridés
down hereafter. Financial derivative instruments tomply with the netting and hedging criteria ntey
disregarded from the total commitment calculation.

For positions on financial derivative instrumengving a limited loss payoff function, like long ptb@ns
on plain vanilla options or protection buyer CDSsitions, two calculation methods were discussetimwit
the Technical Working Group on risk measurement:

- Option 1: UCITS may refer to a risk-based apphoand the maximum theoretical loss may be used as
reference amount for the commitment calculationis iould mean that for a long position on an
equity call, the exposure amount would come dowmht market value of the option contract (for
example, a UCITS is long 1 call contract on shazwith the current MV of the option at €4, thee th
exposure would equal €4, and if the MV tomorrow &s the exposure would be €5 etc.) or for a
protection buyer CDS contract the sum of the premsito be paid during the lifetime of the contract.



- Option 2: UCITS convert the position into the elent position adjusted by the delta (which takae
account the likelihood of settlement) in the ungied asset.

CESR wishes participants in the consultation pretesssess the relevance of the proposed options.
Questions

5. Does option 1 correctly assess the market risknked to investment in the corresponding
instruments, and if so please explain?

6. Does option 2 correctly assess the market risknked to investment in the corresponding
instruments, and if so please explain?

7. Do you have any comments or other suggestionsgeeding other possible measurement
approaches?

5,6,7.
We consider that both options are required, dependig on the nature of the instrument. While
Option 2 better represents the nature of the undeyling risk position it cannot always be used
(e.g. barrier option) in which case Option 1would b required.

1.4 Commitment Approach Calculation — Conversion Méod

UCITS shall convert the positions in financial dative instruments into the equivalent positiongha
underlying asset by taking the market value ofuthderlying asset or, if appropriate and consereative
notional of the financial derivative contract.

This conversion method shall be applied to allfthancial derivative instruments (with the exceptiof
those specifically mentioned below) for which thee wf the market value of the underlying assetdead
an adequate and accurate exposure amount withdrem#re specific risks relating to that product.

In illustrating the Commitment Approach calculatioBESR considers it appropriate to provide an
illustrative and non-exhaustive list of financiarivative instruments with the corresponding cosigar
method. For these products, CESR considers thaighef the market value of the underlying assadde
to an adequate and accurate exposure amount \gihdr¢o the specific risks relating to these prastuc

Plain Vanilla Equity option: market value of the underlying asset adjustedheyoption’s delta,
i.e., number of contracts x number of shares x tyidg price x delta

Plain Vanilla Bond option market value of the underlying asset adjusted leydhtion’s delta,
i.e., principal x underlying price x delta

Plain Vanilla Warrant market value of the underlying asset adjusted kywhrrant’s delta,
i.e., number of contracts x number of shares x dyidg price x delta

Index future market value of the underlying asset, i.e., nundfeontracts x value
of 1 point x index level

Bond future market value of the underlying asset, i.e., numbkrcontracts x
notiorllal x market price of cheapest-to-deliver athd by conversion
factor

Forward FX principal (i.e. market value of underlying assef) the forward

contract — normally viewed as the market valuehefdurrency leg of
the FX contract

Interest rate swap notional of the swap contract (fixed leg)

Credit default swap protection seller: market value of the underlyisget



protection buyer: option 1. sum of premiums to eid during
lifetime of contract / option 2: market value oftlhinderlying asset
(see discussion re this measurement techniqueragoh 1.3)

Total Rate of Return Swas 1) for the basic TRORS contract market value ofuhderlying asset
(respectively notional)
2) for non-basic TRORS contract: sum (in absoligens) of the
market value of the underlying asset of both legsgectively the
notional for both legs)

A UCITS is not permitted to use the calculation imoet set out above in the case of financial deneati
instruments for which the conversion of the positim the financial derivative instrument into the
equivalent position in the underlying asset by rigkthe market value of the underlying asset (or, if
appropriate and sufficiently conservative, the o) does not provide for an adequate and accurate
assessment of the risks relating to that produnari€ial derivative instruments that do not quafdy the
standard conversion method are, for instance,aligjtions (or binary options), barrier optionsriaace
swaps or more complex options with a highly voéatlelta.

In this case, if a conservative estimate of the mitment amount can be applied, the UCITS may do so.
With regard to these products the commitment amaanid, for instance and if possible, equal the
maximum potential loss that could arise from thsifp@n. For binary options that would mean thastéad

of the delta weighted market value of the undegyasset, the maximum potential loss should
1

The conversion factor is the factor used to “eceélfor the difference in issue terms between t&onal bond underlying a bond
futures contract and the real bonds eligible fdiveey. When multiplied by a bond futures pricegtbonversion factor translates the
futures price to an actual delivery price for aegivdeliverable bond, as set at the delivery datdhefcorresponding contract (ref
\évww.eurexchange.com).

The determination of the commitment for a protectying position through a TRORS on the basis abrtract’s notional value
only applies in those cases where the buyer dadsahd the underlying asset in the portfolio.

determine the commitment amount. (Please noteftitasome financial derivative instruments, such as
binary “asset or nothing” options, it may be imgbks to compute a maximum potential loss and an
alternative conservative approach must be adopted.)

However, as this approach does not take into ad¢diensensitivity to market movements, it should be
used only if these investments represent an anciflart of the UCITS investments, and do not impact
significantly the level of risk of the UCITS.

Questions

8. Do you agree with the proposed approach, in padular the inclusion of a non-exhaustive list
of financial derivatives?

9. Do you have any alternative suggestions for thmnversion method?

10. Are there other types of financial derivative nstruments which should be included in the
paper?

11. Are you aware of any type of financial derivatie instrument where global exposure cannot
be calculated using the commitment approach?

8. We agree with the proposed approach and the inclusn of a non-exhaustive list of financial
derivatives.

9. We do not have any alternative suggestions for theonversion method.

10. It would be useful to include some other commonly sed instruments such as Convertible Bonds




11. We are not aware of any other type of financial dévative instrument in common usage where
global exposure cannot be calculated using the conitrment approach.

1.5 Types of financial derivative instrument whichare not included in the global exposure calculation

Where the use of a derivative does not result yinoremental exposure for the UCITS the underlying
exposure is not included in the commitment caléothatFor example, a TRORS, the purpose of whidb is
swap the total return of a financial asset heltheUCITS portfolio for the total return of anotHerancial
asset, need not be taken into consideration foptinpose of the calculation of the total commitmehen

the swap in question does not subject the UCIT®aamarket risk of the asset held and when it chos
include either leverage clauses or other additioiséb as compared to a pure and simple holdinthef
reference financial asset. This reasoning can tendrd to cases in which the performance swap \egol
several assets or even the entire portfolio. CE&fSiders that there is no incremental exposuréngris
from such a use of the TRORS as there is simplybatiution of the exposure of another financiaets
for the exposure on a financial asset directly lielthe UCITS portfolio. As a consequence, if a THR®
exchanges the exact performance of assets heldebWCITS against other assets, for the purposes of
calculating the commitment of the UCITS, those &ssthe performance of which is exchanged, are
replaced in the portfolio by the performance ofsigeceived. For example, TRORS that do not provide
incremental exposure or leverage (i.e. exposuceeigted on an un-leveraged basis) as calculated tise
commitment approach will not have to be taken iatwount in the commitment approach calculation
process.

Another example that could be considered is whet#CHTS holds financial derivative instruments and
cash, the derivative instruments concerned arecansidered to generate incremental global exposure
(leverage) up to the value of such cash positiaSITS that employ cash-equivalent instruments that
generate an investment return (e.g. money markétuiments) must calculate their global exposuréhén
normal manner.

Questions

12. Do you agree with the approach regarding TRORSnd derivatives with cash or an
equivalent position?

12. We agree with the approach regarding TRORS and deviatives with cash or an equivalent
position.

1.6 Sensitivity approach for derivatives on interetsrates in the commitment calculation

For interest rate related financial derivative linstents that only expose the UCITS to general ésterate
risk, UCITS may use a sensitivity-based approastead of the standard Commitment Approach. The aim
of the sensitivity approach is to have a more baked approach to interest rate instruments than th
standard approach proposed in paragraph 1.4. Indleex is a much larger range of risk and votstili
between interest rate instruments of various mi#arthan there is between two different equityides:

the sensitivity of a 20-year bond can indeed b&r8s bigger than the sensitivity of a three-mantimey-
market instrument. The sensitivity approach alldWaITS to take this particular feature of interester
instruments into account.

Under this method, the commitment related to anfiie derivative instrument is calculated in a $&mi
way to the one used in the standard method (magdae of the underlying asset or notional), exabpt
the amount is multiplied by the ratio between tlemsitivity (or modified duration) of the financial
instrument and the maximum sensitivity of the paliof



[JThe standard definition of the sensitivity (or nfggtl duration) of a financial instrument is equalthe
opposite of the derivative of the market valuet@ttfinancial instrument with respect to the instnate,
divided by the value of the instrument.

[0The maximum sensitivity for a UCITS is equal to tiigher of the following two values, as specified i
the full prospectus: the absolute value of the maxn sensitivity and the absolute value of the mimm
sensitivity. For instance, if the sensitivity intat mentioned in the prospectus is [-2; 4], the imaxn
sensitivity will be 4. If it is mentioned [-3; 1{he maximum sensitivity will be 3. As some UCITSymeot
disclose a sensitivity range in their prospectusefault mechanism sensitivity should be defined ased
only for UCITS that do not disclose a sensitivignge. This default maximum sensitivity should be
conservative (low), as a situation where a UCITS inaentives not to disclose its sensitivity ratgeake

a higher level of risk without appropriate investiisclosure would not be acceptable.

For example, the commitment of an interest ratepsigathe sum, in absolute terms, of the individual
commitments of the two legs, measured by the prioofuihe notional of the contract and the rationsstn

the sensitivity of the leg and the maximum senijtivFor an interest rate option, the calculatisrsimilar,
except that it takes into account the delta ofojpigon.

This method allows the use of a risk-weighted appioto interest rate instruments, considering their
specific nature; however, it does not take intooaot other risks that can be contained in suchungnts
such as credit risk. Therefore the exposure toitctedivatives cannot be taken into account throtig
approach and the standard approach proposed ircahemitment paper should in such a case be
maintained.

The value of derivatives calculated using this #iMity approach is added to the value of all other
positions in the portfolio using the commitment aggzh to calculate the UCITS’ overall global expasu
Questions

13. Do you agree with the proposed use of the sensty approach?

14. Do you consider that this should be compulsorfpr these types of derivative or optional for
UCITS?

15. Do you agree with the analysis of the sensitiyiapproach described?
16. What quantitative level would you consider appopriate for the default sensitivity?

17. Do you have any additional comments or suggestis on this approach?

13. We agree that a sensitivity approach is needed, piacularly in fixed income funds.

14. However given the complexity of the proposed sensitty approach we would suggest that its use
be optional. The problem is already partially addessed by the simple approach of applying tick
values in interest rate futures, which should be faonally recorded as a permitted method.
Compulsion would result in the adoption of the VaRalternative for global exposure to protect
the monitoring of average duration, issuer concenation and cover.

15. The sensitivity approach is rational but suffers fom the following weaknesses:

e Sensitivity (duration) ranges are often not disclosd.

» The relative sensitivity of physicals is not addresed. Under current methods we have an
equivalence of size between a derivative and phyalof identical duration. This equivalence
would be lost.

» The effective notional of a derivative would vary @pending on the maximum permitted
average duration of the fund which holds the derivave. This could cause issues with the
computation. For a market traded instrument the ndional per contract is a fixed value used
in the calculation of duration in multiple accounts hence duration monitoring would be




adversely impacted. Similarly the notional per cotract is used to calculate the impact of a
bond future on sovereign issuer concentrations anchay be used to estimate the amount of
cash cover required.

Consequently the gain in precision in measuring ovall derivative usage would be more than
offset by adverse impacts on duration, concentratimand liquidity monitoring.

16. An approach based on tick values per contract woultbe appropriate for the default sensitivity.

17. The complexity is excessive in a regulatory regimehich has not addressed the question of
sensitivity in physicals. The objective of limiton global exposure is to cap the volatility of unit
prices. Viewed this way, it is possible to ‘gead fund simply by benchmark deviation in
physicals. Under current regulations only VaR addesses this weakness.

1.7 Commitment Approach calculation: netting & heddng effects

When proceeding to the calculation of the Commitimismproach, UCITS may benefit from netting and
hedging effects and as such the global exposurilesibn may be reduced appropriately for derivativ
instruments that meet the criteria.

The consideration of netting and hedging effectsfuather described hereafter, can only be done for
equivalent amounts of commitment, which means ithptirsuant to the consideration of the netting or
hedging effects, there remains a residual globpbsure position on financial derivative instrumefes.
over hedging), then the UCITS must include thisdees exposure when calculating the global expasure
In all cases, the application of any netting ordieg should not result in the UCITS neglecting alg
and material risks, and so the only allowed purpdshese transactions shall be to reduce the madte

of the portfolio. Specifically, the consideratiohretting and hedging effects must not ignore st on
financial derivative instruments that are aimedngplementing specific investment strategies (exampl
long/short strategies, straddle strategies) dedigm@enerate additional returns to the fund tiat a risk
perspective, are not neutral for the UCITS. In ssittations, the netting or hedging of these imsgnts is
forbidden.

1.7.1 Consideration of netting effects

Netting can be done between financial derivatiwtriments and between financial derivative instnutse
and security positions (for instance stocks, debtisties).

Netting between long and short positions on finainderivative instruments is possible provided thaty
refer to the same underlying asset, regardlesseotdntracts’ due date (for instance long call famsiand
short call position on same underlying asset).

Netting between financial derivative instrumentsl assets held directly by a UCITS is possible tedi
that the two positions refer to the same underly@aget (for instance long cash position on shareaxyl
synthetic short position on share xyz).

1.7.2 Considering of hedging effects

CESR is considering whether it is appropriate tomieUCITS to hedge positions in derivatives aghins
related security positions. In these circumstarpesitions in financial derivative instruments treae
solely used for the purpose of hedging partiallyatally the market risk (general and specific nedntsk)
relating to positions of the UCITS may be netteciast the related security positions provided that
through the use of such derivatives an undeniatderaanifest risk reduction at the level of the faodid

can be observed. For illustration purposes, oné&ddbink of a UCITS concluding bond future contisatd
hedge the general interest rate risk relatingstpdisitions on debt securities.



UCITS that want to benefit from such hedging efettust be able to demonstrate that the prices thf bo
the positions to be hedged and the financial déveanstrument always move in opposite directiansl
demonstrate a strong and negative correlationlimatket conditions. This would prohibit, for exalep
hedging a long equity portfolio with a stock indéxthe equity basket and the index have not been
adequately chosen to maximise the risk reductiaividg from the hedging, or to hedge a long equity
portfolio of natural resource companies with a shorestment in a commaodity index.

Questions

18. Do you agree with the proposals regarding nettg?
19. Do you have any additional comments and/or prajsals?
20. Do you consider that hedging as described aboskould be permitted?

21. Do you consider that the strong correlation regirement should be further clarified by means
of a quantitative threshold e.g. 0.9?

22. Can you suggest a possible threshold e.g. fdnet minimum correlation between stock
baskets? Please justify your answer based on relewamarket data.

18. We agree with the proposals regarding netting.
19. We do not have any additional comments and/or prosals regarding netting.

20. We consider that hedging should be permitted, but wuld caution against applying strict,
guantitative thresholds. A hedging transaction wil have the intention of reducing general or
specific risk - but cannot guarantee that this willbe achieved. A quantitative limit on correlation
could mean that a risk considered to be substantiaould potentially not be hedged. The
portfolio manager needs to be able to make a deasi as to whether, given the nature and extent
of the risk, the specific hedging opportunity makesense overall. Clearly, the lower the level of
risk (both in terms of probability of the event andthe magnitude of the event) then the higher
correlation that one would expect the hedging devéto have - but equally, for the highest levels
of risk, a lower correlation may be considered appopriate.

21, 22. We do not believe that quantitative thresHds should be specified.

1.8 Computation of concentration risk arising fromthe use of financial derivative instruments

The Commitment Approach, as detailed above, mustudexl by the UCITS to determine the issuer
concentration limits arising from the use of finmhderivative instruments in all cases. In additicssuer
concentration risk must include any counterparsk mssociated with the same issuer in respectiag th
UCITS limits.

Questions

23. Do you agree with this proposal?

23. We suggest that a different approach is adopted, tavoid those UCITS that make use of VaR to
calculate global exposure having to implement theoenmitment approach as well. This is
particularly so in the case where the commitment ggroach cannot be used to calculate global
exposure. We suggest that an approach based on timet-m value could be adopted. This would
be consistent with the approach for OTC derivativecounterparty exposure, but would probably
require some further refinement.




Definitions
1. Total Rate of Return Swap (TRORS) - See Sectiohand 1.5

The basic TRORS contract is defined as a bilatyatract between a total return payer and a tetarn
receiver whereby the total return payer pays theal teturn of a reference asset (i.e., short positin
reference asset) and receives from the receivéneofotal rate of return (i.e., long position orference
asset), in principle, a floating rate payment (fatance LIBOR) plus a spread.

The non-basic TRORS contracts as those whereaihstethe floating rate payment leg, the TRORSrsefe
to a fixed rate payment or to the total returnmdther reference asset.

2. Market Risk
Market risk includes both general market risk apelcific market risk.
3. Delta factor

The delta factor presented in the option converéimmulae measures the sensitivity of the optioicepr
with regard to the underlying asset (e.g. bondjtgpgprice change. It describes numerically howikim
the option behaves to the underlying asset. Ifdiiéa is close to zero, the option will hardly resg to
movements in the underlying asset, which mean®iien does not behave like the underlying asset. |
on the other hand, the delta approaches unityoplien moves one-for-one with the underlying asset
so behaves very much like it.



2 Calculation of Global Exposure using the Value aRisk (VaR) Approach

2.1 Definition of VaR

VaR measures the worst expected loss at a givefideoe level (probability) over a specific timerjoel
under normal market conditions. For example if aR (1 day, 99%) of a UCITS equals $4 million, this
means that, under normal market conditions, theT3Glan be 99% confident that a change in the value
its portfolio would not result in a decrease of mdhan $4 million in 1 day. This is also equivalémt
saying that there is a 1% probability (confideneeel) that the value of its portfolio could decredy $4
million or more during 1 day, but the level of thisiount is not specified (i.e. it could be catgshio).

Market practice in UCITS over the last number adngesuggests that there are 2 main approachestp us
VaR, namely the relative and absolute VaR measureaggproaches. These are more fully described in
paragraphs 2.6 and 2.9 below.

Questions

24. Do you agree with this definition? Do you havany alternative suggestions?

24. We agree with the definition of VaR. However, we élieve that the example would be better
expressed in terms of basis points as this is hotis calculated and monitored in practice for a
UCITS. It would also be helpful to give the examplén terms of a 20-day holding period to be
consistent with the current requirements.

2.2 Compliance of the VaR methods with the provisits of Directive 85/611/EC

It is important to stress that Article 51(3) of thew UCITS Directive requires thaf“UCITS shall ensure
that its global exposure relating to derivative tmsnents does not exceed the total net value of its
portfolio.” While the commitment approach calculates globmbosure as a percentage of NAV (and
clarifies the extent to which the UCITS is in comapte with the limit set out in Article 51(3) ofemew
UCITS Directive), VaR does not calculate global @syre in the same way; it measures the probalodity
risk of loss rather than explicit leverage levéiiss also important to note that Article 51(3)tbé Directive
also states thattie (global) exposure is calculated taking into aguothe current value of the underlying
assets, the counterparty risk, future market mowtsnand the time available to liquidate the positid
Such wording envisages a risk-measurement methggaoch as VaR as the VaR calculation explicitly
respects these criteria.

Nonetheless, it is possible that when using VaBCHTS may generate higher levels of leverage than t
which would be allowed were the same positions omegkusing the commitment approach. However,
while the commitment approach might be more preismeasuring leverage (or global exposure) on a
conservative basis, VaR is a better measure of ehaidk and, thus, might be more adequate to fth#l
requirements set out in the Risk Management Piiegipaper e.g. adequate assessment of marketndsk a
in particular concentration and interaction of sisk

Given the above, it is important to consider hovR\&nables a UCITS to comply with the requiremeffits o
the UCITS Directive and whether any additional iegments concerning the calculation of total legera
generated by the UCITS through derivatives shoelddnsidered. It is indeed clear that strategieb si3
200% long and 200% short strategy on equities cowdet all requirements for using a VaR approach
(especially for the absolute VaR limit) while clgagenerating a global exposure greater than 100% o
NAV through derivatives (as calculated using thenoatment approach).



Questions
25. Do you agree with the above approach?

26. What additional safeguards (if any) are necessafor UCITS which use VaR to calculate
global exposure to ensure consistency with the tdtaxposure limit of 200% of NAV?

25. We agree with the VaR approach.

26. We consider VaR to be a superior method to the comitment approach and we do not think that
there is a need for any additional safeguards to enre consistency with the total exposure limit
of 200% of NAV.




2.3 Common VaR calculation models

A variety of models exist for estimating VaR. Eanbdel has its own set of assumptions, its advastage
and drawbacks. Common models include the paramétaciance-covariance) model, the historical
simulation model and the Monte Carlo simulation eiod

As every approach has its advantages and drawbthekshoice of model must depend on the investments
strategies and financial instruments used in théT3Cand remain the responsibility of the UCITSr Fo
example, a UCITS could choose to carry out a patrganéaR rather than a Monte Carlo VaR or use other
methodologies based on e.g. volatility if it juddbat the UCITS’ market risks are adequately tailken
account by this methodology.

2.4 Input used in the calculation of VaR

The UCITS must use input that best fits with thrateigies and the behaviour of markets. The lenfitheo
data history used in the calculations has to bwalsig. In particular, it must make a prudent decisi
between the need to take into account extremetisitsaand the importance of overweighting recent
events. The observation period should be at leastyear, this period may be shortened or recenitgve
overweighted during extreme market conditions. Wheit the data used and the calculation of paramjeter
the UCITS has to test the models used in ordeh¢alcthat all parameters are well calibrated.

2.5 Organisation and means of a UCITS/asset managent company using VaR

The risk management unit with responsibility foe #MaR calculation should be independent of thesuinit
charge of managing and marketing the UCITS. TheTdCs$hould use VaR methods that are consistent
with best market practices and are also in accamlaith CESR guidelines on risk management priesipl
for UCITS.

The model used must be internally validated byW@dTS by a function which is independent from that
responsible for building the model. The model mbst adequate and effective, integrated into the
investment process of the UCITS, based on suitbhtk testing. UCITS should ensure that the VaR
models used capture adequately all the risks linikatie portfolios and take into account all thetcand
derivative instruments in the portfolio. It mustvéop documentation on the VaR models used, desgrib
the operating principles of the models, the methagikd to validate the models, the validity rangehef
models and the monitoring of the implementation.

The UCITS must carry out a complete and rigorousssttesting programme to identify events or factor
which could substantially affect the portfolio’svéd of risk. The stress tests must be based ontitatare
criteria (concerning market and liquidity risks)daprovide for qualitative criteria. The UCITS mustord

and analyse the results of all calculations carried in order to check that the models measure
satisfactorily the UCITS’ risks, which means in tparlar that performance tests must be run to chieak

the variations of UCITS’ NAV are consistent withetmeasurements of risk (back testing), in accomlanc
with CESR’s paper on risk management principlesU@iTS. If it appears that the back testing results
reveal a too high percentage of exceptions, theT3Ghust review the VaR model and make appropriate
adjustments. Where the back testing results gige tb consistently inaccurate estimations and an
unacceptable number of exceptions competent atit®rieserve the right to apply stricter criteathe

use of VaR.



Questions

27. Do you agree with the approach outlined in pamgraphs 2.3, 2.4 and 2.5?
28. Do you have any comments or suggestions?
29. Do you consider that VaR should be calculated &ast daily?

30. What type of criteria should competent authorites take into account in an assessment of the
VaR Models?

31. Do you consider that VaR models should be appred by competent authorities?

27.

28.

29.

30.

31.

We agree with the VaR approach outlined in paragraps 2.3, 2.4 and 2.5.

We consider the approach provides a good balance thesen specific requirements and discretion
on the part of a UCITS in implementing VaR. We dmot believe that the VaR model must be
integrated into the investment process of the UCITSas this is too restrictive — e.g. bond fund
managers are more likely to use duration as their fpmary risk measure for investment
purposes. VaR however provides a useful independerisk monitoring tool.

We consider it is essential to calculate VaR dailyDaily data is required to undertake accurate
backtesting and ensure the effectiveness of risk miboring.

Competent authorities should take into account th@ature and volume of the financial derivative
instruments being used when assessing VaR modelsgy(e-Dls with non-linear pay-offs would
probably not be correctly modelled by a variance-ceariance approach). In addition,
backtesting results should be reviewed as stated.

We do not consider that VaR models should be appred by competent authorities since this
should remain the responsibility of the UCITS andtis management company. The requirement
to obtain pre-approval of VaR models could signifiantly add to time to market of products,
which is detrimental to the efficiencies proposedchi UCITS IV. Review of the arrangements for
VaR can be undertaken via oversight of the Risk Maagement Process document, which remainis
the responsibility of the UCITS or Management Compay to produce.




2.6 Definition of the relative VaR
Under the relative VaR approach, the calculatiothefglobal exposure of the UCITS follows thes@ste

[1Calculate the VaR of the UCITS’ current portfolivhich includes derivatives): different methods
may be used to this end, see above for more detal&R calculation methods;

[ICalculate the VaR of a reference portfolio (whicitl tve a non-leveraged derivative-free portfolio):
the consistency with the VaR method and parameteesl to calculate the VaR of the UCITS
must be ensured;

[ICheck that the VaR of the UCITS is not greater thaice the VaR of the reference portfolio in
order to ensure a limitation of the global leveraafio of the UCITS to 2.

The global exposure equals to (VaR UCITS — VaR Ratftfolio) / VaR Ref Portfolio x 100, and is less
than 100%.

2.7 Limits of the relative VaR approach and propose safeguards

The use of a relative VaR approach may requiretiathdil safeguards to ensure consistency with tbbai|
exposure limit as stated by the UCITS Directivelded:

[1The Value at Risk may not be an adequate tool sesssthe leverage if the VaR itself does not
capture all the risks of the UCITS:
[1The reference portfolio must be appropriately chose

To illustrate this last bullet point, the followirgxample can be used of a UCITS that would:

Dinvest 100% of its net assets in European stocketar
[ltake additional synthetic positions of 120% longsifions and 120% short positions on European
stock markets.

Then a simple calculation of the global exposureubh the commitment approach may, in most cases,
come to a 240% global exposure. However, dependinghe selected VaR method (historical, Monte-
Carlo) and the market data (ex: recent historiGiations of the stock value), the VaR of the globa
portfolio may, as data are combined together, happée smaller than twice the VaR of a Europeaokst
market benchmark.

Another limit of the relative VaR approach is thiz¢ VaR for some reference portfolios may be dhuiigh:

the VaR of sectoral benchmarks in emerging coutén be very high, and thus allow for a very higk
allowance when doubled and, in some cases, thisbwaagreater than local thresholds used by Member
States for absolute VaR calculations.

A relative VaR method does not strictly limit thevérage of the strategies, as it allows UCITS tobto
the risk of loss under a given VaR model and naldable the exposure. However, it creates a clakr |
between the risk of loss of the reference portfalnal the risk of loss of the UCITS, and the sintyjaof
risks between the reference portfolio and the UCIg@&tfolio should prevent the UCITS using highly
leveraged strategies. But as previously mentioriked, calculation of leverage does not replace risk
management measures. Hence, the use of the reMtiR approach does not exempt UCITS from
establishing appropriate risk management measudeinaits.

There is a risk that some UCITS might be temptetuitd the reference portfolio in a way that “garhes
the calculation of the relative VaR. In order tosere that UCITS do not use relative VaR to generate
excessive leverage the following additional requieats are proposed:

» The reference portfolio must not contain finahdarivatives or embedded derivatives to avoid any
leverage inside the reference portfolio itselfslifort positions are used in the reference portfolio



then the absolute sum of long and short positionstrbe equal to 100% of the NAV of the
UCITS.

» The reference portfolio must have a risk proftat is very close, if not identical, to the UCITS’

portfolio. The UCITS’ portfolio must be scaled backan unleveraged reference portfolio which
must be consistent with the investment objectives policies of the UCITS (as provided in the
fund rules and the prospectus). It must also adtwetiee investment limits (but not necessarily to
the issuer limits) set out in the UCITS Directivé&jor the avoidance of doubt, a long-only
benchmark cannot be used as a reference portili@ flong/short strategy, since it would not
entail a similarity of the risk profiles of the ezénce and UCITS portfolios.

» The reference portfolio can be based on a cortibmaof unleveraged market indices that is

consistent with the investment strategy, it cam &ls inferred from a target allocation, an asset
allocation observed over the recent period, oradissical analysis of the market risks of the
portfolio. Where a choice must be made betweerdifft reference portfolios, the portfolio with
the lower potential market risk level must be cmogeor the avoidance of doubt, this implies that
an emerging markets index cannot be used as a&nefeffor a portfolio invested in less volatile
markets.

« If the modifications of the risk/return profilef she UCITS portfolio are very frequent or the

definition of a reference portfolio is not possittlee relative VaR method should not be used.

e The UCITS must maintain a written procedure dieigithe selection and approval of the reference

portfolio.

Questions

32.

33.

34.

Is the proposed 3-step relative-VaR approach aduate to limit the global exposure of a
UCITS?

Do you consider that the proposed limitationsrothe reference portfolio constitute reasonable
and adequate safeguards to ensure that the relativ€aR method does not result in the
UCITS taking excessive risk or leverage?

What additional safeguards (if any) do you comder necessary?

32.

33.

We believe that the proposed 3-step relative-VaR gpoach is adequate to limit the global
exposure of a UCITS.

We consider that the proposed limitations on the rerence portfolio constitute reasonable and
adequate safeguards to ensure that the relative VaRethod does not result in the UCITS taking
excessive risk or leverage. However, we would like clarify the definition of “long/short”
strategy, since the proposal specifically excludése use of a long-only benchmark for such
strategies. The industry definition of a “long/shat” strategy is one that would have either a net
long or short directional bias, we would like clarfication as to whether a “market neutral” fund
is also regarded by CESR as a “long/short” strategy

If such an approach is taken for 130/30 funds, thiseems to imply that these funds could not

have a long-only reference portfolio. In practiceahe VaR of 130/30 funds tracks the VaR of the
relevant market index (e.g. S&P 500, MSCI Europe,te.) and effectively they consist of a long-
only equity portfolio and a 30/30 market neutral patfolio. If a reference portfolio is constructed
for a 130/30 fund, presumably this would be 130% log and 30% short, which would fail to meet
the requirement that the absolute sum of the longrad short positions must be equal to 100% of
the NAV.

If the conclusion to be drawn from the above is thisthe definition of a reference portfolio is not




possible for 130/30 funds then they would have tceltreated as absolute VaR funds. This is not
appropriate and would be detrimental to the ongoingviability of this type of fund as the VaR is
so close to that of its benchmark, which has beers digh as 35% VaR in the recent stressed
market conditions.

34. We believe that it would be useful to allow conveiitle bonds not to be regarded as containing
embedded derivatives for the purpose of constructim reference portfolios, as these do not
introduce any leverage.

2.8 Definition of Absolute VaR

The alternative VaR methodology that a UCITS caopads the absolute VaR approach. This, in simple
terms, limits the percentage VaR that a UCITS carehrelative to the NAV. Given that this measureas
referenced to a derivative-free portfolio as usethe relative VaR method, it is important that #solute
VaR limit is suitably conservative and reflects #wsting non-derivative limits applied to UCITS erh
considering the risk of loss of, for example, thedadlt of an issuer. Given that VaR measures thestwo
expected loss at a given confidence level (proligbibver a specific time period under normal marke
conditions, it is proposed that absolute VaR with986 confidence level over a 20 working day holding
period must not exceed 20% of the UCITS net assleev This 20% limit can be equated to the 20% risk
of loss on issuer-concentration.

The threshold is defined for a specific time perigd a given confidence level but these two last
parameters are scalable either upwards or downwaldgs UCITS can use other parameters and the VaR
limit can be scaled to the particular time period @onfidence level chosen. In that case, the UGHLSt
convert the regulatory VaR threshold into a new based on the chosen parameters by supposing the

3
UCITS returns are independent and normally distewand using the following concordance table.

Confidence Coefficient of
level normal
distribution
99% 2.326
97.5% 1.96
95% 1.645
90% 1.282

VaR(y%)~ coeff(y%)/ coeff(x%) x VaR(x%)

For example, if the UCITS uses a probability of 98%its own processes, it can convert it using the
coefficient of normal distribution: VaR(99%)2.326 / 1.645 x VaR(95%).
In the same way, it is possible to move from a tjpeeiod to another one by using the square rothef
time:

VaR(x days) Vx / \t x VaR(t days)
For example, VaR(5 days, 95%VaR (20 days,95%)y4.

Consequently, the regulatory absolute VaR congtisiequivalent to the following one:
VaR (95%, 5 working days) 1.645 / 2.326 14 x VaR (99%, 20 working daysJ.7% x NAV

The competent authority must not authorise a UQtT§o beyond these limits.

The UCITS may fix a lower threshold if it estimatéat it is more appropriate considering its sggtand
its risk profile.



Questions
35. Can the absolute VaR be considered as an apprigte way of measuring global exposure?

36. Do you consider that the proposed thresholds ar suitable? Can you suggest other
thresholds?

37. What are your views on the application of striter criteria to difference types of asset classes
e.g. bonds, equities?

35. We see absolute VaR as being an appropriate way @dntrolling rather than measuring global
exposure.

36. We consider that the proposed thresholds are suitdé.
37. We would not support the application of stricter ciiteria to different types of asset classes e.g.

bonds, equities, as the VaR methodology takes accdwf the differing volatilities of asset classes|
and differential criteria would over-complicate the approach.

2.9 Additional safeguards to mitigate the risks redted to the use of the absolute VaR approach

Absolute VaR measures potential loss rather theerégje. There is a risk that the use of the absdlaR
method could result in UCITS strategies using hegtels of leverage with an inadequate risk manage¢me
system that does not take into account fat tdil fis addition, non sophisticated investors may ltble
to understand the precise risk profile generatethbystrategies.

UCITS that engage in arbitrage strategies, whezanihxture of long and short strategies leads tddid
(adverse movements of both long and short legs)dwid/aR, may incorporate high levels of leveralje.

is recommended that UCITS, resorting to leveragdiitrage strategies while measuring their global
exposure with absolute VaR, take appropriate amditi measures to monitor their risk profile (use of
stress-testing, CVaR or other methods able to tldtegotential impact of low-probability marketesws).
Investors should also be provided with sufficierformation about the existence of leverage risk tued
corresponding level of risk taken by the UCITS ¢w trespective long and short legs. Under these
conditions, the use of the absolute VaR method triggult in the UCITS taking exposures that woudd n
be consistent with the application of the committregproach; this situation is justified by the fawt by
using a more sophisticated and sensitive risk mamagt system (VaR, completed by additional risk
management measures), the UCITS may be authonstdké into account, through the VaR method, the
risk-reduction effects of highly-correlated longdashort positions.

Additionally, UCITS may hold assets where the rislofile cannot be adequately captured by the
computation of an absolute VaR. Structured seegtitcredit-linked financial instruments or finamcia
derivative instruments designed to limit the maximioss at a given confidence level are examplesiof
assets. In these circumstances, it is advisedthieatuse of absolute VaR should be forbidden unless
appropriate additional risk management methodsh(sisc stress-testing) ensures that both the maximum
loss and the sensitivity to market movements ineasky conditions are consistent with the resultrof a
amplification of market movements by a factor lowean 2 (maximum leverage).

In addition, there should be a requirement thantlaeketing of UCITS that exhibit a potentially hitgvel
of leverage should include specific due diligenaad procedures from the person or entity in chafge
marketing the UCITS in order to ensure a good wstdading of the specificities of the UCITS’ rislofite
by their clients or potential clients.



Questions

38. Do you consider the proposed safeguards, suck the use of appropriate additional risk
management methods (stress-testing, CVaR) and thasdlosure of the level of leverage, are
sufficient safeguards when the absolute VaR methots used in the context of arbitrage
strategies or complex financial instruments?

39. Should UCITS using strategies that are potentily highly leveraged under the absolute VaR
method be subject to specific marketing provisionseither at the level of the UCITS
(minimum initial investment) or during the marketin g process?

40. Can you suggest alternative safeguards and/oequirements to avoid UCITS engaging in
strategies which generate high levels of leverage?

38. We consider the proposed safeguards, such as theeusf appropriate additional risk
management methods (stress-testing, CVaR) and thésdlosure of the level of leverage, are
sufficient safeguards when the absolute VaR methad used in the context of arbitrage strategies
or complex financial instruments.

39. We do not believe that UCITS using strategies thaire potentially highly leveraged under the
absolute VaR method be subject to specific marketmprovisions, either at the level of the
UCITS (minimum initial investment) or during the marketing process.

40. We do not have any further suggestions regarding tdrnative safeguards and/or requirements to
avoid UCITS engaging in strategies which generateigh levels of leverage.

3 OTC Counterparty Risk Exposure

3.1 Background and Introduction

Article 52(1) of the new UCITS Directive statestthtne risk exposure to a counterparty of the UCITS in
an OTC derivative transaction may not exceed:

10% of its assets when the counterparty is a ciadtitution referred to in Article 50 (1) (f), or

5% of its assets, in other cases

Additionally, Article 52(2) confirms thdta UCITS may not combine:

* investments in transferable securities or moneyketanstruments issued by,
* deposits made with, and/or
* exposures arising from OTC derivative transactianglertaken with a single bodly excess of 20%
of its asset$
The Commission Recommendation clarified the requénets in relation to the calculation of counterpart

4

risk exposureThe Recommendation states th#te' exposure per counterparty in an OTC (should be)
measured on the maximum potential loss incurretheyJCITS if the counterparty defaults and notlom t
basis of the notional value of the OT@ calculating this exposure, UCITS are recomdazhto use the

5
mark-to-market approach, including an add-on methagy to reflect the potential future exposure

6
A recent PWC comparative analysimted that there is a lack of consistency in, ialé, the calculation
methodology for OTC counterparty risk across Menfitates. The report also details some of the diffier
counterparty risk methods used by those MembeeStaho have provided guidance in this regard.



3.2 OTC counterparty risk calculation methodology

Counterparty risk exposure measures how much a 8@duld lose if their OTC counterparty defaults.
The additional safeguards required by the UCITS®ive that mitigate this risk exposure (such al/da
valuation of OTC contracts, independent verificatiof such valuations, the requirement that OTC
contracts are fully liquid and requirements on ¢hedit quality of the OTC counterparty) should bken
into account in determining an appropriate methogiplfor calculating counterparty risk exposure asro
all Member States.

4
In addition to proposing the approach to calcullaéeexposure, the Recommendation also confirmedhbainderlying constituents
to index-based derivatives do not have to be coetbimth the issuer concentration limits referreciove.

5
By reference to Annex Il of Directive 2000/12/EC
6

Investment Funds in the European Union: Comparatnadysis of use of investment powers, investmattames and related risk
features in both UCITS and non-harmonised markaisapean Commission DG Internal Markets — 2007).

Due to the existence of these compensating conénods requirements in the UCITS Directive, CESR
considers that the “add-on” for future credit exjr@sis not necessary as this inflates the risk sipoin a
subjective manner. CESR also proposes that theofisesk-weightings should not be permitted. This
approach greatly simplifies the calculation of ceuwparty risk while also recognising that the antoun
calculated represents the full current amountskt ri

It is therefore recommended that the counterpaskyassociated with the use of OTC financial deives
should be calculated as the positive MTM of the GEb@tract.

A UCITS may net OTC exposures with the same copatéy in order to ensure adherence to the 5% or
10% limits. It is recommended that that nettingifimss with the same OTC counterparties be peruhitte
provided legally enforceable (by the UCITS) nettagyeements are in place. It should also be uratatst
that the netting rules are only applicable to allGcontracts with the same counterparty and natriyp
other exposures the UCITS may have to the countgrpa
Questions

41. Do you agree with the proposed method for calfating counterparty exposure?

42. Can you suggest an alternative method?

43. Do you agree with the approach for netting arragements?

44. Do you consider that additional netting rulesisould apply?

41. We agree with the proposed method for calculatingaunterparty exposure.
42. We do not believe that an alternative method for daulating counterparty exposure is required.
43. We agree with the approach for netting arrangements

44. We do not believe that additional netting rules shald apply.




3.3 Treatment of collateral received

Collateral may be used to reduce counterpartyeiglosure once the prudential collateral rules ire®&ive
2006/48/EC are applied and that the collateral:

* is marked-to-market on a daily basis and exc#selsalue of the amount at risk;

* is exposed only to negligible risks (e.g. goveenmirbonds of first credit rating or cash) anddsiid;

» is held by a third party custodian not relatedthe provider or is legally secured from the
consequences of a failure of a related party;

« can be fully enforced by the UCITS at any time.

It is recommended that these four principles idietiabove should be respected, with a strong rew
the liquidity of any collateral received is of paraunt importance. It is clear that a majority of riuteer
States impose collateral rules by identifying thedific instruments that can be used as eligiblamyal,
while the Commission Recommendation uses principle®pposed to identifying specific instruments.
Therefore it is proposed to develop a detailedo$etgulatory principles which would provide a more
robust and flexible approach, and that these piesiwould need to be more detailed than thoselgdh
the Commission Recommendation.

The following set of high-level principles is théaee recommended:

« Liquidity — any collateral posted must be suffitfly liquid in order that it can be sold quicklya
robust price that is close to pre-sale valuatioollaferal should normally trade in a deep liquid
marketplace with transparent pricing. Additionatigllateral with short settlement cycles are
preferable to long settlement cycles as assetbea@onverted into cash more quickly.

« Valuation — collateral must be capable of beiatugd on at least a daily basis and the possitufity
“stale prices” should not be allowed. An inability value collateral through independent means
would clearly place the UCITS at risk, and this Wbalso apply to “mark to model” valuations
and assets that are thinly traded.

* Issuer credit quality — as collateral providesoselary recourse, the credit quality of the coflte
issuer is important. This may involve the use afdus in the event of a less than “very high
grade” credit rating. It should be reasonable toept collateral on assets that exhibit high price
volatility once suitably conservative haircuts arglace.

« Correlation — Correlation between the OTC coyraely and the collateral received must be avoided.

 Collateral diversification (asset concentratien)there is an obvious risk if collateral is highly
concentrated in one issue, sector or country.

e Operational and Legal risks — collateral manageng a highly complex activity. As such, the
existence of appropriate systems, operational dtetband legal expertise is critical.

 Collateral must be held by a third party custadighich is subject to prudential supervision not
related to the provider or is legally secured friie consequences of a failure of a related party;

* Collateral must be fully enforced by the UCIT Saat time.

» Collateral cannot be sold or pledged.

While it is clear that the above principles neederanalysis and rules (for example specific hag;uhe
benefit of such an approach would be to allow zilfle regulatory approach that would assist botméo
regulators and industry participants. It can als@igued that the role of collateral is as a riigator and
the question of whether such collateral should B¢T$ compliant is not relevant.



Questions

45. Do you agree with the proposed approach to agrea set of principles in relation to acceptable
collateral to reduce counterparty exposure? Do yohave alternative suggestions?

46. Do you consider that rather than following prirciples based approach specific instruments
that can be used as eligible collateral should badentified?

47. Should collateral be UCITS compliant in terms basset eligibility and diversification?

45. We agree with the proposed approach to agree a saftprinciples in relation to acceptable
collateral to reduce counterparty exposure.

46. We believe that it would be useful to have a non-baustive list of instruments that can be used
as eligible collateral.

47. We do believe that collateral should be UCITS comgnt in terms of asset eligibility but not
necessarily in terms of diversification. It shouldbe the responsibility of the UCITS to maintain
liquidity in a prudent manner best suited to the naure of the specific UCITS. E.g., a small fund
would not necessarily be able to meet diversificain requirements if that would result in
excessive splitting of holdings such that these wetess than normal market size.

3.4 The treatment of collateral passed

Although Article 32 of the new UCITS Directive raps that the assets of the UCITS is entrustedheo t
depository for safe-keeping, it is clear that magkactice requires collateral or margin to be pedsy the
UCITS in respect of a derivative transaction (wketbxchange traded or OTC). Such passing of cadlate
represents a portion of the assets of the UCIT&lliegassing from the UCITS depository to the datiie
counterparty (although the UCITS still bears thekatand credit risks associated with such coli}er
The UCITS Directives and Commission Recommendatiersilent on this point.

It was agreed that the provision of collateral nfiayn part of a derivative contract permitted by idle
50(1)(g) of the new UCITS Directive and is therefoiot in conflict with Article 32.

It is clear that an exposure is created that remtssa risk-of-loss to the UCITS (i.e. the losstloé
collateral in the event of, say, a bankruptcy)wiéts therefore agreed that any collateral passedldioe
captured on a net basis (in the case of over-eo#lisation) either in the issuer-concentrationtliof 20%
(Article 52(2)) or in the 5%/10% OTC counterpaiityit.

Questions

48. Do you agree that collateral passed to a deritree counterparty should be include in the
either the 5%/10% OTC counterparty limit or the 20% issuer concentration limit?

49. Do you have any other suggestions as to how Buwllateral passed should be treated?

48. We agree that the net collateral passed to a deritige counterparty should be included in the
20% issuer concentration limit.

49. We do not have any other suggestions as to how sumbllateral passed should be treated.




3.5 Counterparty limits

It is recommended that more work is needed on dineponents of derivative transactions which shoed b
included in the issuer concentration limit of 20¥his is particularly important in the case of pdigin
netting transactions (for example between the cashurity and the derivative contract) or where itred
derivatives are used (such as bought credit piotecin an issuer). Robust requirements are envistme
ensure that no possibility for abuse or misinteigtien exists.

Questions

50. What areas of further work should be carried otiwith regard to this?

50. We believe that further work should be carried outon the use of credit default swaps and letters
of credit as a means of mitigating counterparty rig.

4 Sophisticated/Non-Sophisticated UCITS

The Commission Recommendation introduced the cdrafepophisticated and non-sophisticated UCITS
depending on the methodology used to calculateadjlekposure. In general non-sophisticated UCITSswer
recommended to use the commitment approach andstopted UCITS may use the VaR statistical
approach.

Different practises have evolved in Member Statgarding both the use of commitment versus VaR
approaches and the distinction between a sophisticand non-sophisticated UCITS. No common
definition has emerged, for example some compedetitorities define certain financial derivatives as
sophisticated or complex, others consider the divemeestment strategy and the majority of compéeten
authorities do not provide any guidance in thisaar€his has resulted in confusion among industry
participants (including investors) regarding thesens.

In general the decision regarding the methodologgduto calculate global exposure is a matter fer th
UCITS. This decision is not so much based on tseérition between sophisticated or non-sophistitate
but rather on the choice of the most appropriat¢hatmlogy given the UCITS strategy and types of
derivatives used.

It is proposed that provided proper safeguardspamdmeters are introduced governing the use of theth
commitment and VaR approaches used to calculateablexposure the terms sophisticated and non-
sophisticated have no relevance and should be abedd

Questions

51. Do you agree with the proposal to abandon these of the term sophisticated and non-
sophisticated UCITS?

52. If you object to this proposal could you pleasprovide reasons for this view?

51, 52.

We agree with the proposal to abandon the use oféhterm sophisticated and non-sophisticated
UCITS.




