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PRELIMINARY REMARKS

A broad review of the UCITS framework was conducted in 2003. Known as UCITS III, the
updated regulation changed drastically the face of UCITS funds. From an investment vehicle
favouring traditional investment strategy, it changed – by means of looser eligibility criteria for
eligible assets – into an increasingly complex investment vehicle.
The problem is that more complexity leads to more opacity, which makes some UCITS difficult to
understand in terms of the risk they carry, and difficult to supervise.
To tackle this problem, the preferred way has been transparency, with the introduction of the Key
Investor Information Document under the fourth version of the directive. However, the complexity
of products, financial flows, and the important number of intermediaries make it difficult to achieve
disclosure that is both intelligible and comprehensive. From a supervision perspective the alwaysincreasing complexity of products creates an ever-increasing burden of control.
UCITS remains however one of EU’s most successful regulatory innovations and its worldwide
success is evidence that a robust framework does not have a negative impact on innovation or
competition. To the contrary, that soundness and product integrity are valued by investors around
the world. Weaknesses in the framework following its revisions and an acknowledgement of the
need to regulate shadow banking are issues that need to be addressed and we therefore strongly
welcome the European Commission’s consultation on UCITS.
We also support the need to ask some fundamental questions on the role of the asset
management industry and its contribution to the long term funding of the economy.
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BOX 1. ELIGIBLE ASSETS
(1) Do you consider there is a need to review the scope of assets and exposures that are
deemed eligible for a UCITS fund?
We fully agree with the European Commission’s analysis relating to non-eligible assets. We
would add as an additional concern the need to remove the authorisation for UCITS funds to
invest up to 10% of their assets in transferable securities or money market instruments other than
those referred to in UCITS article 50 paragraph 1.
We cannot think of any reason why UCITS funds should be allowed to invest in non-eligible
assets: eligibility criteria for assets and markets have been designed specifically to ensure
product integrity and investor protection and a failure to enforce comprehensively these rules
would only weaken the soundness of the UCITS framework for no obvious benefit on the investor
side.
Additionally, contrary to what some trade bodies have claimed, the review of eligible assets is not
a reopening of the whole directive, but rather a welcome correction of identified weaknesses.
Furthermore, we consider that sophisticated UCITS already provide exposure to highly complex
risks that raise key questions of suitability and appropriateness, as described very well by the
European Commission.
Talking in the broader context of financial system stability, Lloyd Blankfein chairman and CEO of
Goldman Sachs said a few years ago that “The industry let the growth and complexity in new
instruments outstrip their economic and social utility as well as the operational capacity to
1
manage them. ”
Seasoned investor Warren Buffett once qualified derivatives as “time bombs, both for the parties
2
that deal in them and the economic system. ”
We could not agree more with these statements, which refer not only to the systemic risk
dimension of complex derivatives and related risks but also to the severe potential detrimental
impact on their users. The specific context of UCITS reinforces the need to curb risk
complexity for appropriateness purposes.
Consequently we believe that there is a strong need to review the scope of eligible assets
and exposures for a UCITS fund.

(2) Do you consider that all investment strategies currently observed in the marketplace
are in line with what investors expect of a product regulated by UCITS?
We understand that investors expect strong protection, high transparency, good liquidity, high
3
product integrity and higher regulatory oversight from UCITS funds .

FT 09 Sept 2009 - Blankfein’s Handelsblatt remarks
http://www.ft.com/cms/s/0/16701458-9d53-11de-9f4a-00144feabdc0.html#axzz28iYQM67c
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Berkshire Hattaway shareholder letter 2002 http://www.berkshirehathaway.com/letters/2002pdf.pdf
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The financial crisis evidenced these factors as it led to an increasing demand for UCITS products
from institutional investors seeking greater regulatory protection.
However, we believe that some of the strategies replicating hedge fund strategies and
making an extensive use of derivatives are not in line with what investors expect of a
product regulated by UCITS, particularly in terms of transparency and product integrity.
The fact that UCITS funds can be sold to retail investors reinforces the need to ensure the
suitability of the investment strategies.

(5) Do you consider there is a need to further refine rules on exposure to non-eligible
assets? What would be the consequences of the following measures for all stakeholders
involved?
- Preventing exposure to certain non-eligible assets (e.g. by adopting a "look through"
approach for transferable securities, investments in financial indices, or closed ended
funds).
- Defining specific exposure limits and risk spreading rules (e.g. diversification) at the
level of the underlying assets.
We find the wording of the question surprising as in our view there should be no exposure to
non-eligible assets, so rather than refining rules on exposure to them, we should aim at
preventing exposure to them. Similarly when one of the measures proposed is to prevent
exposure to “certain” non-eligible assets, we wonder why only to certain, rather than to all noneligible assets.
Phrasing the question this way might imply that either the eligibility criteria on assets were defined
too strictly in the first place and allowing partial exposure to them is an attempt to correct it, which
we do not believe, or that there is a recognized allowance for an element of regulatory arbitrage,
which would be surprising.
Consequently our answer is yes, there is in our view a need to further define rules on exposure to
non-eligible assets, in order to prevent exposure to any of them. In particular, we would like to
insist on the necessary exclusion of commodities or commodity-related products from any UCITS,
4
be it through direct or indirect exposure (e.g. via a financial index).
Preventing exposure to certain non-eligible assets via a look through approach would have
very positive consequences for investors, as it would strengthen product integrity and
consistency through looking at the substance of the investment. It would consequently have
a positive indirect impact on the asset management industry by increasing the potential demand
3
for such products: a recent survey found indeed that regulatory oversight was the third reason for
investing in UCITS.
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Source : Preqin, 2010
For an explanation of Finance Watch’s views on the financialisation of commodities markets, see “Investing not Betting”,
a position paper on MiFID2/MiFIR, Chapter IV
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The second measure proposed, defining specific exposure limits and diversification rules at
the level of underlying assets in the context of non-eligible assets is again a surprising
proposal. Such a measure would in our view only limit exposure to non-eligible assets and
therefore fail to comprehensively address soundness issues. Consequently it might not
address related investor concerns and have a negative impact both on investors and on the asset
management industry. There is evidence indeed of larger potential institutional investor appetite
3
for UCITS funds, provided they are subject to more regulation.

(6) Do you see merit in distinguishing or limiting the scope of eligible derivatives based on
the payoff of the derivative (e.g. plain vanilla vs. exotic derivatives)? If yes, what would be
the consequences of introducing such a distinction? Do you see a need for other
distinctions?
We see a lot of merit in limiting the scope of eligible derivatives based on the payoff of the
derivative. Addressing excessive complexity is essential in our view to ensure product
integrity and to achieve the desired level of investor protection.
Additionally, as unnecessary complexity has a deterrent effect on investors, removing it would
increase investor demand for UCITS products and improve the efficiency / cost of supervision.
Exotic derivatives can indeed create overly complex risk exposures such as convexity, pathdependency and excessively non-linear payoffs with sometimes abrupt loss profiles.
While such risks might be acceptable for professional investors looking for highly risky investment
products with unusual risk profiles, they are not suitable for a retail-focussed brand like UCITS.
UCITS current investment rules therefore need to be complemented by additional rules
limiting the scope of eligible derivatives based on their payoff. Introducing such a distinction
would not prevent innovation or reduce competition but merely help to ensure that innovation is in
the interest of the investor. It would also strengthen the UCITS framework and product integrity
without any adverse impact on professional investors: should they feel that they are too
constrained by this distinction, they can always invest in non-UCITS investment products
enabling all types of payoff structure.

(7) Do you consider that market risk is a consistent indicator of global exposure relating to
derivative instruments? Which type of strategy employs VaR as a measure for global
exposure? What is the proportion of funds using VaR to measure global exposure? What
would be the consequence for different stakeholders of using only leverage (commitment
method) as a measure of global exposure? If you are an asset manager, please provide
also information specific to your business.
Market risk is a reasonably good indicator of global exposure relating to derivative instruments,
even though its limitations and weaknesses are known:


First, derivatives create non-market tail risks such as counterparty risks that are not
accounted for in market risk indicators;
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Secondly, quantitative measures such as Value-at-Risk (VaR) have methodological flaws,
as they assume statistically independent events, and as they underestimate the
occurrence of rare events.

As no model or indicator will ever be perfect, we recognize nevertheless that this tool, if used
properly and bearing in mind its limitations, provides some useful indications on risk
exposure.
We fully appreciate the intention of capping leverage, and generally support this objective.
However, generalizing the use of leverage (commitment method) as a measure of global
exposure would fail in our view to capture comprehensively the risk exposures of some
strategies, unless complemented by strict eligibility criteria on derivatives banning all exotic
derivative instruments.
As an example, ESMA guidelines provide that under the commitment approach barrier options’
5
commitment calculation is defined as (the notional)*(market value)*(maximum delta) . This is
supposed to reflect the fund exposure in the underlying asset. ESMA provides as well that
exposures may be netted between financial derivative instruments and the same corresponding
underlying asset.
Illustrative example:
(1) Let’s imagine that a fund purchased a call eur put usd strike 1.3000 with a knock-out barrier
at 1.4500 expiring in 3 months, and for €100 million notional. Let’s imagine that the current
market spot rate is 1.3000.
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The chart below shows the delta of this option for different spot values one day before the option
maturity date.
First we see that the delta of a barrier
option can be either positive or
negative depending on how close the
market spot rate is to the barrier, and
can become a multiple of the notional
amount of the derivative instrument. In
our example the delta can range from 1700% if Eur/Usd is at 1.4490 the day
before expiry to +98% if Eur/Usd is at
1.3200 that same day. The maximum
delta is therefore -1700%.
The commitment approach would then
use for this instrument a commitment of €100,000,000 * 1700% = €1,700,000,000.
5

Delta: ratio measuring the price change of a derivative instrument versus the price change of the underlying asset.
ESMA defines the maximum delta as “the highest (if positive) or lowest (if negative) value that the delta of the option may
attain taking into account all possible market scenarios.”
6
This instrument is an option that enables the buyer to purchase €100,000,000 at a rate of 1.3000 in 3 months if he so
wishes. However this option automatically ceases to exist if the Eur/Usd rate reaches or exceeds 1.4500 at any time over
the next 3 months.
7
Source: Author’s calculations
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This commitment would be equivalent to the fund selling EUR / buying USD for an amount of
€1,700,000,000.
(2) Let’s imagine that the fund bought in parallel €1,700,000,000 spot against USD spot.
According to the commitment approach, the net exposure resulting for both transactions is zero.
However such a result creates several issues:




First unlike what the zero net exposure would suggest, the fund is exposed to fluctuations
in the spot value of the Eur/Usd: should the spot Eur/Usd rate decline from 1.3000 to
8
1.2500, then this would result in potential losses of €88,900,000 .
9
Secondly the fund is also exposed to implicit volatility fluctuations, which is not clear
again when looking at the zero net exposure under the commitment approach: should
implied volatility decline from say an original level of 8.5% to 5%, again this would lead to
potential losses of €645,000 coming from the loss of value of the option.

This is a purely illustrative example that shows in our view the danger of using only the
commitment approach for all UCITS funds: not all risk factors and related potential losses
would be reflected in the commitment value, and this approach might prove misleading in
some cases.
Consequently while we appreciate the objective, we fear that using only leverage might provide
misleading exposure assessments in some cases, unless all exotic derivative instruments are
banned. Even in this case, the commitment approach would not capture risks arising from
volatility exposures.
We would thus favour keeping the current dual methodology (commitment + VaR) and
complement it with the proposed limitation of the scope of eligible derivatives based on their
payoff.

(8) Do you consider that the use of derivatives should be limited to instruments that are
traded or would be required to be traded on multilateral platforms in accordance with the
legislative proposal on MiFIR? What would be the consequences for different stakeholders
of introducing such an obligation?
As a principle we consider that the use of derivatives should be limited to non-exotic
derivatives, this is the fundamental distinction in our view, which is close to the distinction
proposed here.
We believe that limiting the use of instruments to that traded on multilateral platforms
would bring several important benefits for investors:
1. First it would further incentivize a standardisation of derivatives instruments and remove
unnecessary complexity.
2. It would mitigate counterparty risk for investors.
8

The cash position would lead to a potential loss of 1,700,000,000 * (1.3000 – 1.2500) / 1.2500 = €68,000,000 and the
option’s marked to market value would decline from 1.65% - 0.42% generating an additional loss of €20,900,000.
9
Volatility measures the fluctuations of the Eur/Usd rate. Implicit volatility is one of the parameters used to calculate the
price of an option and is based on trader’s expectations of future volatility.
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3. It would not significantly alter investors’ choice of financial products.
Such an obligation would have positive consequences on asset managers by possibly increasing
transparency and competitive pressure on prices while reducing non market risk exposures.
It would not prevent innovation, as new financial products that provide true benefits for investors
are likely to be popular enough to be quickly standardized and traded on platforms as well.
This obligation might have a slightly adverse impact on derivatives sellers to the extent that it
might increase competitive pressure on the prices; however that would be a positive development
for consumers.

BOX 2 : EFFICIENT PORTFOLIO MANAGEMENT (EPM)
(2) Do you consider there is a specific need to further address issues or risks related to
the use of EPM techniques? If yes, please describe the issues you consider merit attention
and the appropriate way of addressing such issues.
We believe that there is a strong need to further address issues related to the use of EPM
techniques, in particular cash collateral reinvestment and asset re-hypothecation.
These techniques create significant issues and risks, such as increased pro-cyclical leverage,
increased interconnectedness, and dilution of clients' claims on their assets (since, for example,
depositary liability ends when assets are lent). These risks can affect investors through both a
non-transparent increase in the risk of their investment and through possible confusion about the
ownership of their securities. Such risks are not compatible with a sound framework such as
UCITS and the related practices should be excluded.
Lastly, it might be worth investigating the benefits of US securities’ laws and regulations
prohibiting brokers and dealers from re-hypothecating and commingling their clients' securities in
10
most circumstances .
(6) Do you think that there is a need to define criteria on the eligibility, liquidity,
diversification and re-use of received collateral? If yes, what should such criteria be?
As mentioned we believe that re-use of received collateral should be forbidden for UCITS
funds.
Additionally we think that criteria could be strengthened on liquidity of received collateral, and
should be defined on eligibility and diversification of received collateral in order to reduce procyclicality and further protect investors in UCITS funds: if collateral is limited to high quality,
highly liquid assets that are not correlated to the financial system (e.g. not banks’ bonds
or commercial paper), then the likelihood of vicious cycles triggered by asset price
declines and affecting funds’ Net Asset Value is greatly reduced.
“Standardization of securities regulation: re-hypothecation and securities commingling in the United States and the
United Kingdom”, Mariya Deryugina
10
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The resulting lowered propensity of funds’ net asset values to be exposed to downward price
spirals would clearly benefit investors by reducing the risk of their investment.

(9) Do you think that EPM transactions should be treated according to their economic
substance for the purpose of assessment of risks arising from such transactions?
Yes. As a principle, we find that sound and effective regulation should always look at the
economic substance of the activities it is overseeing.
Such an approach offers the benefit of not having to go into an excessive detail, is less prone to
regulatory arbitrage and therefore more effective and more stable over time.
Looking at the substance of the activity enables the regulator to examine different activities with
different legal formats and names but that essentially perform the same function, without having
to list every one of them and without having to amend the regulation every time a similar activity
with a minor difference is created.
Thus we completely support treating EPM techniques according to their economic substance for
the purpose of assessing the risks arising from them.

(12) What is the market practice in terms of information provided to investors as regards
EPM? Do you think that there should be greater transparency related to the risks inherent
in EPM techniques, collateral received in the context of such techniques or earnings
achieved thereby as well as their distribution?
The current market practice is to disclose in the objective section of the Key Investor Information
Document the use of EPM techniques. However the usual disclosure through a short narrative is
in our view unlikely to convey their importance to investors.
As investors are in general less familiar with the risks related to EPM than other risks such as
market risks linked to the fund investments, it is fundamental to disclose them and the related
earnings with the greatest transparency.
We therefore recommend disclosing the risks and earnings in a more intelligible format in
11
the KIID and consolidating them with other risks in scenario analyses and risk indicators.

In addition to ESMA’s guidelines on ETFs and other related UCITS’ issues, strengthening the publication of such
information in the prospectus and the annual report
11
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BOX 4 : EXTRAORDINARY LIQUIDITY MANAGEMENT TOOLS

(2) Do you see a need to further develop a common framework, as part of the UCITS
Directive, for dealing with liquidity bottlenecks in exceptional cases?
Runs on funds were experienced during the 2008 crisis, mostly on money market funds when
investors realized - notably with the collapse of Lehman - that they were exposed to major bank
counterparty risk, and that their investment was far from a pure deposit-like investment. Further
restrictions on MMFs (see answers provided above) might address major risks of extraordinary
liquidity issues within funds, however these measures must be complemented with specific rules
in case of extraordinary liquidity stress.
There is a concern that ETFs (especially synthetic ones) could lead to similar liquidity problems /
runs on funds as those observed during the 2008 crisis for MMFs, with similar impacts on
12
financial stability : synthetic ETFs tracking an index (the most popular ones) are based on total
return swaps with banks, where the bank delivers the performance of a given index, in exchange
for liquidity provided by the fund (i.e. the investors). The counterparty risk is covered by a basket
of securities of the same value as the amount invested by the fund. Synthetic ETFs are growing
13
fast and are pushed by the industry as a cheap investment solution, providing diversification
and a high-level of liquidity. Should this trend continue, it could therefore present at a certain point
a significant financial stability risk due to their role as short-term liquidity providers.
We would suggest the introduction of extraordinary liquidity management tools for at least some
types of funds: ETFs and MMFs. Suggestions on the potential mechanisms to be used for MMFs
are provided in answers to Box 8 (over the liquidity of MMFs) and could be applied to ETFs as
well.

BOX 5 : DEPOSITARY PASSPORT
(1) What advantages and drawbacks would a depositary passport create, in your view,
from the perspective of: the depositary (turnover, jobs, organisation, operational
complexities, economies of scale …), the fund (costs, cross border activity, enforcement
of its rights …), the competent authorities (supervisory effectiveness and complexity …),
and the investor (level of investor protection)?
From an investor point of view, we see no particular advantage in such a European depositary
passport but rather drawbacks, given that the fund, its management, and the accountancy and
depositary functions could each be provided from different countries, hence making less
See CEPS report “Rethinking Asset Management”, 2012, p.51 : “The key issue [related to ETFs] from a financial
stability perspective is the funding function that synthetic ETFs play for banks”… “A synthetic ETF is a substitute for
issuing commercial paper or entering into repurchase agreements”. It “can result is substantial cost savings for banks”.
13
CEPS (2012) p.52
12
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transparent to the investor where its interests are located. If implemented, it would at least require
full harmonization, preferably at the highest levels of investor protection (i.e. taking the best
solution in terms of investor protection when further harmonizing the regulation on the depositary
function).
In fact, such a passport could involve a major drawback for investors if not set up properly: the
depositary function (including fund administration / NAV calculation) is quite labour-intensive,
therefore the fund manager could opt for a cheaper service, cheaper wages, etc… regardless of
quality.
In our view, the potential benefits of such lower costs to consumers are unlikely to justify the
additional risks, and in any case there is no guarantee that cost savings will be passed on by
intermediaries.
From a supervisory point of view, we only see drawbacks, as the responsibility of the supervision
could be split between three different bodies in three different countries, making it possibly more
difficult to control proper application of the regulation throughout the value chain.
In any case, the manager and the custodian of the fund should be located in the same country to
avoid disruptions in supervision.

BOX 6 : MONEY MARKET FUNDS
(5) Do you agree that MMFs, individually or collectively, may represent a source of
systemic risk ('runs' by investors, contagion, etc…) due to their central role in the short
term funding market? Please explain.
We agree that MMFs may represent a source of systemic risk due to their central role in the short
term funding market.
The biggest risk is the risk of runs. This risk comes mostly from credit and maturity transformation
and is compounded by the lack of effective private backstops, and explicit access to public
backstops.
Investments in some structured finance instruments offering indirect exposure to leverage and
higher maturity transformation further increase the risk. As noted by ESMA in its consultation on a
common definition of European money market funds, the holding of certain highly rated assetbacked securities which were downgraded played a key role in some money market fund
difficulties in 2007.
The central role of money market funds in the funding of the banking system creates a strong
contagion risk to the rest of the financial system as evidenced during the crisis where the Federal
Reserve implicitly backstopped indirectly the shadow banking system whose risks were
contaminating the banking system.
There is ample literature evidencing the strong interconnection between the shadow banking
system and the traditional banking system and the resulting contagion risks.
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(6) Do you see a need for more detailed and harmonised regulation on MMFs at the EU
level? If yes, should it be part of the UCITS Directive, of the AIFM Directive, of both
Directives or a separate and self-standing instrument? Do you believe that EU rules on
MMF should apply to all funds that are marketed as MMF or fall within the European
Central Bank's definition?
We see indeed a need for a more harmonised regulation on MMFs at the EU level building on
ESMA’s non-binding guidelines on a common definition of European money market funds.
As money market funds are typically targeting investors looking for a low risk / highly liquid
investment with a sound framework and strong regulatory oversight, such a regulation should be
part of the UCITS directive.
Lastly we believe that EU rules on MMF should apply to all funds that fall within the European
Central Bank’s definition, as some investors such as retail investors might not distinguish
adequately between MMF marketed as such and other “substitute for deposits”.

(7) Should a new framework distinguish between different types of MMFs, e.g.: maturity
(short term MMF vs. MMF as in CESR guidelines) or asset type? Should other definitions
and distinctions be included?
14

We support CESR’s distinction between short term MMFs and MMFs , the latter being allowed
only a fluctuating net asset value as the exposure to interest rate risk is greater.
We believe, however, that this distinction should also include a stronger distinction by asset type,
preventing short term money market funds from investing in structured financial instruments or
asset backed commercial paper.
Such instruments can offer an indirect exposure to additional maturity transformation and
leverage and are thus significantly more risky.
The lack of adequate distinction between securities ratings and corporate ratings exacerbates the
problem by giving the wrong incentives. A related issue is the much higher difficulty for asset
managers to perform proper internal risk assessments on pools of assets rather than individual
issuers.
We appreciate that structured financial instruments represent a significant source of liquidity and
believe it would be acceptable to prohibit them only for funds carrying the label “short term money
market funds” while enabling them for all other types of short term investments.
Should however the European Commission decide not to exclude these instruments, we would
recommend at the very least excluding from eligible assets for short term money market funds
structured financial instruments that have the following characteristics:
1. structured financial instruments exposed to any kind of leverage,
14

CESR guidelines on a common definition of European money market funds:
http://www.esma.europa.eu/system/files/10_049.pdf
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2. structured financial instruments exposed directly or indirectly to any credit or maturity
transformation that exceeds ESMA’s guidelines.
Typically, asset backed commercial paper issued by leveraged Special Investment Vehicles that
invest in assets whose credit quality and legal final maturity exceeds ESMAs criteria for short
term money market funds would not be eligible.
A look-through approach might ensure that assets follow these proposed guidelines.
Securities backed by assets are not the issue per se, if the securities match the underlying assets
in terms of maturity and do not give exposure to leverage.
15

The traditional Danish mortgage bonds system provides a good example of such securities.
FSA chairman Adair Turner in a recent speech also advocated for securitisation in general
16
following a similar direction .

Whatever the option chosen, we strongly support a new framework distinguishing
between two types of MMF based on maturity but also asset type, and ensuring that the
more liquid MMFs do not invest in assets generating direct or indirect exposure to
leverage and unsuitable credit and maturity transformation.
Finally, we would also suggest naming the two categories “money market fund” and “short term
investment fund” instead of short term money market fund and money market fund to reflect in a
more transparent manner the difference in risk.

BOX 7 : MONEY MARKET FUNDS - VALUATION AND CAPITAL

(2) Should CNAV MMFs be subject to additional regulation, their activities reduced or even
phased out? What would the consequences of such a measure be for all stakeholders
involved and how could a phase-out be implemented while avoiding disruptions in the
supply of MMF?
As a principle, we agree that the amortized cost valuation method used by CNAV MMFs can be
misleading for investors and does not reflect their true nature, therefore in order to establish more
clearly the distinction between bank deposits and MMFs, VNAV is more appropriate.

See “The traditional Danish mortgage model”, Realkreditraadet,
http://www.realkreditraadet.dk/Danish_Mortgage_Model.aspx
15

“Securitization might be a good thing, but not in its pre-crisis shadow banking form. (..) it would be desirable if we saw
the further development of the credit intermediation channel which connects non-leveraged long-term investors to longterm borrowers.” Shadow banking and financial instability – Adair Turner speech at Cass business school (Mar 2012)

16

13

In practice we believe that either CNAV MMFs should be subject to stricter constraints in terms of
residual maturity until the legal redemption date and weighted average life of their investments as
per ESMA’s guidelines, or that they should be required to switch to VNAV.
Thus we support ESMA’s view that MMFs whose investments are subject to a limit of 397 days
until legal redemption date and whose portfolio has a maximum weighted average life of 120 days
are exposed to a lower risk and could be allowed to use CNAV, but that all others should switch
to VNAV.
The consequences of a mandatory switch to VNAV could be an initial adjustment phase and
some initial surprise from investors, but such initial surprise would be a healthy realization if
anything. The longer term consequence would be to reduce the potential for panic and runs
linked to money market funds “breaking the buck” which would be very positive: this would
remove unwarranted psychological shocks, negative impacts on investors’ confidence and reduce
contagion risks.

BOX 8 : MONEY MARKET FUNDS - LIQUIDITY AND REDEMPTIONS

(1) Do you think that the current regulatory framework for UCITS investing in money
market instruments is sufficient to prevent liquidity bottlenecks such as those that have
arisen during the recent financial crisis? If not, what solutions would you propose?
We believe that the current regulatory framework for UCITS investing in money market
instruments is not sufficient to prevent liquidity bottlenecks.
The natural tendency of financial markets to be prone to manic-depressive behaviour, with
episodes of irrational exuberance and equally frequent episodes of panic, creates huge
temporary gaps between actual risk and the perception of risk and this can sometimes lead to
investor runs.
In order to address that, we would suggest distinguishing between two categories of MMFs:
short term MMFs and longer term MMFs, and subjecting the latter to redemption gates.

(2) Do you think that imposing a liquidity fee on those investors that redeem first would be
an effective solution? How should such a mechanism work? What, if any, would be the
consequences, including in terms of investors' confidence?
Imposing a liquidity fee on investors that redeem first would have the benefit of making investors
further realize that MMFs are not deposits, but we are dubious about the effectiveness of such a
measure: either investors are in a panic mode and we are not convinced that such a fee would
impact investor’s behaviour significantly, or investors are not panicking and then less likely to ask
for redemption in the first place.
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We should not underestimate the predominant role of emotions in decision making, especially in
the case of retail investors.
We would thus favour alternative measures to address the issue of liquidity.

(3) Different redemption restrictions may be envisaged: limits on share repurchases,
redemption in kind, retention scenarios etc. Do you think that they represent viable
solutions? How should they work concretely (length and proportion of assets concerned)
and what would be the consequences, including in terms of investors' confidence?
Redemption restrictions do represent viable solutions. We would suggest setting a uniform 1
month gate of 50% of the assets concerned. The proposed threshold would require an
assessment by the European Commission. Such a gate would only be used in exceptional
circumstances to be defined by ESMA.
We believe that such an approach would offer several benefits: by setting a unique proportion of
assets concerned, we would avoid all the perverse impacts on confidence of different funds
setting different proportions, leading to increased investor wariness of the fund’s situation
depending on their respective proportions.
The consequences of such a measure would be a significant reduction in run risk and contagion
risk. Regarding the impact on investor’s confidence it is likely to lead to an initial surprise that
again would be a healthy realisation of the nature of money market funds, and might lead to a
moderately adverse impact on investor’s confidence in times of liquidity crisis. However this
adverse impact would be compensated by the lower probability of runs on MMFs and the bad
press around it that negatively affects confidence. This adverse impact could also be greatly
reduced through clear and early communication on the benefits of this new measure to reduce
contagion risks.

(4) Do you consider that adding liquidity constraints (overnight and weekly maturing
securities) would be useful? How should such a mechanism work and what would be the
proposed proportion of the assets that would have to comply with these constraints?
What would be the consequences, including in terms of investors' confidence?
Adding liquidity constraints could be useful, however we would prefer again ESMA’s more
general approach of restricting the maturity and weighted average life of the whole portfolio rather
than imposing liquidity requirements on a proportion of the portfolio.
Ensuring that the whole portfolio is invested in liquid enough assets is in our view a more
comprehensive approach that should yield similar benefits.

(5) Do you think that the 3 options (liquidity fees, redemption restrictions and liquidity
constraints) are mutually exclusive or could be adopted together?
The 3 options are not mutually exclusive and could indeed be adopted together.
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However as stated earlier, we would favour combining only redemption restrictions with a
distinction between two types of MMFs building on ESMA’s guidelines and adding additional
requirements for investments in structured financial instruments.

BOX 10 : LONG-TERM INVESTMENTS
We believe that “long-term investment” should be understood broadly as the result of investing
“with the expectation of holding an asset through an entire business cycle by an investor with the
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capability to do so” . Equities for example are by nature very liquid when they are traded on a
stock exchange. On the other hand, they are aimed at financing companies in the long run: they
should by nature be held for a longer period of time.
Defining a framework for long-term investments in UCITS should therefore not only involve
debating the opportunity to enlarge the list of eligible assets (current asset classes indeed already
allow long term investment) but also analyzing the holding period and the turnover of these
assets. The question is therefore mostly about finding the right incentives to promote long-term
holding of assets, throughout the business cycle they are supposed to fund.

(1) What options do retail investors currently have when wishing to invest in long-term
assets? Do retail investors have an appetite for long-term investments? Do fund managers
have an appetite for developing funds that enable retail investors to make long-term
investments?
Retail investors’ stable deposits, investments in pension funds, life insurance and property are
evidence of their appetite for long term investments.

(2) Do you see a need to create a common framework dedicated to long-term investments
for retail investors? Would targeted modifications of UCITS rules or a stand-alone initiative
be more appropriate?
There is definitely merit in setting up a framework dedicated to long-term investments for retail
investors, in particular because of the positive contribution that such strategies can make to the
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real economy and to individual investors .
We support the creation of a specific category within UCITS, dedicated to long-term investments,
i.e. to long-term holdings of assets. We do not see the need to enlarge the list of eligible assets
for this purpose, as the existing list of eligible assets provides asset managers and investors with
a number of opportunities for long-term investments (especially in equity).
We would however recommend introducing specific rules for this long-term UCITS’ category
aimed at reducing the current incentives in favor of short-term investments.
Among the measures that can be contemplated, we would in particular introduce
17
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Less stringent liquidity requirements of those LT funds (e.g. quarterly liquidity);
Performance measurements over longer horizons
Variable compensations tied to longer horizons.

(3) Do you agree with the above list of possible eligible assets? What other type of asset
should be included? Please provide definitions and characteristics for each type of asset.
In our view, the focus should not be on introducing new classes of less liquid assets, but on
shifting the investment culture, through assessing risk based on expected future cash flows and
not volatility of market returns, changing the incentives and explaining that liquidity comes at a
cost. These principles can be applied to equity funds, with a clear value for the investor.
With regards to the list of assets that the Commission is considering to include, we would
recommend (1) not to include them in the UCITS framework but rather create a parallel
framework with similar rules for such assets, outside of UCITS as these are not transferable
securities. (2) not to include commodities or commodity-related products (for more details, see
Finance Watch report “Investing not betting”), and (3) to further assess the need to consider real
estate investment, as there is no funding shortage in this asset class.

(4) Should a secondary market for the assets be ensured? Should minimum liquidity
constraints be introduced? Please give details.
Minimum liquidity constraints should indeed be introduced, especially through longer redemption
periods (we suggest a minimum of three months for this category of funds included in UCITS, see
answer to question 3; this period can be higher for the specific framework that would be created
outside of the UCITS framework).

(5) What proportion of a fund's portfolio do you think should be dedicated to such assets?
What would be the possible impacts?
This question is not relevant in the context of our proposal (i.e. creation of a long-term investment
category inside the UCITS framework, without any enlargement if the existing list of eligible
assets, see answer to question 2).

(7) Should the use of leverage or financial derivative instruments be banned? If not, what
specific constraints on their use might be considered?
Long-term UCITS, under the framework described above (see answer to question 2), would be
subject to UCITS rules on leverage and use of derivatives. As long term derivatives are
significantly less liquid, harder to value and more risky, we would strongly recommend limiting
derivatives to plain vanilla instruments, and only for hedging purposes.
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(8) Should a minimum lock-up period or other restrictions on exits be allowed? How might
such measures be practically implemented?
Reasonable lock-up periods can be considered (we would suggest 3 months).
In any case, the lock-up period must be made very clear to the investor. This information needs to
be featured prominently in the KIID.

(9) To ensure high standards of investor protection, should parts of the UCITS framework
be used, e.g. management company rules or depositary requirements? What other parts of
the UCITS framework are deemed necessary?
The UCITS framework is designed to ensure an appropriate level of investor protection,
especially for retail investors. No investment fund targeting retail investors should therefore be
considered outside of this framework, unless it ensures the same standards of protection
(management company rules, depositary liability and duties, oversight, level of reporting and
information provided to investors, sanctions in case of breaches, remuneration, etc…).

(10) Regarding social investments only, would you support the possibility for UCITS funds
to invest in units of EuSEF? If so, under what conditions and limits?
We would support the possibility for UCITS funds to invest in European Social Entrepreneurship
Funds (EuSEF) provided that EuSEF are subject to equivalent standards of protection – the
objective being to preserve investors’ interest through a tight regulatory framework.

BOX 11 : UCITS IV IMPROVEMENT
(2) Regarding point 5, do you consider that further alignment is needed in order to
improve consistency of rules in the European asset management sector? If yes, which
areas in the UCITS framework should be further harmonised so as to improve consistency
between the AIFM Directive and the UCITS Directive? Please give details and the possible
attached benefits and costs.
In order to avoid any loopholes and with the objective of ensuring maximum investor protection,
the principle must be that UCITS rules cannot be less demanding than AIFM rules.

18

