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Dear Sirs,

the mentioned paper represents a significant aedpatted backward step made by the CESR in
terms of the adoption of a coherent and quantéftigrounded methodology aimed at representing
the potential performance of structured UCITS irifar, clear and not misleading” way, as
explicitly required by the art. 36 of the CommissiRegulation No 583/2010.

In this note | will be glad to reply to the quesisoraised by the Consultation document. | also
suggest reading this contribution jointly with mynsavers to questions asked in the CESR’s
Consultation papers 09-522 and 09-716.

| quote the question numbers of the ConsultatiqrePa

Question 1

| disagree (see also Question 2 below).

The use of exogenous scenarios (unfavourable, falte) medium) is arbitrary both in their
definitions (e.g. favourable to the product?, faatle to the market in general?, favourable to the
product’s underlying?) and in their quantificatidm.addition, it does not provide any indication on
the scenario’s probability so that an implicit amisleading assumption of uniform distribution
could erroneously be induced. Moreover, in the adssomplex structures, important features and
risks could not be properly described in a smathber of “illustrative examples”. In general, the
proposals in Box 2 introduce a high degree of eabitess in the choice of number and type of
scenarios leaving issuers and sellers with too nnach in the highly sensible phase of presenting
and illustrating the structured UCITi&ks. In this way, the fundamental aim of a “fair, aleand
not misleading” content of the key investor infotoa set is clearly jeopardized.

Question 2
The scenarios should be accompanied by a riskadquobabilistic assessment of their occurrence
(better represented as a “probability table” inrailar way to the Italian regulation now in force)
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and should include the following events (to be appately defined and addressed by the
guidelines):

— Negative return scenario;

— Scenario where the return is positive or zero dwel than that of the risk-free asset;
— Scenario where the return is positive and in lind what of the risk-free asset;

— Scenario where the return is positive and highan that of the risk-free asset;

However, the most important improvement would be ddoption of the unbundling approach as
the underlying methodology for the calculation argpresentation of the scenarios. Such
methodology is useful both for new and old fundsl @ould be used in order to identify the

replicating portfolio and the implied volatility adhe fund. In this respect, a proper risk disclesur

could be obtained through the Monte Carlo simufatapproach and the adoption of the above
mentioned “probability table” in which the potemtr@turns of the structured fund are compared
with those of a risk-free asset, a concept welingef both in theory and practice.

Moreover, the Monte Carlo approach would be moramehensive, informative and reliable than
a “what-if scenario” approach. In fact, the aboventioned unbundling approach, along with the
representation in the KID of the “probability tahles forward looking and requires its calibration
to market data. It is forward-looking as requirgdfonds with an important forward tilt in their
management style (such as structured UCITS) andemeral, can be extended equally well to all
types of funds with the benefit that investors wibbke provided with a key information about
potential returns over the recommended holdingogeand of the relative likelihood of the
occurrence of such potential returns.

The “probability table” and its underlying methodgy should be preferred not only for the reasons
of economy, theoretical foundation, practical dftn and coherence with the risk management
tools used in financial markets as well as by imahejent advisors. It also allows a proper
comparison with a common, objective, and well knomrestment opportunity, the risk-free asset,
so that the fund’s risks can be quantified and madterstandable and an easy comparssinween
alternative products is guaranteed.

As documented in the testing phase, the readingsflts via “probability table” is preferred to
other devices and this approach can be evenly aifiokonly extended to all non-relative funds.

In order to practically show the relative perforroanof the “probability table” approach with
respect to the “what-if scenario” approach, in terof information precision, clarity, market-
consistency and obijectivity, | include, in the Arpa re-examination of the three examples
provided in the Consultation Paper.

Question 3
| disagree (see Question 2 above and 4 below).

Question 4
Scenarios should be accompanied by an indicatiotnaif likelihood of occurrence and such a
measure — to be clearly defined and addressed éygthdelines — should be based on a
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guantitatively grounded methodology coherent witle tunbundling and risk neutral principles
widely used in the markets.

In the light of the above comments, and taking extoount the importance of the discussed issues
for a successful and effective KIl document, | wbsliggest to implementreew consumer test
focused on the practical comparison of the two cetimg approaches.
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ANNEX

The examples of the Consultation Paper reconsiderad the “probability table” approach

| include three practical applications of the “pabbity table” approach based on the examples
shown in the Annex of the consultation documenea@y, in the spirit of the reference paper, they
are provided as simplified cases and, given trettnsultation document does not provide enough
information on the underlying structured UCITS irder to carry out all the calculations, | first
detail the most relevant additional assumptiondeNloat, once market data are made available, all
calculations require a few minutes.

Example A

Example A refers to a fund indexed to the averag®pmance of a benchmark.

Under the “probabilistic table” approach, and assigm

the structured fund is a formula based UCITS;

according to the formula, at the “final date” thiadl pays the amount invested (net of initial
costs) incremented by a multiplicative factor cédted as the ratio between the “average”
and the value of the “underlying benchmark” at‘ihdial date”;

the “initial date” is 10 September 2010;

the “final date” is 10 September 2015;

the “average” is the arithmetic average of 60 miyndbservations of the “underlying
benchmark” between the 16 July 2010 and 16 Julp201

the “underlying benchmark” is the DJ Euro Stoxxiidex;

the amount invested is 100% (gross of initial ggsts

the initial costs are 1%;

the multiplicative factor cannot be less than 108¥there is a legally enforceable guarantee
of the return of the amount invested,;

the structured fund is exposed to credit and capatty risk (equivalent to a constant 50bps
spread) with a relatively high recovery rate (90%);

the potential performance of the structured UCITéaM be represented as follows:

Scenario Probability Invested capital* Equivalent annual
at maturity growth rate
(Median value) (Median value)
Return is negative 17.32% 0.95 -1.02%
Return is positive or zero but lower than that of the risk-free asset 58.60% 1.00 0.00%
Return is positive and in line with that of the risk-free asset 18.52% 1.08 +1.55%
Return is positive and higher than that of the risk-free asset 5.56% 1.37 +6.50%

* The initial value of the invested capital is assumed to be 1.00
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Example B

Example B refers to a structured UCITS with a payEsed on the average performance of a
basket of shares over time. For instance: a UCITB an investment strategy to achieve a payoff
based on the yearly performance of a basket ofkesltalculated over 2 years.

The final payoff is the average of all the perfonoes of each share in the basket. The performance
is calculated as the underlying value of each siarine basket after 2 years with any growth
capped at 9.5%. There is a legally enforceableagee of the return of the amount invested.

Under the probabilistic approach, and assuming:
— the structured fund is a formula based UCITS;

— according to the formula, at the “final date” thad pays the amount invested (net of initial
costs) incremented by a multiplicative factor cédted as the ratio between the “average”
and the “initial observation”;

— the multiplicative factor is capped at 109.5%;

— the multiplicative factor cannot be less than 10@¥4here is a legally enforceable guarantee
of the return of the amount invested,;

— the “initial observation” is 10 September 2010;

— the “final date” is 10 September 2012;

— the “average” is the arithmetic average of allpeeformances of each share in the basket;

— the underlying basked includes the following shafdsGON N.V. , AIR LIQUID SA,
ALLIANZ SE, ALSTOM S.A., ANHEUSER-BUSH INBEV NV, with are the first 5
shares of the DJ Euro Stoxx 50 sorted alphabeticall

— the amount invested is 100% (gross of initial ggpsts

— the initial costs are 1%;

— the multiplicative factor cannot be less than 10@¥4here is a legally enforceable guarantee
of the return of the amount invested,;

— the structured fund is exposed to credit and copatéy risk (equivalent to a constant 50bps
spread) with a relatively high recovery rate (90%));

the potential performance of the structured UCIT¢aIM be represented as follows:

Scenario Probability Invested capital* Equivalent annual
at maturity growth rate
(Median value) (Median value)
Return is negative 8.70% 0.92 -4.08%
Return is positive or zero but lower than that of the risk-free asset 68.24% 1.00 0.00%
Return is positive and in line with that of the risk-free asset 4.10% 1.03 +1.49%
Return is positive and higher than that of the risk-free asset 18.96% 1.10 +4.88%

* The initial value of the invested capital is assumed to be 1.00

Prof. Riccardo Cesari 5
Viale Filopanti, 5
40126 Bologna (Italy)
email:riccardo.cesari@unibo.it



Example C

Example C refers to a structured UCITS designddgbfor up to 8 years, but with an early ‘kick-
out’ feature. If at an annual measurement datepgfoxx is at least at its level on the start dte,
payout is the original investment increased by &Yefach of the years since the start date. If this
happens at the end of the second year onwardggthiealent annual growth rate will be less than
8%. If at each annual measurement date, the peafurenof the Eurostoxx index remains below its
level at the start date, the payout after 8 yeapedds on the CAC 40 index:

— if the CAC 40 index has dropped by 50% or lessesthe start date, the original investment

is paid back;
— if the CAC 40 index has dropped by more than 5Q8¢esthe start date, the payout is the
amount originally invested reduced by the percentdgrrease in the Eurostoxx index.
Investors’ capital is therefore at risk.

Under the probabilistic approach, and assuming:
— the structured fund is a formula based UCITS;

— underlying indices are DJ Eurostoxx 50 and CACA40;
— the “initial date” is 10 September 2010 and “fidate” is 10 September 2018;
— the amount invested is 100% (gross of initial coat&l initial costs are 1%;
— the structured fund is exposed to credit and copatéy risk (equivalent to a constant 50bps
spread) with a relatively high recovery rate (90%);
the potential performance of the structured UCITéaM be represented as follows:

Scenario Probability Invested capital* Equivalent annual
at maturity growth rate
(Median value) (Median value)
Return is negative 41.18% 0.29 -14.34%
Return is positive or zero but lower than that of the risk-free asset 8.10% 1.00 0.00%
Return is positive and in line with that of the risk-free asset 43.44% 1.16 +1.87%
Return is positive and higher than that of the risk-free asset 7.28% 1.64 +6.38%

* The initial value of the invested capital is assumed to be 1.00

As can be seen even in these simple examples, lagsv real life cases (see prospectuses of
many products offered in Italy), the probability @fcurrence attached to the positive scenatrio is
often relatively lower than the probability of otreeenarios, its associated final payoff is fredlyen
close to the one associated to the risk-free amsetdownside risks are quantified and made
comparable. As already noted, market data at thearsce date will force issuers to objectively
present the risks of the product using the sammdveork and numbers used for its pricing.

Conversely, in the “what-if scenario” approach, tfevourable market condition could be
opportunistically chosen by the issuer in ordelbbéaefit from a signaling effect on the return figur
and the “unfavourable” scenario could hide and gJyognderestimate the risks involved.

With my best regards,
Riccardo Cesari
Bologna, September"92010
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