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31 July 2002 
 
Jeremy Dow 
Financial Services Authority 
CISPR Department 
25 The North Colonnade 
Canary Wharf 
London E14 5HS 
 
 
 
Dear Jeremy 
 
CP 135 New Collective Investment Scheme Products Proposals to 

implement the UCITS Amending Directive 
 
As you are aware, the Depositary and Trustee Association (DATA) represents the 
depositaries and trustees of authorised unit trusts and investment companies 
with variable capital (ICVCs).  At the end of June 2002, the members of DATA 
were responsible for the safeguarding of £222 billion of funds under 
management. 
 
DATA welcomes the opportunity to comment on FSA’s proposals documented in 
CP135.  For ease DATA will be making separate responses to this consultation 
paper on the three individual proposals: implementation of the UCITS Amending 
Directive; limited issue and guaranteed funds; and minor and technical 
amendments to the CIS Sourcebook. 
 
This response relates specifically to the proposals to implement the UCITS 
Amending Directive, for which the high level comments and detailed comments 
on questions raised in the paper are contained in Appendix 1, whilst the more 
detailed and technical comments are discussed in the attached Appendix 2. 
 
On the whole, DATA welcomes FSA’s approach to implementing this Amending 
Directive.  Specifically, the proposed flexibility and the speed of implementation 
will ensure that the UK is in a competitive position throughout the EEA.  The 
proposal to implement the Product Directive by adding a new chapter 5 to the 
Sourcebook seems a logical and pragmatic approach.  DATA particularly welcome 
the relaxation of the investment rules to allow ‘mixed funds’, allowing authorised 
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fund managers (AFMs) to choose the relevant asset mix to meet the investment 
objectives of the scheme. 
 
If you have any questions on this response, please do not hesitate to contact us. 
 
Yours sincerely 
 
 
 
 
Tom Pool 
Chairman, DATA Technical Committee 
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Appendix 1 
 

Comments on questions raised in CP 135 on implementing  
the UCITS Amending Directive 

 
 

Money Market Instrument Definition 
 
 
Q3.1  Not to implement Article 19 (1)(h) (fourth indent) will be 

super-equivalent.  Is there a demand to use such 
instruments? 

 
This is a question that is best answered by AFMs, however DATA anticipates that 
there will only be a small demand for these particular French bonds.   
 
However, DATA consider that it would be prudent to provide AFMs with the 
flexibility to invest in such bonds.  As markets globalise and AFMs increasingly 
market products cross-border, a limited demand for these bonds may arise and 
super-equivalency in the UK regulations would be to AFMs, and potentially 
investors, detriment. 
 
 
‘Deposit’ ‘Eligible Institution’ and ‘Approved Bank’ Definitions 
 
 
Q3.2 ‘Eligible institution’ is used as a defined term elsewhere in the 

CIS Sourcebook. Should we make similar amendments in 
those areas (e.g. CIS7), and why?  

 
Where ‘eligible institution’ is used as a defined term within the CIS Sourcebook 
this should also include ‘approved bank’, under chapter 7 of the CIS Sourcebook 
there is the flexibility to place cash with an affected person who is an eligible 
institution.  However, situations may arise where the affected person is not an 
“eligible institution”, but is an “approved bank”, which under these proposals will 
not be allowable.  
 
These proposals do not appear to apply the same flexibility for currently 
authorised money market, futures and options and geared futures and options 
schemes.  As these schemes are not currently UCITS compliant it would appear 
to be unnecessarily restrictive for non-UCITS compliant schemes to have greater 
regulatory requirements than the new UCITS compliant schemes.  It is essential 
that  similar amendments are made throughout the new chapter 5A. 
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Higher Volatility Fund Definition 
 
 
Q3.3 Is this an appropriate way of dealing with the Product 

Directive’s requirements for high volatility disclosure? 
 
In light of the removal of categorisations of schemes, it would appear logical to 
amend the definition of ‘higher volatility funds’ by replacing ‘geared securities 
schemes’ with the new definition of ‘geared scheme’.  DATA has no issues with 
this new definition. 
 
Although DATA in principal concurs with these proposals, as there are no 
corresponding draft amendments to the definition of ‘higher volatility funds’  in 
Annex E, DATA are unable to comment further. 
 
 
Derivatives: cover requirements 
 
 
Q3.4  Do you agree with this approach to derivative cover 

requirements? 
 
In principal DATA agrees with the proposed approach to derivative cover 
requirements.  There are however a number of issues upon which clarification 
would be helpful: 

 
1 Proposed CIS 5.3.3 R (2) states that exposure is covered if this takes 

into account any reasonably foreseeable market movement.  
However, Clause 3.23 of the Detailed Analysis suggests that the risk 
model should assess the likelihood of “extreme market movements” 
over a short period of time.  There would seem to be a conflict 
between a “reasonably foreseeable market movement”, which could 
well be taken to mean standard daily market movements and “an 
extreme market movement”, which would perhaps address September 
11th type scenarios.  Could the FSA please clarify.   

 
2 Proposed CIS 5.3.5 R (1) requires the AFM to recalculate cover as 

frequently as necessary, whereas the existing rules state the AFM 
should recalculate “…at each valuation point (and more frequently if 
necessary).”  Would it not be prudent to ensure cover is verified at 
least as often as the fund is valued and more frequently if the size and 
type of exposure warrants it? 

 
3 The term “embed” in CIS 5.2.21(4) might helpfully be defined, 

perhaps on the lines of reflecting the performance characteristics of 
another security. 
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Treatment of options 
 
 
Q3.5 Do you agree with the proposed approach to the treatment of 

purchased options? In particular, do you think there needs to 
be an explicit rule on the position of purchased put options? 

 
In principal DATA agrees with the proposed approach to purchased options.  
There are however a number of issues upon which clarification would be helpful: 

 
1 Consideration should be given to the potential use of Universal or 

Single Stock Futures (“USFs”) to circumvent the global cover 
requirements of regulation 5.3.3 (2).  Purchased put options require 
the holding of the underlying asset whereas USF's would fall outside 
this regime.  It should be acknowledged that whilst one confers a 
right (put option) and the other confers an obligation (USF), the 
practice is the same in taking a view on the up/downside of a security. 

    
2 It is not clear why written call options do not appear to be also 

subject to this approach.  If anything it is more critical that written call 
options should be covered by the underlying investments as the right 
to exercise the option rests with another party. 

 
 
Risk management process 

 
Q3.6 Do you agree with the approach to the requirement for a risk 

management process? Is there any additional guidance that 
you think should be included? 

 
 

Overall DATA is very supportive of the proposed approach to the requirement for 
a risk management process.  There is however one area (item 2 below) where 
DATA disagrees with the proposals and a number of issues upon which 
clarification would be helpful: 

 
1 As part of the depositary’s duty of oversight, DATA would expect a 

depositary to confirm that the manager has systems and controls in 
place to address such risks.  In conjunction with other relevant 
industry bodies, DATA plans to draw up broad principles covering 
those factors that a depositary would expect to see addressed within 
an AFM’s risk model (e.g. the types of instrument that will be used 
and why/how/when they may be used for hedging purposes, 
congruence of indices, how positions will be covered, how complex 
products will be handled, how VaR models will be used, minimum 
reporting requirements etc).  This should assist AFMs and provide 
some standardisation across the industry. 
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2 The FSA should not place reliance on the Depositary to agree the risk 

management process.  A Depositary should not, and does not, agree 
the manager’s investment process through which they plan to 
achieve a fund’s investment objectives and it is DATA’s view that the 
risk management process is part of that investment process. 

 
3  It is assumed that the VaR process would only apply to sophisticated 

derivatives and that it would assess the potential liabilities of 
derivative positions.  This is, potentially, a new concept for some 
AFMs and Depositaries.  To ensure that all parties understand the 
FSA’s requirements of a VaR process, how it could be applied, and 
the associated necessary stress testing, it would be helpful if 
Guidance were provided within the CIS Sourcebook, rather than 
through a cross-reference to IPRU (Banks). 

 
4 Proposed CIS 3.2.2R(3) requires the AFM, upon request of a holder, 

to provide information supplementary to the prospectus detailing the 
quantitative limits applying in the risk management of the scheme, 
the methods used in relation to these limits, and any recent changes 
to the risk and yield profile of the scheme.  However, proposed rule 
5.2.26 describes risk management systems only in the context of 
derivatives.  We suggest that proposed rule 3.2.2R(3) is amended to 
apply only where a scheme uses derivatives. 

 
DATA is also concerned whether it is realistic to expect an average unitholder to 
understand the complexities of, for example, option pricing and VaR modelling.  
Perhaps the disclosure requirements should make it clear that if an investor does 
not understand this type of product, they should not be investing in it. 
 
 
Efficient portfolio management 

 
Q3.7 Do you wish to keep the concept of EPM in the rules and why? 

 
 

A majority, but not all, of DATA members agree that there is no need to retain 
the concept of EPM in the new rules.  Those dissenting members will be 
contacting the FSA independently with their views.  In coming to this majority 
conclusion, DATA members wish to emphasise the following issues: 

 
1 Under the proposed more relaxed derivative rules, the manner of the 

disclosure in the Prospectus/Supplementary Information of the 
derivative strategies/ instruments that may be utilised will be critical.  
The proposed strategies will need to comprehensively address the 
types of instruments that may be used, and in which circumstances.  

 
2 DATA is supportive of the transitional provision 5A 13 that permits 

those AFMs that wish to be limited to strategies envisaged under the 
old EPM rules, to continue to do so whilst disclosing this stance in 
the scheme prospectus. 



 

 7

 
3  The contents of the Supplementary Information need to be 

prescribed in the same way as the contents of a Prospectus and that 
this information is offered to potential investors at the point of sale in 
the same way as the Prospectus. 

 
4 DATA is concerned that there may be a risk of some confusion for 

investors who invest in an existing UCITS schemes and a new UCITS 
scheme.  It is important that the Prospectus for existing schemes 
makes clear that derivative usage is covered by the EPM rules in the 
CIS Sourcebook.  An investor will then be able to compare the 
different process for using derivatives. 

 
 
 
Use of additional derivative instruments and techniques 

 
Q3.8 Do you agree with the relaxation of derivative instruments 

and techniques proposed in this area? 
 
 

In principal DATA agrees with the proposed approach to  relaxation of derivative 
instruments and techniques.  There are however a number of issues upon which 
clarification would be helpful: 

 
1 Proposed CIS 5.2.13 R (8) limits OTC counterparty exposure to 5% 

unless that counterparty is an approved bank, in which case the limit 
is raised to 10%.  DATA suggests that the relaxation of limits should 
be applied not only to banks but also to any approved institution 
subject to capital adequacy rules, i.e. any other eligible institution. 

 
2 Proposed CIS 5.2.22 R (2) states that for a transaction in a derivative 

to be classified as a permitted transaction, the underlying must 
consist of any or all of the following to which the scheme is 
dedicated; transferable securities, money market instruments, 
deposits, CIS units, financial indices, interest rates, foreign exchange 
rates, and currencies.  Clarification would be helpful as to whether 
the term ‘underlying’ relates to the asset delivered upon settlement 
or to the asset on which the derivative's payoff is based.  DATA is 
also concerned that this list might restrict unfairly the AFM’s ability to 
obtain exposure, by way of derivatives, to market volatility or 
dividend performance for example, as seems to be envisaged by the 
UCITs Directive.  For sake of clarity DATA suggests that this clause 
be amended to read “a transaction in a derivative must have the 
underlying consisting of, or must relate to relevant financial market 
characteristics of, any or all of the following to which the scheme is 
dedicated”. 

 
3 Proposed CIS 5.2.25 makes only minor changes to the existing OTC 

approved terms rules.  Rule 3 (a) requires the manager to ensure 
that the counterparty provides a ‘reliable and verifiable’ bid/offer 
valuation on a daily basis.  It is difficult to see how this could be 
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enforced as brokers daily valuations are usually indicative prices only 
and not a basis to deal as their pricing models do not take account of 
market sentiment or the pressure of supply and demand.  Rule 3 (b) 
requires the counterparty to confirm it will close out at a fair value. 
This may be a little prescriptive as one person’s view of fair value 
may not equate to another’s, given the vagaries of volatility. The 
previous narrative of “…a price that is reasonably related to the fair 
value” may be more appropriate.   

 
4 Proposed CIS 3.5.2 R (3) (10) requires the AFM to make a prominent 

statement in the prospectus if the scheme is likely to have a high 
volatility.  DATA recognises that the FSA is undertaking some work 
on how volatility can be meaningfully disclosed and it is desirable 
that this work be completed before this rule comes into force as, 
without clear and unequivocal guidance on the definition of “high” 
volatility, AFMs are likely to resist including in the prospectus what 
they may consider to be a subjective statement relating to volatility. 

 
Money Market Investment 
 
Q3.9 Are you content that we continue not to implement the 

permissive Article 22(4) and (5)? 
 
This is a question that is best answered by AFMs, however DATA  understands 
that there has been very little, if any, demand for these particular Danish bonds 
since the implementation of the original UCITS Directive.  However, as noted in 
our answer to question 3.1, as markets continue to globalise and AFMs 
increasingly market products cross-border a limited demand for these 
instruments may arise.  Again super-equivalency in the UK regulations could be 
to the detriment of AFMs and investors alike. 
 
30% Maximum Investment in Non-UCITS Scheme 
 
Q3.10 Should we provide for an alternative to the S270 test as a 

way of meeting the directive’s requirements and how should 
it be paid for? 

 
DATA acknowledges the difficulties that the UCITS Amending Directive imposes 
on the FSA, specifically with regard to investment in non-UCITS schemes.  The 
Directive requires, that for non-UCITS scheme investment, the FSA should ensure 
that the invested scheme is subject to equivalent supervision and levels of 
protection for investors.  As noted in paragraph 3.36 for the FSA to identify and 
‘approve’ such schemes could be time consuming and costly.   
 
Having regard to the commentary and the new CIS 5.2.16, investment in non-
UCITs schemes will be limited to schemes recognised under the provisions of 
S270 of FSMA, which potentially might be quite restrictive.  However, as these 
schemes are authorised by a country which has been designated by an order 
made by the Treasury, this certainly seems to be a logical starting point.  
However, DATA’s concern is that schemes that may be eligible for recognised 
status under S270, may not have this status due to the manager not wishing to 
market the scheme into the UK.  Therefore, under the proposed provisions these 
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schemes would not be eligible investments.  A minor rewording of CIS 5.2.16 
could incorporate such schemes and reduce this restriction.   
 
Restricting non-UCITS investment to recognised schemes under S270 may be 
viewed by AFMs as a lost opportunity to seek exposure to overseas markets.  
Although AFMs would be best placed to comment on this issue, DATA would be 
supportive in principle, of extending the range of eligible non-UCITS.  This issue 
is not restricted to the UK, and is therefore an issue for all competent authorities 
across the EEA.  Therefore DATA would recommend that the FSA work alongside 
other EU regulators in order to identify schemes that are non-UCITS compliant.  
By working together, the economies of scale will reduce the costs and time 
scales.  We note that the outcome of the current Inland Revenue consultation on 
the offshore funds regime may have implications with regard to eligible non-
UCITS schemes. 
 
As the definitions contained in the FSA handbook glossary of: 
 

• UCITS Directive, and 
• UCITS Schemes 
 

remain unchanged, it is unclear exactly what schemes will be deemed to be 
UCITS compliant under CIS 5.2.15(1)(a).  Will currently authorised UK UCITS 
schemes be eligible investments for new schemes complying with the UCITS 
Amending Directive or will these fall into the non-UCITS category?  The glossary 
definitions should be amended and further guidance provided in CIS 5.2.16G. 
 
 
Funds replicating an Index 
 
Q3.11 Are you content with the approach for index-replicating 

funds? Is further guidance necessary and what should it 
include? 

 
DATA are content with the FSA’s general approach of implementing the higher 
investment limits for index replicating schemes.  The FSA’s policy to provide for 
the high level criteria for deciding the appropriateness of a specific index appear 
flexible and logical.  We concur that further guidance would reduce the flexibility 
provided for in the rules.     
 
We note in paragraph 3.41 that the FSA are initially only going to consider 
whether these tests are met as part of the authorisation process or changes to 
funds.  There is a general concern with regard to how the FSA will monitor 
indices to ensure the required criteria continues to be met.  Also what would 
happen if an index no longer met the criteria?  Could UCITS compliant schemes 
lose their authorisation and passports due to no longer being index replicators 
and not meeting the more prescriptive spread requirements?  Guidance on these 
matters would be beneficial. 
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Q3.12 Do you agree that this is an appropriate interpretation of 
‘replication’ and should guidance be provided? 

 
Article 22a(1) requires that index replicating schemes, which wish to apply the 
higher investment limits must replicate the ‘composition’ of the index.  As such 
we consider that the FSA’s interpretation is probably the most pragmatic.  
However, DATA would be interested to learn how other member states will 
interpret ‘replicates’, as we suspect there will be wider ‘interpretations’.  At a 
recent IMA presentation on CP135, the FSA commented that they will review and 
monitor the implementation of this Article throughout Europe to ensure the UK 
regulations are consistent. 
 
CIS 5.2.32R provides schemes with the additional investment limit flexibility 
where the investment policy states it will replicate the composition of the index.  
However, it would be beneficial for further guidance where it is not possible to 
hold the exact weighting of an index whether due to periodic re-basing or 
liquidity issues in certain stocks. 
 
 
Application of Spread for Index Derivatives 
 
Q3.13 Are you content with our approach to implementation of 

Article 21(3) (third indent)? 
 
DATA are content with FSA’s interpretation of Article 21(3) (third indent) and, in 
particular, that weightings of an index attributable to a particular security should 
be ignored when considering the investment  limits in the Sourcebook that reflect 
Article 22. 
 
 
Transitional Provisions 
 
Q3.14 Do you agree with the Transitional Provisions provided for in 

this consultation paper? 
 
DATA is content with FSA’s policy for the Transitional Provisions for existing 
UCITS and those authorised since 13 February 2002. 
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Appendix 2 
 

Technical comments on the draft amendments to the rules and 
guidance (UCITS Product Directive) 

 
Annex E 
 
(a) Draft amendments to CIS  
 
Rule Reference Comments 

 
2.2.7G(1)(g)(iv) 
 

Undesirable and misleading names 
 
After “CIS 5” add “or CIS 5A”. 
 

3.2.2R Availability of prospectus 
 
As drafted, this rule leaves a scope in interpreting what should 
be included in the information and consequently investors could 
be confused.  As the contents of a prospectus are prescribed in 
CIS 3.5.2R.  It would be advisable to have some guidance about 
the contents of the supplementary information and that there 
should be a requirement that this information should be supplied 
to the depositary. 
 

3.2.2R Availability of prospectus 
 
As this rule is not part of CIS 3.5.2, clarification is requested as 
to whether the AFM will be able to change the information 
without any recourse to holders. 
 

3.5.2R(3)(1) Information to be contained in the prospectus 
 
Para 3.47 of the CP states that the current disclosure 
requirement in this rule is sufficient in explaining the types of 
investments that a scheme can invest in.  DATA does not agree 
that this is the case and suggests that CIS 3.5.12 R (3) (1) (b) 
be amended to read: “the authorised fund’s investment policy 
for achieving those investment objectives, including details of 
the categories of assets in which the authorised fund may invest 
(delete: the general nature of the portfolio) and any intended 
specialisation; and”.  Alternatively the existing wording could 
remain and this issue be dealt with in the form of guidance as to 
what “general nature of the portfolio” should include. 
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3.5.2R(3)(3) Information to be contained in the prospectus 

 
The new paragraphs referred to here apply to UCITS Schemes.  
In theory, these will apply to existing schemes as there are no 
Transitional Provisions for these new “disclosure” rules.  Unless 
this is an oversight, there will be some implications for existing 
schemes. 
 

3.5.2R(3)(4) Information to be contained in the prospectus 
 
This refers to eligible securities and derivatives markets.  CIS 
5.2.12 just refers to markets.  Therefore, for a new scheme, it 
would appear that a derivatives market can be eligible simply by 
being regulated.  Is this the FSA’s intention? 
 

3.5.2R(3)(12) Information to be contained in the prospectus 
 
In the fourth line we suggest that “, or both,” should be added 
after “investment objectives” as some schemes will probably 
decide to use derivatives transactions for both hedging and 
meeting investment objectives 
 

3.5.2R(3)(14) Information to be contained in the prospectus 
 
This provides a cross reference to the available information in 
3.2.2(3).   As it mentions UCITS schemes, this would apply to 
existing funds that are UCITS under existing arrangements.  
However, TP 12.1 appears to prevent this. 
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(b) Transitional Provisions 
 
Rule Reference Comments 

 
12.1 Under column (2) ‘Material to which the transitional provision 

applies’ delete “CIS 5.5R (10-16)” and replace with “CIS 
3.5.2R(3) (10-14). 
 

12.2 This transitional provision would appear to only enable those 
schemes that were authorised between 13 February 2002 and 
the commencement of the proposed rules to utilise the flexibility 
of complying with Chapter 5A until February 2004.  Paragraph 
3.54 of the policy statement comments that any ‘schemes 
authorised between 14 February 2002 and 13 February 2004’ 
must ‘comply with the new requirements of new CIS 5 by 13 
February 2004’.  Either this transitional provision should be 
amended to reflect the policy or an new transitional provision is 
inserted to cover those funds that are authorised after the 
commencement of the proposed rules but prior to 13 February 
2004. 
 

12.2 Under column (2) ‘Material to which the transitional provision 
applies’ delete “CIS 5.5R (10-16)” and replace with “CIS 
3.5.2R(3) (10-14). 
 

12.3 This transitional provision requires the authorised fund manager 
to notify the FSA prior to conversion from operating under the 
rules in CIS 5A to operating under those in CIS 5.  It would be 
beneficial if this transitional provision could provide the notice 
period the FSA require prior to conversion. 
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(c) Definitions 
 
 
Rule Reference Comments 

 
High volatility 
fund 

The policy statement mentions that this definition was amended 
in line with the removal of the categorisations, however there is 
no amended definition in the proposed rule changes. 
 

Money Market 
Instrument 

Money market instrument has two separate definitions within the 
FSA Handbook as a whole.  Within the Glossary there is a very 
detailed and extensive definition, whilst CIS 5.2.20R provides the 
UCITS definition of money market instruments.  To prevent 
confusion it would seem prudent to amend the glossary definition 
to state that for CIS investment you should refer to CIS 5.2.20R. 
 

Transferable 
security 

This glossary definition needs to be further amended to refer to 
Chapter 5A which has a different definition of transferable 
security to the new Chapter 5.  Therefore the definition should 
read as follows: 
 
“(in CIS) an investment with CIS 5.2.9R (Transferable securities) 
or CIS 5A.2.9R (Transferable securities).” 
 

UCITS Directive This definition needs to be amended to incorporate the new 
UCITS Product Directive. 
 

UCITS Scheme This definition does not differentiate between those schemes that 
are authorised under the UCITS Directive 1985 and those 
authorised under the UCITS Product Directive. 
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Annex F 
 
 
Chapter 5 Investment and borrowing powers 
 
 
 
Rule Reference Comments 

 
5.1.3G(1) Investment and borrowing powers: introduction 

 
This refers to “regulated market”. Surely this should be “eligible 
market”. 
 

5.1.4G(1) Product distinctiveness 
 
Under the new UCITS regime this guidance is redundant as new 
style UCITS will no longer have product distinctiveness.  
Schemes complying with the new chapter 5 will be UCITS 
compliant schemes only. 
 

5.1.6G Distinct meaning of certain terms 
 
This table may actually cause confusion rather than be 
beneficial.  If it is decided to keep the table the following 
amendments will be required: 
 
The title of column 1 should read “Types of authorised fund” or 
be deleted altogether. 
 
Units: “100%” should deleted and replaced with “Yes” 
 
Warrants: “100%” should deleted and replaced with “Yes” 
 
Immovables: ICVCs are able to acquire immovable property 
which is essential for the direct pursuit of its business and 
therefore the table should reflect this.  
 
Hedging: This term needs to be defined. 
 
Delete ‘Umbrella schemes: The umbrella scheme is not covered, 
but each sub-fund must fall within one column of the table’ as 
this is no longer relevant. 
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5.2.5R(1) Valuation 

 
This rule needs to be amended as follows as it currently refers 
to property schemes: 
 
“In this section, the value of the scheme property of an 
authorised fund means the net value of the scheme property 
determined in accordance with CIS 4.8 (Valuation)(for ICVCs 
and single-priced AUTs) or CIS 15.8 (Valuation)(for dual-priced 
AUTs), after deducting any outstanding property (including, in 
the case of ICVCs, any capital outstanding on a mortgage of an 
immoveable), whether immediately due to be repaid or not.” 
 

5.2.6G Valuation 
 
Typo – 5.2.4 should be 5.2.5 
 

5.2.11G Eligible markets 
 
We welcome FSA’s proposal for linking the regulated markets 
listed in SUP 17 Annex 5G to the CIS eligible markets regime.  
However, it is unfortunate that FSA is proposing to dispense 
with the Guidance within the current CIS 5.3.4 to 5.3.10G 
inclusive. 
 
AFMs will continue to be required, and depositaries to agree, 
that all reasonable steps have been take under the new CIS 
5.2.12(2)(ii).  Depositaries and AFMs have found the current 
Guidance to be invaluable. 
 

5.2.12R(1) Eligible markets 
 
The provisions in CIS 5.2.12(1) would be clearer if a new 
paragraph (c) was inserted as follows: 
 
“(c) a market that satisfies the requirements of CIS 5.2.12(2)” 
 

5.2.13R Spread: general 
 
FSA have virtually reproduced the Article wording in the 
proposed amendments to this rule. However, for the sake of 
clarity it would be beneficial if this rule used the term “single 
body”, “same body”, “same group” or “one issuer” instead of all 
of these terms, which are presumably interchangeable.   
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5.2.14R(6) Spread: government and public securities 

 
Although we appreciate that FSA have virtually reproduced the 
Article wording in the proposed amendments to this rule, this 
would appear to contradict the requirements under 5.2.13R(2) 
as follows:   
 

• the reference to “single body” is not consistent with the 
use of the term “one issuer”; 

• this paragraph would appear to enable a scheme to hold 
35% in deposits made with a single body, which is 
contradictory to the 20% limit in CIS 5.2.13R(7); and 

• we are unaware of any government, local authorities or 
public international bodies providing derivative 
investments. 

 
We would therefore recommend that this rule is amended to 
clarify exactly what the restrictions are and to which types of 
issuer or bodies they apply. 
 

5.2.15R 
 

Investment in collective investment schemes 
 
The definition of UCITS Directive and UCITS Scheme in the FSA 
Handbook glossary has not been amended to incorporate the 
new Amending UCITS Directive.  Consequently new style UCITS 
schemes can invest into old style UCITS compliant securities and 
warrant schemes.  For the purpose of clarity there should be an 
additional transitional provision.   
 

5.2.15R(4) 
 

Investment in collective investment schemes 
 
For clarity this rule should be amended to read as follows: 
 
“has terms which prohibit more than 10% in value of the 
scheme property consisting of units in collective investments 
schemes; and” 
 

5.2.18R Investment in other group schemes 
 
As the FSA have inserted rule (1)(b) that states that no charge 
can be made in respect of purchase or disposing of units when 
investing in other group schemes, (2) and (3) are redundant.  If 
the FSA take on board these comments rule (4) will have to be 
duly amended to delete references to rules (2) and (3). 
 

5.2.21R(2) Derivatives: general 
 
This rule appears to be a repeat of the earlier spread 
requirements in 5.2.13(8).   
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5.2.21R(2) Derivatives: general 
 
Para 3.22 refers to purchased put options.  We gather from the 
Para that the FSA will update 5.2.21 once it has agreed the 
position with the Contact Committee to say that the underlying 
securities must be held (to prevent short selling).  Can the FSA 
please confirm when this has been done. 
 

5.2.21R(3) Derivatives: general 
 
This looks to be a new rule and requires a “look through” test 
regarding spread requirements. In this case exposure is 
explained in Para 3.21 in terms of market exposure rather than 
in terms of liability.  It would be useful to have exposure defined 
to make clear the difference between market exposure (e.g. re 
purchased puts and written calls) versus exposure in terms of 
liability (written puts, purchased calls). 
 

5.2.22R Permitted transactions (derivatives and forwards) 
 
The heading of CIS 5.2.22 is “Permitted transactions (derivatives 
and forwards)”, thus drawing the reader to the conclusion that 
forwards are not derivatives. 
 

5.2.22R Permitted transactions (derivatives and forwards) 
 
CIS 5.2.22(4) states that a forward transaction must be with an 
approved counterparty under CIS 5.2.25(2). 
CIS 5.2.25(2) requires an OTC derivative contract must be 
with an approved counterparty.  The rule then continues by 
stating that a counterparty to a transaction in derivatives is 
approved only if the counterparty is an eligible institution, 
an approved bank or a firm with permission to act as 
principal off-exchange. 
DATA therefore concludes that the counterparty to a forward 
contract must satisfy the definition of an approved 
counterparty and that the provisions relating to derivatives do 
not apply.  
To establish whether a counterparty fulfils the definition of an 
approved counterparty it is necessary to negotiate both the 
Definitions Glossary and IPRU (INS) which lead one through the 
definition of an approved credit institution to Annex 1 of the 
Banking Co-ordination Directive. 
DATA would therefore urge FSA to simplify matters by including 
eligible institutions and approved banks as approved 
counterparties for forwards. 
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5.2.24R Requirement to cover sales 
 
It is not clear why paragraph (1) does not apply to transactions 
for the purposes of hedging, for example a purchased put option 
or a written call option.  5.2.24 repeats existing Section 5.16 but 
in the present rules “appropriate” individual cover was required 
under Section 5.13 Efficient Portfolio Management.  If the EPM 
individual cover requirements are carried forward into the new 
regulations this will not be an issue. 
 

5.2.25R(2)(a) OTC transactions in derivatives 
 
For CIS purposes, an approved counterparty can now be an 
approved bank.  Bearing in mind the current problems 
identifying which firms are an eligible institution (e.g. the FSA 
register does not contain EEA regulated firms), will the FSA 
update the FSA register to show all approved banks? 
 

5.2.25R(3) OTC transactions in derivatives 
 
Change from weekly valuation to daily valuation (old rule) 
5.6.6).  Clarification is requested for the difference between 
reasonable price (old rule) and fair value (new rule).  A 
definition of “fair value” would be helpful. 
 

5.2.28R Investment in deposits 
 
It would be appropriate to make reference to “eligible 
institution” as well as “approved bank” for clarity in this rule. 
 

5.2.31R(5) Concentration 
 
Amend this rule to read: 
 
“need not comply with the limits in (2), (3) and (4), at the time 
of acquisition, if the net amount in issue of the relevant 
investment cannot be calculated.” 
 

5.2.33R Relevant indices 
 
Article 22a (new) requires that the stock or debt securities index 
is “recognised by the competent authority”.  However there is 
no reference to this requirement in this rule. 
 

5.3.2G Introduction: derivative exposure 
 
It would be helpful for exposure to be a defined term. 
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5.3.2G(1) and (2) 
5.3.3R(3) and (5) 
5.3.4R(1) 

Derivative exposure 
 
Paragraph 3.17 of the Detailed Analysis states that Recital 11 
and Article 21 (3) make it clear that the maximum potential 
“global exposure” relating to derivative instruments should not 
be permitted to exceed the total net asset value of a UCITS 
portfolio.  The key word is “net”.  On this basis, how can the 
FSA permit either borrowing up to the 10% limit or cash not yet 
received but due to be received within one month to be used as 
cover?   
 

5.3.3R(1) and (2) Cover for transactions in derivatives and forward transactions 
 
These are new rules, but they derive from those currently 
referred to in CIS 5.13.8.   
The “principal” or “notional principal” definitions are referred to 
when discussing exposure.  It would be helpful if these could be 
cross-referred to the definition of exposure (see above). 
 

5.5.2R Cash 
 
This rule would appear to have inconsistencies as near cash has 
been removed from the title however it is still incorporated in 
5.5.1R(2) and is still mentioned in paragraph (2) of this rule. 
Clarification of the exact requirement would be beneficial. 
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Chapter 5A Investment and borrowing powers 
 
 
Rule Reference Comments 

 
5A.1.4G(3) Investment and borrowing powers: introduction 

 
The first paragraph should be amended to read as follows: 
“Transitional Provision 12 specifies the periods allowed under 
UCITS Amending Directive 2001/108/EEC for UCITS schemes to 
continue under the narrower range of UCITS investment powers 
and more the restricted disclosures and thus applies to:” 
 

5A.1.4G(3) Investment and borrowing powers: introduction 
 
It would be helpful if the wording in (3) was replaced with the 
wording in 5.1.2G in the new chapter 5 for clarification and 
consistency. 
 

5A.1.5G Investment and borrowing powers: introduction 
 
It would be helpful if the old table providing an overview of the 
investment and borrowing power could be inserted after this 
guidance.  Depositaries and AFMs have found this table 
invaluable. 
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Additional comments 
 
 
Rule Reference Comments 

 
5A.5.3R(2)(b) Money market schemes: general 

 
After “eligible institution” add “or an approved bank”. (See 
response to Q3.2 in the main body of the letter). 
 

5A.5.3R(2)(c) Money market schemes: general 
 
After “eligible institution” add “or an approved bank”. (See 
response to Q3.2 in the main body of the letter). 
 

5A.5.5R(6)(c) Money market schemes: spread 
 
In (i) & (ii) after “eligible institution” add “or an approved bank”. 
(See response to Q3.2 in the main body of the letter). 
 

5A.6.12R(3)(f) Futures and options schemes: derivatives covering derivatives 
requirements 
 
After “eligible institution” add “or an approved bank”.  (See 
response to Q3.2 in the main body of the letter). 
 

5A.6.13R(1) Futures and options schemes: deposit arrangements for 
purchased options 
 
After “eligible institution” add “or an approved bank”.  (See 
response to Q3.2 in the main body of the letter). 
 

5A.6.14R(1) Futures and options schemes: borrowing 
 
After “eligible institution” add “or an approved bank”. (See 
response to Q3.2 in the main body of the letter). 
 

5A.7.4R(4) Geared futures and options schemes: limits on investment in 
initial outlay 
 
After “eligible institution” add “or an approved bank”.  (See 
response to Q3.2 in the main body of the letter). 
 

7.6.3R(1) Conflicts of interest 
 
In (a) & (b) after “eligible institution” add “or an approved bank”. 
(See response to Q3.2 in the main body of the letter). 
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7.10.6R(1) Conflicts of interest 

 
In (a) & (b) after “eligible institution” add “or an approved bank”. 
(See response to Q3.2 in the main body of the letter). 
 

10.3.2G Contents of annual and half-yearly reports 
 
Replace “category” with “type” 
 

 
 
 


