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Reply form
On the review of the UCITS Eligible Assets Directive


Responding to this paper 
ESMA invites comments on all matters in this paper and in particular on the specific questions summarised in Annex 1. Comments are most helpful if they:
respond to the question stated;
indicate the specific question to which the comment relates;
contain a clear rationale; and
describe any alternatives ESMA should consider.
ESMA will consider all comments received by Wednesday 7 August 2024. 
All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your input - Consultations’. 
Instructions
In order to facilitate analysis of responses to the Call for Evidence, respondents are requested to follow the below steps when preparing and submitting their response:
•	Insert your responses to the questions in the Call for Evidence in this reply form. 
•	Please do not remove tags of the type < ESMA_QUESTION_EADC_0>. Your response 	to each question has to be framed by the two tags corresponding to the question.
•	If you do not wish to respond to a given question, please do not delete it but simply 	leave the text “TYPE YOUR TEXT HERE” between the tags.
•	When you have drafted your responses, save the reply form according to the following 	convention: ESMA_CP1_EADC_nameofrespondent. 
	For example, for a respondent named ABCD, the reply form would be saved with the 	following name: ESMA_CP1_EADC _ABCD.
•	Upload the Word reply form containing your responses to ESMA’s website (pdf 	documents will not be considered except for annexes). All contributions should be 	submitted online at https://www.esma.europa.eu/press-news/consultations/call-evidence-review-ucits-eligible-assets-directive under the heading ‘Your input - 	Consultations’.
Publication of responses
All contributions received will be published following the close of the consultation, unless you request otherwise.  Please clearly and prominently indicate in your submission any part you do not wish to be publicly disclosed. A standard confidentiality statement in an email message will not be treated as a request for non-disclosure. A confidential response may be requested from us in accordance with ESMA’s rules on access to documents. We may consult you if we receive such a request. Any decision we make not to disclose the response is reviewable by ESMA’s Board of Appeal and the European Ombudsman.
Data protection
Information on data protection can be found at www.esma.europa.eu under the heading ‘Data protection’.
Who should read this paper?
This Call for Evidence is of particular interest for investors and consumer groups interested in retail investment products, management companies of Undertakings for Collective Investment in Transferable Securities (UCITS), self-managed UCITS investment companies, depositaries of UCITS and trade associations.  
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General information about respondent
	Name of the company / organisation
	Bundesverband Alternative Investments e.V. (BAI)
	Activity
	BAI is the cross-asset and cross-product lobby association for the alternative investment industry in Germany and we consider ourselves as a catalyzer between professional German investors and suppliers of alternative investment products worldwide. 
BAI members are recruited from all areas of the alternative investments’ industry, e.g., AIF managers and banks as well as service providers. At present, the BAI counts almost 300 national and international member companies and is growing continuously.

	Country / Region
	Germany


Questions 
1. In your view, what is the most pressing issue to address in the UCITS EAD with a view to improving investor protection, clarity and supervisory convergence across the EU?
[bookmark: _Hlk166078273]<ESMA_QUESTION_EADC_1>
We do not believe that there is one single most pressing issue to address within this review with regard – only – to the three aspects investor protection, clarity and supervisory convergence across the EU. Of course, it is valid within this review process to focus on improving investor protection, clarity and supervisory convergence across the EU, however, with regard to the overarching objectives of the Capital Markets Union we would advocate to also explicitly include the CMU objective “Offering new opportunities for savers and investors” in this initial question to get a full picture of quite pressing issues to address in the review process. We are well aware that especially Q20 et seq. address specific eligibility issues with regard to new or non-traditional assets and if and how they can be included within the UCITS EAD and that this has to be seen in the context of the aforementioned CMU objective. Nevertheless, we would like to emphasize that our entire feedback statement is aligned with this objective.
Thus, we would like to outline that from our point of view one pressing issue is i) to make investments by UCITS more efficient, ii) extend the universe of eligible assets and iii) facilitate cross-border distribution of national retail funds which are not – yet – in the scope of the UCITS directive.
Regarding i) making investments by UCITS more efficient we believe that the UCITS framework should allow direct investments of all assets/financial instruments which can also be invested in indirectly, e.g. via delta-one-certificates or other means, of course subject to the relevant general UCITS requirements with regard e.g. to liquidity. We believe that additional layers, wrappers, etc. for specific assets/financial instruments maybe helpful, however, ESMA and also the EU Commission should check how more direct investments could be admitted so that investing for UCITS might become more efficient, especially cost efficient.
Regarding ii) extend the universe of eligible assets (beyond assets/financial instruments covered under i)) we welcome the approach under Q20 et seq. to clarify and – to some extent – broaden the scope of the UCITS EAD. As there is partially disagreement among regulators and supervisors in the EU with regard to eligibility of specific assets (e.g. ILS and cat bonds, which we give specific focus on in our feedback statement) we would welcome a material approach to allow different types of new assets, even beyond those who are now addressed in this consultation, especially in Q20 et seq. To avoid misunderstandings, we fully support the well-established UCITS concepts which safeguards a very high level of investor protection, and we also believe that the UCITS brand must be protected as much as possible and at the same time UCITS shall remain the universe for predominantly liquid funds whereas ELTIF shall become the universe for predominantly semi-liquid or illiquid funds. At the same time, we believe that moderate exposure to new or non-traditional and partially illiquid assets may be permissible if the exposure remains limited and specific safeguards have to be regarded. In consequence we would advocate for a new “residiual quota” for UCITS in which non-core assets could be acquired with additional return opportunities for investors.
Regarding iii) facilitate cross-border distribution of national retail funds which are not – yet – in the scope of the UCITS directive we would like to emphasize that there are many specific retail funds established in the EU which are neither subject to the UCITS directive nor to the AIFMD. To strengthen and to enlarge the European funds market we believe that cross-border distribution of these types of funds should be facilitated and at the same time the possibility for UCITS to invest in these funds so that UCITS can further diversify and access further return opportunities, but also giving better access to these funds to investors within the EU. This would be a further effort to broaden and deepen the European Capital Markets.      
Finally, we would like to comment on the aspect of supervisory convergence which indeed can be further developed. From our point of view institutional/procedural aspects are mainly the reasons for lacking supervisory convergence. Regarding e.g. the eligibility of specific assets we believe that ESMA should decide on mandatory submissions of NCAs at its’ own discretion about the eligibility after hearing the opinions of other NCAs. Decision making procedures should be streamlined. We are happy to further explain our ideas in the further course of this review process.
<ESMA_QUESTION_EADC_1>

1. Have you experienced any recurring or significant issues with the interpretation or consistent application of UCITS EAD rules with respect to financial indices? If so, please describe any recurring or significant issues that you have experienced and how you would propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence. Where relevant, please specify what indices this relates to and what were the specific characteristics of those indices that raised doubts or concerns. Where possible, please provide data to substantiate the materiality of the issue. 
<ESMA_QUESTION_EADC_2>
In general, the requirement for UCITS funds to list in the investment objective all financial indices they are exposed to through investment in derivatives is overly cumbersome. Instead, UCITS funds should be permitted to take exposures to diversified indices as allowed by regulations.
The requirement to ensure that financial indices are sufficiently diversified, and to notify the home regulator of the UCITS fund if they meet certain criteria is a burdensome, manual and inefficient process. It would be appreciated if ESMA could consider how this process could be made more streamlined and efficient. For example, it may be helpful to update the rules on financial indices to reflect the developments that have taken place under the EU Benchmark Regulation (BMR).
Especially with regard on the asset class of insurance-linked securities / catastrophe bonds, the relevant (benchmark) index is the Swiss Re Cat Bond Index (see Bloomberg SRGLTRR Index for reference). This index has not experienced any issues since the launch of the publication of the data; as such, we do not have a specific comment for this question.
<ESMA_QUESTION_EADC_2>

1. Have you experienced any recurring or significant issues with the interpretation or consistent application of UCITS EAD rules with respect to money market instruments? If so, please describe the issues you have experienced and how you would propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence. Where relevant, please describe the specific characteristics of the money market instruments that raised doubts or concerns.
<ESMA_QUESTION_EADC_3>
While cash in custody accounts earns close to zero, US and Gilt money funds are earning around 5%. For many funds, the 10% limitation on investment in money market instruments has been problematic, resulting in diminished yields for unused cash. Therefore, we invite ESMA to think on the 10% limitation on investments in money market instruments.
<ESMA_QUESTION_EADC_3>

1. Have you experienced any recurring or significant issues with the interpretation or consistent application of UCITS EAD provisions using the notions of « liquidity » or « liquid financial assets »? If so, please describe the issues you have experienced and how you would propose to amend the UCITS EAD to better specify these notions with a view to improving investor protection, clarity and supervisory convergence. Where relevant, please explain any differences to be made between the liquidity of different asset.
<ESMA_QUESTION_EADC_4>
In general, the notion of “liquidity” or “liquid financial assets” is difficult to define precisely and depends on a variety of criteria. In our view, further development of rules on the liquidity of eligible assets is rather impracticable. While market liquidity can be measured, an asset's liquidity is not absolute and can vary over time. The key factor is whether a position in the fund portfolio cannot be sold, liquidated, or closed at limited cost in an adequately short time frame. As market liquidity is constantly changing, it is advisable to continuously monitor the assessment of which assets are considered liquid. The requirements set out in the UCITS Directive provide sufficient clarity. Designating a universe of inherently liquid assets through qualitative criteria or legal definitions is unfeasible and could have unintended systemic risk consequences.
Especially regarding insurance-linked securities and cat bonds, we have not experienced any issues with the interpretation or consistent application of UCITS EAD provisions using the notions of «liquidity» or «liquid financial assets».
<ESMA_QUESTION_EADC_4>

1. The 2020 ESMA CSA on UCITS liquidity risk management identified issues with respect to the presumption of liquidity and negotiability set out in UCITS EAD. In light of the changed market conditions since 2007, do you consider such a presumption of liquidity and negotiability still appropriate? Where possible, please provide views, data or estimates on the possible impact of removing the presumption of liquidity and negotiability set out in the UCITS EAD.
<ESMA_QUESTION_EADC_5>
Yes, in general, we consider that the presumptions of liquidity and negotiability remain appropriate. This is especially the case for new primary issuance of bonds as there is no history of reliable trading data available directly for that bond for several days or weeks after it has been issued. In most cases it is possible to substantiate the presumption of liquidity and negotiability by using data from bonds already issued from the same issuer or bonds from different issuers with similar characteristics, however this is not always possible depending on the circumstances. Hence the presumption should remain. Limiting the ability for UCITS to take part in new primary issues by removing the rebuttable presumptions of liquidity and negotiability would limit the returns provided to investors.
What is a good example for the issuance of bonds, is also true for cat bonds: These securities inherently mitigate liquidity risk through their structure, consisting of a floating element that pays a risk-free return and a coupon element reflecting the underlying risk. This structure ensures stable price indications even amidst fluctuating interest rates. Additionally, cat bonds typically have short maturities (three to five years), providing a natural liquidity stream from maturing positions. The low correlation of cat bonds with financial market movements, as shown in our attached correlation analysis, further mitigates liquidity risk.
The market for insurance-linked securities has seen substantial growth, nearly doubling in size from 2016 to 2024, enhancing market stability and reducing potential liquidity risk. Given this growth and the consistent high liquidity observed in the cat bond market, particularly during financial volatility, the presumption of liquidity and negotiability remains appropriate. Removing this presumption could hinder UCITS from participating in new primary issues, limiting investor returns.
Cat bonds have demonstrated remarkable liquidity, even during the COVID-19 pandemic, where cat bond UCITS funds managed redemptions smoothly, unlike traditional corporate bond markets. Broker statistics and market activity affirm this high liquidity, with the market generating significant annual liquidity through maturities, regular coupons, and secondary market trading. Projected liquidity for 2024 is expected to exceed $40 billion, nearly matching the market size.
Furthermore, the independent risk profile of cat bonds from traditional financial market risks enhances their appeal, providing resilience during financial market stress and ensuring sufficient liquidity within cat bond UCITS funds. This characteristic contributes to reducing overall liquidity risk in investors' portfolios and stabilizing financial markets.
In conclusion, maintaining the UCITS eligibility of cat bonds is crucial due to their demonstrated liquidity, diversification benefits, and resilience to traditional market stresses, making them a vital component in investors' portfolios and a stabilizing factor in financial markets. Hence, the presumptions of liquidity and negotiability remain appropriate.
<ESMA_QUESTION_EADC_5>

1. Please explain your understanding of the notion of ancillary liquid assets and any recurring or significant issues that you might have experienced in this context. Please clarify if these are held as bank deposits at sight and what else is used as ancillary liquid assets. Where relevant, please distinguish between ancillary liquid assets denominated in (1) the base currency of the fund and (2) foreign currencies.
<ESMA_QUESTION_EADC_6>
In our view, there has been some divergence regarding the meaning and interpretation of “ancillary liquid assets” in different Member States’ jurisdictions (whilst the issue of “ancillary liquid assets” has not been transposed into German law). It would be beneficial for a common definition to be used for all jurisdictions.
Regarding UCTIS cat bonds funds, our member companies informed us that their UCITS insurance-linked securities (cat bond) funds invest exclusively in cat bond positions and hold such positions in the custody account of the fund. Based on their assessment, any “ancillary liquid assets” for insurance-linked securities (UCITS) funds are thus limited to excess cash holdings. In the lifetime of the fund, such excess cash fluctuates – drivers are movements around subscriptions/redemptions or FX hedges. To reduce the associated credit risk (vis-à-vis the custody bank), the managers would always hold excess cash in the form of government bonds, issued in the fund currency (USD). Our member companies did not experience any challenges around managing such ancillary liquid assets.
<ESMA_QUESTION_EADC_6>

1. Beyond holding currency for liquidity purposes, do you think UCITS should be permitted to acquire or hold foreign currency also for investment purposes, taking into account the high volatility and devaluation/depreciation of some currencies? Where relevant, please distinguish between direct and indirect investments.
<ESMA_QUESTION_EADC_7>
In general, holding foreign currencies opens opportunities for potential gains from favourable exchange rate movements, contributing to enhanced returns. Currency volatility usually is much lower than equity volatility. Permitting access to foreign currencies supports a more robust and versatile investment strategy, thereby enabling investment managers to respond effectively to changing global market conditions and taking advantage of diverse investment opportunities. Therefore, UCITS should be allowed to hold foreign currencies for investment purposes.
Regarding insurance-linked securities and cat bonds, investors in insurance-linked securities typically seek the low correlation benefits of this asset class. Market exposure should be avoided / mitigated to the best degree possible. For the purpose of this specific investment case – insurance-linked securities / catastrophe bonds – we would thus not see a need to actively invest in foreign currency as part of the investment strategy.
<ESMA_QUESTION_EADC_7>

1. Have you observed any recurring or significant issues with the interpretation or consistent application of the 10% limit set out in the UCITS Directive for investments in transferable securities and money market instruments other than those referred to in Article 50(1) of the UCITS Directive? If so, please explain the issues and how you would propose to address them in the UCITS EAD with a view to improving investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_8>
Regarding the interpretation or consistent application of the 10% limit we have only got feedback from member companies managing UCITS cat bond funds. Hence, this is not an issue for cat bond UCITS funds, given their broad diversification. As there are over 300 cat bonds available in the market, covering various perils, geographies and sponsors, cat bond UCITS funds are well diversified within their cat bond portfolio. Also, liquidity is typically managed through a combination of cash deposits and T-Bills from sovereigns with high credit quality, such as US or German T-bills. We are not aware of any cat bond UCITS fund that would come anywhere near this limit. This limitation is as a sensible approach to ensure the open tradability and thus liquidity of each outstanding bond. Our member companies can confirm that they never experienced any recurring or significant issues with the interpretation or consistent application of this 10% limit.
<ESMA_QUESTION_EADC_8>

1. Are the ‘transferable security’ criteria set out in the UCITS EAD adequate and clear enough? If not, please describe any recurring or significant issues that you have observed and how you would propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_9>
The term "transferable security" is defined in Art. 2(1)(n) UCITS Directive and further specified in Art. 2 EAD. There are delineation issues between the concept of a security under Art. 2(2) (c) EAD and the concept of a security with an embedded derivative under Art. 10 EAD. Both concepts allow linkage to another asset. However, it is unclear what constitutes a permissible underlying asset under Art. 2(2)(c) EAD and what criteria it should adhere to. This point might be clarified.
In general, we believe that the definition of “transferable securities” could be broadened to allow for the investment by UCITS in all forms of tradeable financial assets. This should encompass financial assets that are both legally transferable and have some liquidity due to the existence of some form of regular market, even if it is not a "regulated market" as defined in MiFID II.
<ESMA_QUESTION_EADC_9>

1. How are the valuation and risk management-related criteria set out in the UCITS EAD interpreted and applied in practice, in particular the need for (1) risks to be “adequately captured” by the risk management process and (2) having “reliable” valuation/prices. Please describe any recurring or significant issues that you have observed with the interpretation or consistent application of these criteria and how you would propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_10>
In our view, there is in general no need to amend the criteria, as we believe the criteria set out in the UCITS EAD are sufficiently clear. In our view the introduction of more detailed criteria is not possible given the wide range of eligible assets.
Regarding UCITS cat bond funds, our observations are as follows hereinafter (cf. also our accompanying document which is attached to this response):
1. Risks to be “adequately captured” by the risk management process
The managers have implemented a permanent risk management function which has the following responsibilities: 
· Implementing effective risk management policies and procedures in order to identify, measure, manage and monitor on an ongoing basis all risks relevant to the investment strategy of the fund; ensuring that the risk profile of the fund disclosed to investors is consistent with the risk limits set out in the applicable regulations;
· monitoring compliance with the risk limits set in accordance with the applicable regulations and notifying the board in a timely manner when it considers that the risk profile is inconsistent with those limits or sees a material risk that the risk profile will become inconsistent with the limits;
· providing updates to the board on a regular basis and at least quarterly:
a) the consistency between and compliance with the risk limits set in accordance with the applicable regulations and the risk profile of the fund as disclosed to investors; and
b) the adequacy and effectiveness of the risk management process, indicating in particular whether appropriate remedial actions or measures have been, or will be, taken in the event of any actual or anticipated deficiencies; and providing regular updates to senior management outlining the current level of risk incurred by the fund and any actual or foreseeable breaches of any risk limits set in accordance with the applicable regulations so as to ensure that prompt and appropriate action can be taken. 
1. Having “reliable” valuation/prices 
Valuation processes in the cat bond market have proven highly effective, even during phases of natural catastrophes. Most cat bond funds conservatively value their positions at bid prices, accurately reflecting uncertainties during or after a natural catastrophe. Notably, even during the most severe events in the past 25 years, the performance of cat bonds has surpassed that of investment-grade corporate bonds. In over 20 years, the cat bond market has never experienced a drawdown exceeding 20%, presenting a more favorable drawdown profile than the investment-grade corporate bond market, which is generally considered very safe.
To give an example from practice: the independent fund administrator of a UCITS cat bond fund applies a clearly defined valuation methodology to value the cat bond fund. Cat bonds are typically traded over-the-counter (OTC) and fund administrator bases the valuation of these instruments on the best bid price available from the financial intermediaries listed above (banks, broker dealers, other market makers) for each relevant fund valuation date. A dedicated team within the fund administrator is responsible for the data management of all security relevant information related to the fund; this team prepares all price and interest rate information for the valuation based on data delivered by financial intermediaries. Price indications are received directly from up to ten price providers; as a rule, the fund administrator seeks to receive at least three independent price sources for all cat bonds at each valuation point. Valuation prices are reviewed against transaction prices in the case of security sales. Any discrepancy detected between the valuation prices (best bid price) and the sale prices will be analysed for inconsistency over the period. Trading is daily with traded prices supplied to the Financial Industry Regulatory Authority’s (FINRA) trade reporting and compliance engine (TRACE), which is accessible via Bloomberg, and in addition, marks are typically provided on a weekly basis in the form of a pricing sheet, listing bid / ask indications for all outstanding cat bonds. Upon request, we can provide the referenced pricing sheets obtained from price providers, which exhibit bid / ask price indications for each cat bond position. Furthermore, we would kindly refer you to the latest Market Insights document issued by Swiss Re. We would thus argue that “reliable pricing and valuation data” is available in the form of accurate, reliable and regular prices which are either market prices or prices made available by valuation systems independent from issuers, is considered to be met.
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The data above clearly demonstrates that cat bonds, while bearing certain risks, have consistently proven to be a stable and rewarding asset class for investors. Over the past 25 years, the cat bond market has exhibited significantly less volatility and drawdown risk compared to almost all other asset classes. Importantly, drawdowns in cat bonds occur independently of financial markets, providing investors with valuable diversification. Consequently, this asset class has a stabilizing effect on broader financial markets. Cat bond UCITS funds effectively protect investors from excessive drawdown risk and volatility in their overall portfolios.
We believe that the merits of the asset class are best summarized by a recent paper of the ECB and EIOPA, who wrote the following: 
“Investors in cat bonds benefit from low correlation with equity and credit markets. As such, cat bonds can provide useful diversification, particularly during episodes of crisis and high market volatility. Investors in the environmental, social and governance (ESG) space are also turning to cat bonds as an instrument for impact investment – an investment strategy aimed at generating social or environmental benefits while delivering financial gains. For example, investors in cat bonds intermediated by the World Bank to enhance resilience against natural disasters in lower income countries include pension funds, insurers and other institutional asset managers.”
Source: ECB & EIOPA: Policy Options to reduce the climate insurance protection gap. April 2023. https://www.ecb.europa.eu/pub/pdf/other/ecb.policyoptions_EIOPA~c0adae58b7.el.pdf
Conclusion:
The merits of cat bonds include low correlation with equity and credit markets, making them a useful diversification tool, particularly during crises and high market volatility. They also attract ESG investors seeking to generate social or environmental benefits while achieving financial gains. Overall, maintaining the UCITS eligibility of cat bonds is crucial due to their demonstrated liquidity, diversification benefits, and resilience to traditional market stresses.
<ESMA_QUESTION_EADC_10>

1. Are the UCITS EAD provisions on investments in financial instruments backed by, or linked to the performance of assets other than those listed in Article 50(1) of the UCITS Directive adequate and clear enough? Please describe any recurring or significant issues that you have observed in this respect and how you would propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_11>
In our view, the UCITS EAD provisions on investments in financial instruments backed by, or linked to the performance of assets other than those listed in Article 50(1) of the UCITS Directive are adequate and clear enough. But currently it seems not to be a level playing field across Europe in the application of this. The UCITS EAD provisions on investments in financial instruments backed by, or linked to the performance of assets other than those listed in Article 50(1) of the UCITS Directive should be applied across Europe to permit investments in delta-one certificates regardless of the underlying to allow UCITS to invest in delta-one notes. In general, UCITS should be permitted to investments into securities agnostic of their underlying, because this complies with the spirit of the UCITS EAD and offers an important contribution to ensuring asset diversification for UCITS funds.
<ESMA_QUESTION_EADC_11>

1. Is the concept of « embedded » derivatives set out in the UCITS EAD adequate and clear enough? Please describe any recurring or significant issues that you have observed with the interpretation or consistent application of this concept and how you would propose to amend UCITS EAD to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_12>
The concept of “embedded” derivatives set out in the UCITS EAD is rather complex and source of certain unclarity. A simplification of the rules would be welcomed.
Regarding insurance-linked securities and cat bonds, we would like to underpin that Insurance-linked securities (UCITS) funds are not allocating to “embedded” derivatives as set out in the UCITS EAD; we thus believe these criteria to be adequately defined regarding this asset-class. 
We appreciate the opportunity to clarify why cat bonds do not include « embedded » derivatives, as indicated by BaFin, the German Federal Financial Supervisory Authority, in its Q&A publication from 2013, revised in 2016 (see also BaFin, “Fragenkatalog zu erwerbbaren Vermögensgegenständen (Eligible Assets), Teil 1, Frage 15, cat bonds as derivatives” available in German under https://www.bafin.de/SharedDocs/Veroeffentlichungen/DE/Auslegungsentscheidung/WA/ae_130722_fragen_ea.html).
Cat bonds are financial instruments designed to transfer specific risks, such as natural disasters, from a(n) (re-)insurer to the capital markets. Investors who buy these bonds receive yields in exchange for bearing the risk of a predefined catastrophic event. If such an event occurs (e.g., an earthquake or hurricane), the principal and interest payments to investors are partially or fully forfeited to cover the insurer's losses.
Generally, cat bonds are structured to align with the requirements of the Commission Directive 2007/16/EC on UCITS eligible assets (‘UCITS EAD’).
Direct Link to Natural Events/Subordination: The payout of cat bonds is directly tied to the occurrence (or non-occurrence) of specific, observable natural events. These events are predefined, such as hurricanes, earthquakes, or other natural catastrophes. The occurrence of these events triggers the bond's payout structure. Technically, the issuer of a cat bond – usually a special purpose vehicle (SPV) subject to (re)insurance regulation of the specific domicile – enters, as a protection seller, into a risk transfer arrangement with a protection buyer. The contractual framework and cat bond terms are designed in that way that any claim of the protection buyer under the risk transfer contract has priority over the investors’ claim of repayment. In case of occurrence of a pre-defined specific event, the protection seller makes payment to the protection buyer in accordance with the terms of the risk transfer agreement. As a result, by operation of subordination, no or limited (re)payment of the cat bond to investors is made in such an event. In the absence of the occurrence of any qualifying event during the term of a cat bond, repayment is made to the investors upon maturity.
Lack of Financial Variables: Unlike financial derivatives whose values depend on financial variables (such as interest rates, stock prices, or market indices), cat bonds' payouts are contingent solely on the predefined natural events. This absence of dependency on financial market variables distinguishes them from instruments that contain embedded derivatives.
Absence of Derivative Characteristics: Key derivative characteristics include determination of valuation by the performance of a defined underlying, leverage and deferred settlement. While, similar to equity and traditional debt issued by (re)insurance companies, the value of cat bonds depends on the (non-)occurrence of insured events, they are fully funded securities without any leverage involved and are issued and traded delivery against payment. In addition, interest payments are a standard component of cat bonds, a feature which is absent in a derivative context. An analysis of the basic structure of cat bonds therefore suggests that they differ from derivatives fundamentally and appear as standard transferable securities.
BaFin, in its Q&A publication, raised the question of whether cat bonds might contain embedded derivatives. However, the core argument against this interpretation is that:
Straightforward Payout Mechanism: Cat bonds operate on a simple principle where the payout is based on the occurrence of a predefined event. There is no derivative contract embedded within the bond that alters the payout based on financial market performance.
Transparency and Predictability: The risk and performance metrics of cat bonds are transparent and directly tied to specific events, providing a clear and predictable investment outcome. This straightforwardness contrasts with the often complex nature of financial derivatives.
Additional Context on Investor Transparency and Risk
Focused Risk Exposure: Cat bonds provide investors with exposure to specific, well-defined risks associated with catastrophic events. This is in contrast to investing in the equities of (re-)insurance companies, which exposes investors to a broader array of risks inherent in the underwriting business.
Enhanced Transparency: Because cat bonds are tied to specific events, they offer a higher level of transparency in risk assessment. Investors can better understand and manage their exposure, leading to more precise investment decisions.
In conclusion, cat bonds do not contain embedded derivatives because their performance is directly linked to specific, observable catastrophic events rather than financial variables. This structure ensures compliance with the UCITS EAD by avoiding the complexities associated with embedded derivatives, thereby offering a transparent and straightforward investment vehicle for managing catastrophic risk.
We therefore respectfully differ with BaFin's interpretation in the above-mentioned “Fragenkatalog zu erwerbbaren Vermögensgegenständen (Eligible Assets), Teil 1, Frage 15”. As outlined, cat bonds are structured to directly link their performance to specific, observable catastrophic events rather than market-driven financial instruments, ensuring they do not contain embedded derivatives. This distinction is crucial in understanding their compliance with the UCITS Directive and underscores the suitability and robustness of cat bonds as investment instruments within UCITS-compliant portfolios.
Should a firmly held view prevail that cat bonds exhibit derivative components, we strongly suggest that UCITS eligibility rules and/or their interpretation clarify that insurance risk constitutes an eligible underlying given their clearly defined, transparent and observable nature and their established, tested and proven structure and functioning during periods of ordinary and extraordinary market conditions.
<ESMA_QUESTION_EADC_12>

1. Linked to Q11 and Q12, ESMA is aware of diverging interpretations on the treatment of delta-one instruments under the EAD, taking into account that they might provide UCITS with exposures to asset classes that are not eligible for direct investment (see also Section 3.2). How would you propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence? Please provide details on the assessment of the eligibility of different types of delta-one instruments, identify the issues per product and provide data to support the reasoning.
<ESMA_QUESTION_EADC_13>
Delta-one instruments track the value of the underlying asset on a one-to-one basis and, therefore, do not constitute a derivative underlying asset. For diversification reasons, UCITS should be able to invest in such instruments, as they did without any problems. UCITS should be allowed to invest in delta-one instruments, allowing this way indirect investments in, e.g., precious metals, oil and other commodities indices, vs. currently non-permitted direct investments, which not only improves the risk-diversification of portfolios but also results in lower costs for investors compared to an even riskier, non-diversified direct investment in, e.g., commodities. ESMA is invited to ensure that this is possible within the EU. In our view, it is rather a question of (Member State) interpretation than that there is need to re-define the UCITS EAD criteria.
<ESMA_QUESTION_EADC_13>

1. Have you observed any recurring or significant issues with the interpretation or consistent application of the rules on UCITS investments in other UCITS and alternative investment funds (AIFs)? In this context, have you observed any issues in terms of the clarity, interaction and logical consistency between (1) the rules on investments in UCITS and other open-ended funds set out in the UCITS Directive and (2) the provisions on UCITS investments in closed ended funds set out in the UCITS EAD? Please describe any recurring or significant issues that you have observed in this respect and how you would propose to amend the relevant rules to improve investor protection, clarity and supervisory convergence. Where relevant, please distinguish between different types of AIFs (e.g. closed-ended, open-ended), investment strategies (real estate, hedge fund, private equity, venture capital etc.) and location (e.g. EU, non-EU, specific countries). In this context, please also share views on whether there is a need to update the legal wording used in the UCITS EAD and UCITS Directive given the fact that e.g. they refer to ‘open-ended’ and ‘closed ended funds’, whereas it might seem preferable to use the notion of ‘AIFs’ by now given the subsequent introduction of the AIFMD in 2011.
<ESMA_QUESTION_EADC_14>
In general, the UCITS EAD should allow flexibility for investments in other UCITS and AIFs. UCITS should in each case be allowed to invest in any type of other funds, financial instruments and asset classes retail investors are allowed to invest in directly, e.g. ELTIFs or other UCITS, crypto-assets and many derivatives. UCITS are very highly regulated products and (probably therefore) very successful, managed by qualified and authorised managers. Although we are aware the complexity of certain AIF strategies (such as the above-mentioned real estate, hedge fund, private equity, venture capital etc.), these asset classes might also be part of a well-diversified UCITS portfolio with other risk/return profiles. The introduction of the AIFMD in 2011 and the review of the AIFMD, the introduction of the ELTIF and the review of its framework in recent years should be considered, too, as there are no more unregulated funds/fund managers, at least within the EU. The regulated funds and their managers have implemented portfolio, risk and liquidity management techniques retail investors as such do not profit from without an investment via a UCITS. 
Regarding the need to update the legal wording used in the UCITS EAD and UCITS Directive given the fact that, e.g. they refer to ‘open-ended’ and ‘closed ended funds’, whereas it might seem preferable to use the notion of ‘AIFs’ by now given the subsequent introduction of the AIFMD in 2011 and its recent review, we would, indeed, prefer the use of the notion of “AIFs” (cf. Art. 2(2) UCITS EAD).
<ESMA_QUESTION_EADC_14>

1. More specifically, have you observed any recurring or significant issues with the interpretation or consistent application of the rules on UCITS investments in (1) EU ETFs and (2) non-EU ETFs? Please describe any issues that you have observed in this respect and how you would propose to amend the relevant rules to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_15>
Most EU ETFs are structured as UCITS, why we do not see a need to amend the respective UCITS EAD rules. With regard to non-EU ETFs, in our view, there should be a great(er) flexibility for UCITS to invest in other funds/non-EU ETFs to not limit the investment universe for UCITS and their (retail) investors. 
Non-EU ETFs can be an efficient way to access certain markets (e.g. Australia), in particular on a transitionary basis or as an addon to a strategy which generally invests in individual securities. Not all indices that are relevant for UCITS investing on a global basis are available in UCITS format. It would therefore be very helpful to achieve diversification and investment goals if a UCITS would generally be permitted to invest in non-EU ETFs subject to supervision in certain highly regulated jurisdictions such as Australia, Hong Kong, Japan, Switzerland and the United States of America. These jurisdictions have been recognised by European regulators as having regulation equivalent to EU jurisdictions on multiple occasions.
<ESMA_QUESTION_EADC_15>

1. How would you propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence with respect to the Efficient Portfolio Management (EPM)-related issues identified in the following ESMA reports: (1) Peer Review on the ESMA Guidelines on ETFs and other UCITS issues; (2) Follow-up Peer Review on the ETF Guidelines; and (3) CSA on costs and fees. In this context, ESMA is interested in also gathering evidence and views on how to best address the uneven market practices with respect to securities lending fees described in the aforementioned ESMA reports with a view to better protect investors from being overcharged.
<ESMA_QUESTION_EADC_16>
In our view, there is no need to amend the UCITS EAD regarding EPM-related issues.
<ESMA_QUESTION_EADC_16>

1. Would you see merit in linking or replacing the notion of EPM techniques set out in the UCITS Directive and UCITS EAD with the notion of securities financing transaction (SFT) set out in the SFTR? Beyond the notions of EPM and SFT, are there any other notions or issues raising concerns in terms of transversal consistency between the UCITS and SFTR frameworks?
<ESMA_QUESTION_EADC_17>
No, we do not see merit in linking or replacing the notion of EPM techniques set out in the UCITS Directive and UCITS EAD with the notion of securities financing transaction (SFT) set out in the SFTR.
<ESMA_QUESTION_EADC_17>

1. Apart from the definitions and concepts covered above, are there any other definitions, notions or concepts used in the UCITS EAD that may require updates, further clarification or better consistency with definitions and concepts used in other pieces of EU financial legislation, e.g. MiFID II, EMIR, Benchmark Regulation and MMFR? If so, please provide details on the issues you have observed and how you would propose to clarify or link the relevant definitions or concepts.
<ESMA_QUESTION_EADC_18>
No, we do not see any other definitions, notions or concepts used in the UCITS EAD that may require updates, further clarification or better consistency with definitions and concepts used in other pieces of EU financial legislation.
<ESMA_QUESTION_EADC_18>

1. Are there any national rules, guidance, definitions or concepts in national regulatory frameworks that go beyond (‘gold-plating’), diverge or are more detailed than what is set out in the UCITS EAD? If so, please elaborate whether these are causing any recurring or significant practical issues or challenges.
<ESMA_QUESTION_EADC_19>
In our answer to this Q19, we focus on two topics notified by several of our member companies offering UCITS cat bond funds.
1) Germany
Please cf. also our answer to Q12 above concerning “embedded” derivatives.
As we have stated in our answer to Q12, we appreciate the opportunity to clarify why cat bonds do not include « embedded » derivatives, as indicated by BaFin, the German Federal Financial Supervisory Authority, in its Q&A publication from 2013, revised in 2016 (see also BaFin, “Fragenkatalog zu erwerbbaren Vermögensgegenständen (Eligible Assets), Teil 1, Frage 15, cat bonds as derivatives” available in German under https://www.bafin.de/SharedDocs/Veroeffentlichungen/DE/Auslegungsentscheidung/WA/ae_130722_fragen_ea.html).
Cat bonds are financial instruments designed to transfer specific risks, such as natural disasters, from a(n) (re-)insurer to the capital markets. Investors who buy these bonds receive yields in exchange for bearing the risk of a predefined catastrophic event. If such an event occurs (e.g., an earthquake or hurricane), the principal and interest payments to investors are partially or fully forfeited to cover the insurer's losses.
Cat bonds do not contain embedded derivatives because their performance is directly linked to specific, observable catastrophic events rather than financial variables. This structure ensures compliance with the UCITS EAD by avoiding the complexities associated with embedded derivatives, thereby offering a transparent and straightforward investment vehicle for managing catastrophic risk.
We therefore respectfully differ with BaFin's interpretation in “Fragenkatalog zu erwerbbaren Vermögensgegenständen (Eligible Assets), Teil 1, Frage 15,”. As outlined, cat bonds are structured to directly link their performance to specific, observable catastrophic events rather than market-driven financial instruments, ensuring they do not contain embedded derivatives. This distinction is crucial in understanding their compliance with the UCITS Directive and underscores the suitability and robustness of cat bonds as investment instruments within UCITS-compliant portfolios.
The regulatory treatment of the eligibility of cat bonds for UCITS by BaFin obviously also differs from the regulatory treatment in Ireland, Luxembourg or Liechtenstein. Consistent application and interpretation of the UCITS EAD should be ensured.
2) Luxembourg
ESMA 12/832 (Guidelines for competent authorities and UCITS management companies – Guidelines on ETFs and other UCITS issues), section XIII, point 50 states that a UCITS should not invest in a financial index which as a single component that has an impact on the overall [index] return which exceeds the relevant diversification requirements, i.e. 20%/35%. Arguably, this rule applies to investments in a financial index. In 2016, the Luxembourg regulator CSSF decided to expand the enforcement to the adherence to this rule also to the asset class of insurance-linked securities / cat bonds. Managers with Luxembourg-based funds are thus required to adhere to this “20%/35% rule”. We however understand that other jurisdictions with active UCITS cat bond funds, such as Ireland and Liechtenstein, are not actively enforcing the adherence to this rule. In our answer to Q19, the “20%/35% rule” is thus viewed as a national rule only applicable to Luxembourg-domiciled insurance-linked securities funds. 
For further background and to provide you with an example, the investment objective of a typical (LUX) cat bond fund is to invest in insurance-linked securities (ILS) / cat bonds which focus on extreme catastrophe events across the globe. Investors within the fund appreciate and actively seek this type of risk exposure which shows a very low correlation to financial market fluctuations. Key risk drivers within the fund are natural catastrophe risks such as severe earthquakes or windstorm events; geographical focus usually is on US / Canada, Europe, Japan and Australia / New Zealand. Each ILS/cat bond transaction covers a different counterparty (“sponsor”, an insurance or reinsurance company) with very distinct portfolio of structures (individual buildings – houses, warehouses, factories etc.). The region with the highest concentration risk for the insurance-linked securities market and thus for a typical cat bond fund is traditionally “hurricane south-east US”. Yet in such a given peril/region, the fund combines ILS/cat bond transactions with a large number of insurance and reinsurance companies with exposures in different regions, e.g. in Texas, Louisiana, Mississippi, Alabama, Florida, Georgia, and South & North Carolina. Every individual sponsor of such an ILS/cat bond transaction focuses on a very distinct area of business; some companies focus on commercially used buildings, some on private residences, etc. Lastly, the portfolio within any given region depends on the agent network of the counterparty and the regional brand name of the company. The result is a very well diversified portfolio within any given peril/region. In order to assess the concentration risk within a given region and in order to comply with the 20%/35% rule and in line with the requirements of the Luxembourg regulator CSSF, the LUX cat bond fund applies the 99% Value-at-Risk (VaR) approach for stress-testing the concentration risk and to ensure that the fund always meets the 20%/35% rule. Adequate independent controls are in place to ensure adherence to this rule at all times. 
<ESMA_QUESTION_EADC_19>

1. Please fill in the table in the Annex to this document on the merits of allowing direct or indirect UCITS exposures to the asset classes listed therein, taking into account the instructions provided in the same Annex. Please assess and provide evidence on the merits of such exposures in light of their risks and benefits taking into account the characteristics of the underlying markets (e.g. availability of reliable valuation information, liquidity, safekeeping). To substantiate your position, please fill the table with any available data and evidence (e.g. on liquidity or valuation of the relevant asset classes and underlying markets). ESMA acknowledges that the availability of data on direct/indirect exposures to some of the asset classes listed in this table is limited and would welcome receiving any available data (whether on individual market participants and products or market-wide) and even rough estimates that help to understand the practical relevance of the relevant asset class for UCITS and the possible impact of any future policy measures.
<ESMA_QUESTION_EADC_20>
Please see the attached table to this Q20.
<ESMA_QUESTION_EADC_20>

1. Please elaborate and provide evidence on how indirect exposures to the aforementioned asset classes (e.g. through delta-one instruments, ETNs, derivatives) increase or decrease costs and/or risks borne by UCITS and their investors compared to direct investments.
<ESMA_QUESTION_EADC_21>
In general, indirect exposures to the aforementioned asset classes through delta-one instruments, ETNs, derivatives etc. have several advantages such as operational ease and regulatory security, reducing costs and risks borne by UCITS investors. It is also a cost-efficient way to “buy” the necessary expertise to operationally enabling direct investments and or doing so would require many resources. On the other hand, indirect exposures might impact also the costs of the fund. 
Derivatives are in the interest of investors as well because in many cases, it would be more cost-efficient (e.g. no management fee, tighter bid-ask-spreads) than the current repackaging into investable ETN via an investment bank.
Regarding the specific asset class of insurance-linked securities / cat bonds, UCITS cat bond funds usually invest in UCITS-compliant, liquid insurance-linked security positions and are fully allocating to direct exposures only. The full look-through costing across the entire investment value chain is covered in the Total Expense Ratio as listed in the annual reports; furthermore, all risk elements are transparently reported on a monthly basis as part of detailed investor reports.
<ESMA_QUESTION_EADC_21>

1. Under the EAD, should a look-through approach be required to determine the eligibility of assets? Please explain your position taking into account the aforementioned risks and benefits of UCITS gaining exposures to asset classes that are not directly investible as well as the increased/decreased costs associated with such indirect investments. A look-through approach would aim to ensure that the list of eligible asset classes set out in the UCITS Level 1 Directive would be deemed exhaustive and reduce risk of circumvention by gaining indirect exposures to ineligible asset classes via instruments such as delta-one instruments, exchange-traded products or derivatives. Where possible, please provide views, data or estimates on the possible impact of such a possible policy measure.
<ESMA_QUESTION_EADC_22>
Considering the fact that UCITS are highly regulated investment products with high levels of eligibility requirements, and detailed requirements for portfolio, risk and liquidity management, we do not see any need for a look-through approach. Regarding the eligibility of asset classes, there is some flexibility needed, both with regard to market developments and regulatory developments. A list of eligible assets on UCITS Directive Level 1 deemed exhaustive would restrict managers’ decisions too much. The UCITS EAD clearly permits investments into transferable securities that are backed by, or linked to the performance of, other assets which may differ from those referred to in UCITS Level 1 (such as oil, precious metals, and other commodities). This should be permitted also in the future, and across all EU Member States (cf. our answer to Q13).
<ESMA_QUESTION_EADC_22>

1. What are the risks and benefits of UCITS investments in securities issued by securitisation vehicles? Please share evidence and experiences on current market practices and views on a possible need for legislative clarifications or amendments.
<ESMA_QUESTION_EADC_23>
In general, UCITS investments in securities issued by securitisation vehicles (SPVs) allows UCITS to expand the universe of eligible assets and to invest this way in a wider range of asset classes, which helps to further diversify the portfolio. Examples include ABS, MBS or CLOs.
Regarding the specific asset class of insurance-linked securities and cat bonds, ILS arrangements employ SPVs to facilitate the transformation of insurance risk into securities providing access to insurance exposure (cat bonds are often issued by stand-alone SPVs – however, certain SPVs operate multiple compartments which are legally segregated similar to umbrella fund platforms with multiple sub-funds). As a rule, SPVs are corporate structures which are authorised to conduct (re)insurance business. Therefore, SPVs issue notes to investors and enter into a risk transfer contract with a protection buyer, making the repayment of the notes contingent upon the (non-)occurrence of a specific defined event.
The structure of cat bonds involves several key steps:
1.	Sponsor and SPV: Typically, an insurance or reinsurance company (sponsor) seeking to transfer risk, sets up a SPV, which is a legally separate entity created specifically for issuing cat bonds.
2.	Bond Issuance: The SPV issues cat bonds to investors, who provide capital in exchange for periodic interest payments and the return of principal at the bond's maturity, provided no qualifying catastrophe event occurs.
3.	Collateral and Investment: The funds raised from investors are placed in a collateral account, typically invested in low-risk securities. This collateral is used to ensure that the SPV can meet its obligations to the sponsor if a catastrophic event occurs. It is important to note that there is no credit risk of the cedent involved, as the collateral fully secures the SPV's obligations, eliminating any exposure to the cedent's creditworthiness.
4.	Trigger Events: The bonds are structured around specific trigger events, such as a hurricane reaching a certain wind speed or an earthquake exceeding a particular magnitude. If a trigger event occurs, the bond’s principal is either partially or fully forfeited and used to cover the sponsor's losses.
5.	Payout: If no trigger event occurs during the bond’s term, the principal is returned to the investors at maturity.
Evidence from the market indicates that cat bonds have provided robust risk transfer mechanisms, contributing to the resilience of the insurance sector, particularly also through the use of SPVs. Cat bonds have proven effective in covering large-scale losses from catastrophic events, offering a valuable diversification tool for UCITS funds.
<ESMA_QUESTION_EADC_23>

1. What are the risks and benefits of permitting UCITS to build up short positions through the use of (embedded) derivatives, delta-one instruments or other instruments/tools? Please share evidence and experiences on current market practice and views on a possible need for legislative clarifications or amendments.
<ESMA_QUESTION_EADC_24>
Short selling or the use of short positions within a UCITS increases the portfolio management tools, the managers’ flexibility and the spectre of investment strategies. Usually, short selling increases also market liquidity. In sum, greater flexibility when allowing short selling might also diversify the risk management and reduce the overall portfolio risk.
<ESMA_QUESTION_EADC_24>

1. Apart from the topics covered in the above sections, have you observed any other issues with respect to the interpretation or consistent application of the UCITS EAD? If so, please describe the issues and how you would propose to revise the UCITS EAD or UCITS Directive with a view to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_25>
Regarding the interpretation by different Member States and the consistent application we refer explicitly to our answer to Q19. Clarification in this regard would be highly welcome. 
In general, the UCITS EAD should be adapted in a flexible manner to the market developments and the regulatory developments (reviews of UCTIS Directive and AIFMD, ELTIF Regulation, MiCAR, etc.).
<ESMA_QUESTION_EADC_25>
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