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1 Introduction

Lyxor Asset Management is an asset management company that is regulated in France according
to the UCITS Directive. At end of April 2010, our assets under management1 were equal to 88.6 bn
Euros, including 23.7 bn of Structured and Quantitative Funds assets. We manage 304 Structured
Funds, as defined by this contribution, at end of April 2010, most of them taking the form of French
UCITS 3 Funds.

As shown by these data, Lyxor is among the most important players in the Structured Funds
market. We are therefore very happy to be able to answer this consultation as regards the
particular situation of Structured Funds.

We are also available and will be happy to answer specific questions from CESR or CESR
members. Please call Alain Dubois, Chairman, Lyxor AM, tel +33 1 42 13 94 71, emalil
alain.dubois@lyxor.com.

2 Question 56: Do you consider that these types of structured UCITS
should calculate global exposure using an approach which differs from
the standard VaR and commitment methodologies?

The Structured Funds industry needs a specific treatment for reasons that we will detail later. This
industry represents a significant part of the Asset Management industry. In France for example, as

! Consolidated with our subsidiary, Lyxor International Asset Management, which is also an asset management company
regulated in France according to the UCITS Directive



of 30 April 2010, there are 756 funds of this kind, narrowly defined, and they manage 66.7 billion
Euros of assets, and nearly all of them are UCITS or UCITS-equivalent funds®.

Yes we agree with this approach. However, we believe that there is a real risk of abuse of such
guidelines. Therefore, it seems to us very important that Structured Funds be defined in a very
narrow way, and that the wording uses words and concepts that cannot be interpreted and
extended to cover loosely any type of fund. Only a very specific sort of Structured Funds,
sometimes named “Formula Funds”, cannot fit completely with the standard methodology, but they
can fit with some of it. So the standard methodology should be adapted also as narrowly as
possible, only to the extent that this is absolutely necessary and justified.

2.1 Definition of Structured Funds

The term “Structured Fund” is already too broad, since it often includes many structures, like
CPPIs (Constant Proportion Portfolio Insurance), where there is no compelling reason to adopt a
different approach than the standard one. CPPIs are funds that have an exposure that is divided
between some “risky” assets, for example equities, and “non-risky” assets, for example cash
deposits. The only specific characteristics that they have is that they change their allocation
between the two types of assets. They can live without any problem with the proposed standard
guidelines, that give them the right to be exposed to the risky assets up to a leverage of two, or up
to a leverage that respects the VaR requirements.

Structured Funds should be defined for the purpose of these guidelines as purely passively
managed funds, in the sense that their return at maturity is purely the result of a mathematical
formula that links the return to the value of some underlying securities or indices at certain dates.
An investor who would have access to all necessary information on the prices of the relevant
securities should be able to determine on his own, at maturity of the fund, the redemption price of
the fund. The formula has been determined at inception of the fund and cannot be modified by the
manager. The manager has therefore no discretion on the final “pay-off’ over the life of the fund.
This does not preclude the manager of the fund to try to optimize the management of the fund, for
example in order to minimize the counterparty risk of the fund, but at any time the manager should
be certain, for example through derivatives arrangements, that he can produce the expected pay-
off at maturity.

2.2 Need of an External guarantee

In addition, in order to limit the risks of abuse of the proposed guidelines, we believe that it is
essential to make sure that the formula is effectively guaranteed at maturity. For the sake of these
guidelines, we should consider as Structured Funds only funds where reaching their promised
pay-off at maturity is not only a fiduciary duty of the manager but also a legally binding
requirement. We therefore believe that it is important to require that the final predefined payoff be
guaranteed by an external entity with enough capital to make a strong, legally binding and
enforceable commitment.

2 See : http://lwww.amf-france.org/BIO/BIO_PDFS/EEN_ETAT_ENCOURS/30.04.2010.pdf



2.3 Proposed definition

We propose to limit the use of these specific guidelines to the funds that respect the following
conditions:

- The management objective of the fund is to reach, after a determined period, an amount which is
determined by the mechanical application of a pre-determined calculation formula that refers to
financial markets indicators or securities; and also possibly to distribute dividends, determined in
the same way;

- the achievement of the management objective of the fund is guaranteed by a credit institution, an
insurance company, or a MIFID company with enough capital, whose registered office are located
in a Member State of the Organization for Economic Co-operation and Development.

3 Question 57: If you agree that a different commitment calculation should
be permitted, please provide a rationale for this approach.

3.1 Why cannot Structured Funds completely comply with the standard
methodology?

3.1.1  Structured Funds can respect the standard guidelines at inception

The required standard guidelines, as regards Global Exposure and as regards also Issuer
Concentration, are a problem for Structured Funds at inception, but not more than for any UCITS.
They can put in place pay-offs (or “Formulas”) that comply with the required standard, and indeed
most of the classical pay-offs comply with such standards.

Global Exposure is in general not an issue since they tend to have a low leverage, below 1 in
general.

Issuer Concentration is also in general manageable, because their pay-off are either based on
indices or on a diversified portfolio of securities.

3.1.2 The problem is that the profile of the fund may, over time, diverge from the
standard guidelines.

The problem is that a Structured Fund must be managed in order to provide to investors a pre-
determined pay-off at maturity of the fund. They can achieve that, for example, by entering into
derivatives transactions that guarantee that the pre-determined pay-off will be reached. The
manager of the fund thus does not have much flexibility to follow the guidelines. He is completely
constrained to achieve the pre-determined formula that has been promised to investors. He may
infringe on the guidelines in a purely passive way.

For example, the pay-off may depend on some conditions related to some specific securities. To
cover his pay-off, the manager will enter into barrier options and we know that, if the value of the
security is close to the strike of such option and if the maturity is close, the delta of such option can



be very important and volatile, and lead to an infringement of the Global Exposure limit (even with
a VaR methodology).

A Structured Fund with a pay-off that is based on a diversified portfolio of securities can also have
a problem, over time, of concentration limit. For example, if one security of the Formula goes up
very much while the others stagnate, he may be over-exposed to this security.

It is important to note that the other limits, like counterparty risk limits, can perfectly be respected
at any time by the manager by appropriate means (collateral, reset of derivatives etc.).

3.2 At the same time, we believe that the UCITS framework should allow these
Structured Funds

As mentioned above, Structured Funds are an important part of the European Asset Management
industry, with more than 100 billion Euros under management. We do not see any compelling
reason not to allow them.

If no Structured Fund could exist under the UCITS Directive, that would mean that these structures
would re-appear under other legal forms, especially Structured Notes or other type of banking
products, without all the guaranteed that are provided to investors by the UCITS Directive: liquidity
at NAV, limitation of counterparty risks, auditing, independent custodian and all the conduct of
business rules (conflict of interest, best execution) that will be implemented at level 2 with UCITS
4,

We believe that investor’s protection is overwhelmingly in favor of continuing to allow such
Structured Funds.

4 Question 58: Please indicate which of the above criteria would provide
sufficient safeguards for investors in UCITS which apply this approach

Our comments on the list of criteria provided by CESR:

4.1 The fund is passively managed and structured to achieve a pre-defined
payoff

As mentioned above, we agree on this criteria, provided that the term “passive” means that the
manager, at all times, (i) will have to respect the promised payoff, without any right to change it,
and (ii) must make sure that he will be able to achieve the required payoff, in practice through
derivatives. This should of course not prohibit the manager from his other duties, which are active
by nature, like actively managing his relations with derivatives counterparties, actively entering and
unwinding derivatives, changing counterparties, managing counterparty risks, managing inflow and
outflows etc.



4.2 The pre-defined payoff is based on a calculation formula relating to the
performance of financial instruments or other financial parameters

As mentioned above, we agree on this criteria. We believe that this is the only possible meaning of
a “pre-defined payoff”.

4.3 The fund has a final maturity date not exceeding 9 years

We believe that such safeguard is acceptable, since in practice most of these funds have a
maturity that is lower than 15 years. Structured Funds are purchased by investors on the basis that
they will hold them until maturity so it makes sense not to extend too much this duration. It seems
to us, however, that 9 year is too short. We would rather propose 15 years.

4.4 The fund is not open to new subscriptions

We believe that this is not completely necessary. We propose hereunder an alternative which is to
close the fund if and when it is not able to respect the standard risk guidelines.

4.5 The prospectus contains full disclosure regarding the investment policy,
underlying exposures and pay-off formulas. It should also contain
information on leverage levels and the specific risks associated with
investing in such a fund.

We agree on this. We believe that, since the payoff is predetermined, it should be explained to
investors, in a summary way in the KID, and in a more detailed way in the full prospectus.

4.6 The final predefined payoff is guaranteed by a credit institution located in
the OECD or by entity subject to prudential supervision

We agree. We believe that it is essential to make sure that the formula is effectively guaranteed at
maturity. For the sake of these guidelines, we should consider as Structured Funds only funds
where reaching their promised pay-off at maturity is not only a fiduciary duty of the manager but
also a legally binding requirement. We therefore believe that it is important to require that the final
predefined payoff be guaranteed by an external entity with enough capital to make a strong, legally
binding and enforceable commitment.

4.7 Investors capital on maturity is guaranteed by a credit institution located
in the OECD or by an entity subject to prudential supervision; or capital
protection on maturity is obtained through investments in deposits, debt
securities of high quality such as debt securities issued by an entity
subject to prudential supervision and registered in a Member State of the
EEA or debt securities issued or guaranteed by a Member State of the
EEA

Structured Funds are sometimes, but not always, capital guaranteed. In fact, they are less and
less so, due to the low interest rates level. Their underlyings can be indices or any allocation of



securities, in general shares. Their returns may be linked, for example, to the prices reached, at
some pre-determined dates, by shares that belong to a pre-determined basket.

It would be very restrictive to limit such funds to capital guaranteed funds. Investors would have a
protected downside but at the price of a very limited possible upside, especially if the maturity is
limited to 9 years. Very few formulas would therefore make sense and investors would be
extremely restricted in their choice. Structured Notes would become the only standard of the
market, at the detriment of UCITS, at the very time where the EU commission realizes, in the
course of the PRIPs debate, that UCITS are much more regulated and protective of investors than
alternative products.

As regards protection that is achieved through investments in some securities, it seems to us that
such possibility would mean that the investor is protected only by assets held by the fund, not by
an external guarantee which, we believe, is an essential part of the protection of investors.

5 Question 59: Can you suggest any additional criteria?

Yes, we believe that additional safeguards are possible. These safeguards are there in order to
make sure that the Structured Products guidelines are used only to the extent that they are
necessary. Standard guidelines should be implemented as much as possible.

5.1 An obligation to respect at any time counterparty risks requirement

Structured Funds can respect these constraints. If any doubt, it should be made clear that they will
not have any specific guideline in this respect.

5.2 An obligation to comply with all the standard guidelines at inception

Structured Funds should be created only the extent that they comply with all the standard
guidelines at inception. If they are not able to comply at inception, they should not be created.

5.3 An obligation to comply with all the standard guidelines as long as the
fund is marketed

If at some point the manager sees that the standard guidelines, as regards the commitment
approach and as regards the issuer concentration limits, cannot be respected, the fund should
close to new subscriptions and stop being marketed.

5.4 An anti-avoidance rule

It would be prohibited to create a Structured Fund where the formula itself shows that the fund will
never be able to respect the standard guidelines during its life.

Example of a fund that should not be allowed: a fund with an indexation on an appropriate number
of securities in order to respect proper diversification at inception but that, over time, has an



exposition that is reduced automatically to a number of securities that is too limited to allow proper
diversification, even if the market conditions were at that time the same as at inception.
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