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DISCLAIMER

Please find hereafter a list of questions / answers in relation to the provisions
of Circular CSSF 02/77 concerning the protection of investors in case of NAV
calculation error and correction of the consequences resulting from non-
compliance with the investment rules applicable to undertakings for collective
investment.

The CSSF FAQ on Circular CSSF 02/77 applies to UCITS and UCI subject to part
II of the 2010 Law and outlines the principles to be applied by SIFs (hereafter
\\UCIII).

Chapter I - General application of Circular CSSF 02/77

1. In case of an active non-compliance by a UCITS of the cumulative
investment restriction of Article 43 (2) of the 2010 Law (i.e. 5/40%), which
securities should be sold to remediate the breach and what are the acceptable
methods for calculating the related financial impacts?

7 July 2020

The 2010 Law foresees in relation to the 5/40% investment restriction for
UCITS the following:

“The total value of the transferable securities and money market instruments
held by a UCITS in the issuing bodies in each of which it invests more than
5% of its assets shall not exceed 40% of the value of its assets”.

In case of an active non-compliance with that investment restriction, the
UCITS does not necessarily have to sell the securities that caused the breach.

It is rather the responsibility of the UCITS to determine, in accordance with
the rules outlined below, which security should be sold in order to remediate
promptly the active non-compliance.

Example: Following the 9% of total net assets (hereafter "TNA") purchase of
a position on Equity A, the portfolio is notably composed as follows:

9% of TNA of Equity A
8% of TNA of Equity B
8% of TNA of Equity C
9% of TNA of Equity D
9% of TNA of Equity E
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The portfolio composition in this case is in breach of the 5/40% restriction as
the sum of the securities with positions greater than 5% of TNA equals 43%.

Rather than selling the excess position on Equity A, the UCITS remediates the
breach through the sale of the excess position on Equity B.

For the financial impact calculation, three methods are acceptable provided
the conditions set out in chapter II of this Q&A referring particularly to the
consistency of the remediation methods are complied with:

(@) calculate the impact by reference to the security that caused the breach
by applying the accounting method in proportion to the amount in breach
(i.e. impact calculated on the excess position on Equity A);

(b) calculate the impact by reference to the security that has been sold by
applying the accounting method in proportion to the amount in breach
(i.e. impact calculated on the excess position on Equity B);

(c) calculate the impact by using the economic method in proportion to the
amount in breach i.e. impact being calculated by comparing the
performance of the reference of the portfolio to the average performance
of the securities having positions above 5% or to the performance of the
securities that generated the breach) with a consistent use of the method
over time.

In case the internal policy of the IFM, does not lay down in writing the method
to be used, the CSSF considers that method (a) should be applied by default.

2. In the case of an active non-compliance with investment restrictions
(Mactive investment breach”) that corrects itself through market evolution or
new subscriptions (i.e. without any sale of the securities involved in the active
investment breach), should the financial impact calculation for determining
the potential compensation be performed by reference to the unrealised profit
or loss of the security that generated the breach?

7 July 2020

Yes.

Promptly upon discovering an active investment breach, the necessary steps
have to be taken to remediate the breach. In case the active investment
breach is corrected by market evolution or by new subscriptions, the
unrealised loss generated by the holding of the excess position of security
during the period where the fund was in breach (i.e. start of the breach until
the correction) should be compensated to the fund.
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3. Should an active “intraday” investment breach (i.e. an investment breach
that occurs and is corrected on the same trade date) be reported to the CSSF
and compensated in accordance with the provisions of the Circular CSSF
02/77?

7 July 2020
Yes.

All active investment breaches that occur between two official NAVs have to
be reported to the CSSF. If as a result of such an active “intraday” investment
breach the Fund suffers a loss the provisions of Circular CSSF 02/77 have to
be applied as investment restrictions have to be complied with on an ongoing
basis.

4. Should the following situations be treated as an active investment breach
by a UCITS of the 20% deposit limit of article 43(1) of the 2010 Law in
accordance with the provisions of the Circular CSSF 02/77?

7 July 2020

(a) In relation to anticipated subscriptions/redemptions, portfolio
transactions are instructed to cover that capital activity. Due to a
settlement date mismatch occurring between the capital activity and the
portfolio transactions, the 20% deposit limit is exceeded.

For example, a 5% subscription that settles on T+2 (trade date + 2 days)
and a 5% security purchase that settles on T+3 lead to a deposit position
above 20% with the same counterparty during one day. In that context,
as the settlement date mismatch is predictable/avoidable and thus not
beyond the control of the UCITS, the breach is considered active.

(b) On the same trade date, purchases and sales of securities with different
settlement dates are concluded.

For example, a 5% purchase of security A that settles on T+3 and a 5%
sale of security B that settles on T+2 lead to a deposit position above
20% with the same counterparty during one day. The cash inflow in
relation to the sale of security B causes the deposit limit to be exceeded
between T+2 and T+3. As the settlement date mismatch is
predictable/avoidable and thus not beyond the control of the UCITS, the
breach is considered active.

(c) In relation to the maturity of a security held in the UCITS portfolio, a cash
inflow is generated and leads to an increase of the deposit position above
20% with the same counterparty.
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For example, a 5% position in a bond matures that leads to a deposit
position above 20% with the same counterparty. As the expiry of a bond
is a predictable/avoidable event and thus not beyond the control of the
UCITS, the breach is considered active.

Generally speaking, the CSSF expects that the organisation of the portfolio
management by the Investment Fund Manager at the level of the UCITS (i.e.
the investment operations, the <cash management and the
subscription/redemption flows) should provide for an ongoing compliance of
the 20% deposit limit.

Where, for example, a settlement date mismatch is predictable/avoidable and
thus not beyond the control of the fund, the CSSF considers related non-
compliances with the 20% limit as active investment breaches.

5. In case of an active investment breach by a UCITS of the 20% deposit limit
of article 43 (1) of the 2010 Law where the deposit returns a negative interest
to the UCITS, can the UCITS calculate the financial impact of the breach by
using a method which consists in comparing the interest rate return borne by
the UCITS to the interest rate return of an equivalent deposit made with
another credit institution?

7 July 2020

No.

The CSSF considers that a UCITS should be indemnified in relation to the
interest rate and other charges borne by the UCITS as a result of the excess
deposit position.

As a consequence, the application of a method that consists in comparing the
interest rates between different bank accounts to determine the financial
impact is not allowed.

6. For UCI, should a "Remedial Action Plan” or a “"Notification”,” as laid down
in Circular CSSF 02/77, be prepared and provided to the CSSF in the following
situations?

7 July 2020
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(a) An investment breach beyond the control of the UCI (Ypassive

breach”)
No.

However, the IFM shall adopt as a priority objective for its sales
transactions the remediation of the passive investment breach, taking
due account of the interests of the investors. This includes notably also
the monitoring of the remediation of the situation within a reasonable
amount of time.

(b) A material NAV calculation error with no subscriptions and

(c)

redemptions occurring during the NAV error period and no
related compensation amounts to be paid to the fund or to the
investors.

See response for c) below.

An active investment breach for which the corrective action
resulted in a gain for the fund.

For (b) and (c) the following answer applies:

Only a notification by means of the CSSF notification form available on
the CSSF website (including the financial impact calculation) should be
sent to the CSSF.

In accordance with the layout of the notification form, UCIs should
include therein the corrective measures taken in order to avoid
recurrence of the same kind of material NAV calculation error /
compliance breach.

In addition, the approved statutory auditor of the UCI has to review the
correction process in the context of its annual audit of the fund and
provide the related results in the Long Form Report and/or the
Management Letter.

(d) An active investment breach where the compensation amount

for the fund exceeds EUR 25,000 and no compensation is to be
paid to investors in the fund.

The notification form (including the financial impact calculation) and a
Remedial Action Plan have to be prepared and communicated to the
CSSF as foreseen in section I 3 a) of Circular CSSF 02/77. The approved
statutory auditor of the UCI has to prepare the specific reports foreseen
in section I 3 d) of the Circular CSSF 02/77.

For specialized investment funds (SIFs) subject to the Law of 13 February
2007, please refer to Q9 of this FAQ.
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7. When the UCI makes use of the de minimis amount for compensating the
investors who are financially impacted in the context of a material NAV error
calculation, should the UCI seek prior approval from the CSSF?

7 July 2020

No.

The CSSF can however ask the UCI to justify on an ex post basis the level of
the “de minimis” amount applied and to provide documentary evidence that
such amount represents the bank charges necessary to transfer the
compensation amounts to investors (notably where the “de minimis” amount
exceeds EUR 25).

In addition, the internal policy of the IFM should provide for the use and the
level of the “"de minimis” amount in relation to NAV calculation errors.

8. Does Circular CSSF 02/77 apply to non-compliance by UCITS with the
collateral diversification rules laid down in paragraph 43 (e) of the ESMA
document “"Guidelines on ETFs and other UCITS issues” (ref.:
ESMA/2014/937EN, dated 1 August 2014) as implemented by means of
Circular CSSF 14/592 ?

7 July 2020

Yes.

Active non-compliance with the diversification rules set out in point 43(e) of
the ESMA Guidelines concerning the diversification of collateral received by
UCITS to reduce the counterparty risk exposure arising from OTC financial
derivative transactions and efficient portfolio management techniques have
to be notified to the CSSF.

A financial impact calculation will however only be necessary in case of a
counterparty default.

The Circular CSSF 02/77 also applies to all other criteria that the collateral
has to observe in accordance with point 43 of the ESMA Guidelines.
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9. Does Circular CSSF 02/77 apply to NAV calculation errors and active
investment breaches that occur in specialized investment funds (SIFs) subject
to the Law of 13 February 2007?

7 July 2020

Yes.

The CSSF considers that SIFs may either opt for the application of Circular
CSSF 02/77 or set other specific internal rules applicable in the context of
NAV calculation errors and active investment breaches.

When SIFs opt for the provisions of Circular CSSF 02/77, a remedial action
plan need not be prepared in accordance with Circular CSSF 02/77. The
approved statutory auditor does however have to review the correction
process and the compensation that remedy the situation, and confirm in the
management letter that they complied with the provisions of Circular CSSF
02/77.

When opting for specific internal rules, SIFs have to apply appropriate
thresholds taking due account of the investment policy of the SIF.

As a result, the CSSF considers that SIFs that do not set specific rules in their
internal procedures have to apply the provisions of Circular CSSF 02/77. In
addition, all material NAV calculation errors and active investment breaches
of a SIF have to be notified to the CSSF by means of the CSSF notification
form, whether the SIF applies the provisions of Circular CSSF 02/77 or other
specific internal rules.

10. In case of a material NAV calculation error or an active investment breach
that has to be notified to the CSSF in accordance with the provisions of the
Circular CSSF 02/77, does the CSSF confirm in writing the closure of the
treatment of the notification?

7 July 2020

No.

However, the CSSF can, on an ex-post basis, raise additional questions in
relation to the notification or require further remedial action if the corrective
measures implemented at the level of the fund are not deemed sufficient or
in line with the requirements of Circular CSSF 02/77.
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11. Should a UCITS that exceeds the level of leverage as disclosed to investors
in the fund prospectus in accordance with box 24 of the CESR guidelines on Risk
Measurement and the Calculation of Global Exposure and Counterparty Risk for
UCITS (CESR-10/788 dated 28/07/2010) for UCITS, respectively should a
regulated AIF that exceeds the leverage limits as disclosed to investors in
accordance with Article 21 (1) (a) of the Law of 12 July 2013 , notify such
situation to the CSSF in the context of the provisions of Circular CSSF 02/77?

28 July 2020

No.

However, the CSSF expects that such a breach is adequately monitored and
corrected in accordance with applicable internal procedures (escalation, etc.).

Chapter II — Selection of the correction method

12. What are the organisational requirements that apply in the context of NAV
calculation errors and active investment breaches falling under the Circular
CSSF 02/77?

7 July 2020

In accordance with article 109 (1) (@) of the Law of 17 December 2010 relating
to undertakings for collective investment, respectively article 16 of the Law of
12 July 2013 on alternative investment fund managers, investment fund
managers (i.e. UCITS management companies, authorized AIFM, self-
managed UCITS and AIFs) are required to have, among others, sound
administrative and accounting procedures as well as adequate internal control
mechanisms.

On that basis, the CSSF considers that the organisation of investment fund
managers (whether Luxembourg based or not) managing Luxembourg
domiciled funds shall provide for robust policies, processes and procedures
governing the treatment of NAV calculation errors and investment breaches.

More particularly in this context, investment fund managers have to establish
and implement a detailed policy approved by the Board of Directors of the
investment fund manager and, if applicable, by the Board of Directors of the
UCI.
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The policy and the related operational procedures should, in particular, cover
the following elements (non-exhaustive list):

the governance process, together with the different stakeholders involved,
applied in relation to the NAV calculation errors and investment breaches;

the oversight of the delegate in case of delegation of activities pertaining
to the NAV calculation and investment compliance;

the definition of active vs. passive investment breach and applicable criteria
(considering notably the events that are or not beyond the control of the
UCI);

the different steps, with the associated timeline, in relation to the correction
of NAV calculation errors and active investment breaches;

the NAV error threshold applicable for each sub-fund;
the use and the level of de minimis;

the methodology used by sub-fund for the financial impact calculation in
case of active investment breaches: accounting (e.g. Average Weighted
Cost, LIFO, FIFO) vs. economic method (setting the comparative reference
index to be used by sub-fund);

the application of the compound or non-compound method used by sub-
fund for the financial impact calculation in case of material NAV calculation
errors (the compound method is a method where each NAV calculated
during the material error period, is corrected by (i) the direct effect of the
NAV calculation error and (ii) by the indirect effect linked to cumulative
subscriptions/redemptions made at an incorrect NAV during the material
NAV calculation error period). The non-compound method ignores the
cumulative effects of points i) and ii) above in each NAV calculated during
the material error period;

the periodic review of the adequacy and the effectiveness of the policy,
processes and procedures applied in relation to Circular CSSF 02/77.

Specialised Investment Funds ("SIFs”) which are not referred to in the specific
provisions of Part II of the Law of 13 February 2007 (hereafter "2007 Law")
and which are subject to the provisions of the CSSF Regulation N° 15-07

laying down detailed rules for the application of Article 42a of the 2007 Law
as regards the requirements in relation to risk management and conflicts of
interest should also establish and implement such a policy.
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The CSSF also recommends UCIs subject to Part II of the Law of 17 December
2010 which are not managed by an authorized alternative investment fund
manager as defined in the Law of 12 July 2013 to establish and implement
such a policy.

13. What are the conditions that UCIs have to comply with when applying the
economic method to determine the financial impact caused to a UCI in the case
of an active investment breach in accordance with Circular CSSF 02/77 ?

7 July 2020

The economic method, in accordance with Circular CSSF 02/77, calculates the
compensation by reference to the performance which would have been
realised in case the non-compliant investments would have had the same
fluctuations as the portfolio invested in compliance with the investment policy
and the investment restrictions provided for by law or the prospectus.

Following Circular CSSF 02/77 that allows the use of the economic method if
there is an adequate justification therefore, the following principles have to
be observed when using an economic method:

- the selected reference is in line with the investment policy as laid down in
the prospectus;

- itis used in a consistent way in the sense that active investment breaches
of the same nature occuring at the level of a given UCI are dealt with in
accordance with the same method;

- itisdocumented in an adequate way in the internal policy of the Investment
Fund Manager covering investment breaches whereby this policy has to
cover all UCI, to define, among others, the method for determining the
compensation, including the comparative performance to be used once the
decision was made to use the “economic method”.

The IFM should be able to demonstrate and to evidence with the necessary
documentation (including among others, objective elements) that the
comparative performance and the method for determining the compensation
do not prejudice the investors and have not been chosen with the objective
to minimise compensation payments.

The economic method can only be used if it is formally laid down in the internal
policy of the IFM. Otherwise, the CSSF expects the accounting method to be
used.

CSSF FAQ ON CIRCULAR CSSF 02/77

Version: Version diffusée 12/20




F
cssf

Commission de Surveillance
du Secteur Financier

14. In applying the economic method, can the performance of a non-eligible
asset be compared to the performance of a reference being representative of
the investment policy of the UCI in order to determine the compensation

amount?
7 July 2020

Yes.

The selected reference is only acceptable if it is a fair representation of the
investment policy (or part thereof) of the UCI as laid down in the prospectus
and therefore provides for a performance that could be expected by the
investors. Otherwise, the CSSF expects the accounting method to be used.

An acceptable reference is, for instance, the benchmark index of the UCI. For
example, in case the reference index of a mixed fund is a composite index
represented by a 50% bond index and a 50% equity index (the combination
of those benchmarks being representative of the whole portfolio), then the
prejudice in relation to a breach in the equity part of the fund can be calculated
by reference to the equity index (with a consistent use of the method over
time).

In all cases, the performance of the selected reference will be compared to
the performance of the non-eligible asset for calculating the compensation
amount.

15. In applying the economic method, can the performance of a non-eligible
asset be compared to a corresponding eligible asset having the same
characteristics in order to determine the compensation amount?

7 July 2020

No.

The method that only compares the performance of a non-eligible asset with
a corresponding eligible asset is not acceptable.
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16. Who is responsible for choosing between the economic and accounting
method for the determination of the prejudice suffered by the UCI in case of an
active investment breach?

7 July 2020

The Board of Directors of the Investment Fund Manager, and, if applicable,
the Board of Directors of the UCI, are in charge of the internal policy governing
the treatment of investment breaches. On that basis, they are ultimately
responsible for the method used for the determination of the compensation
amount.

In case of an umbrella fund, the choice of the methodology (Yeconomic” or
“accounting”) can be done for the entity as a whole or at the level of each
sub-fund individually.

17. Is it possible, within the same UCI, to use the accounting method to
calculate the compensation amount for certain active investment breaches (e.g.
article 50(2) of the 2010 Law) and to use an economic method to calculate the
compensation amount for other types of active investment breaches (e.g.
diversification limits of the 2010 Law)?

7 July 2020

Yes, if this is formally laid down in the internal policy of the IFM and applied
on a consistent basis.

18. Under what conditions can a change of the method in the correction of an
investment breach be accepted within the meaning of Circular CSSF 02/77?

7 July 2020

A change of the correction method (e.g. from the accounting to the economic
method) is only possible if there is an adequate justification for such a change.

First, a change of the correction method has to be approved by the Board of
Directors of the Investment Fund Manager and, if applicable, the Board of
Directors of the UCI.
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Second, a change of the correction method is in principle not allowed when it
is decided in the context of the handling of a given investment breach. For
instance, the CSSF considers in principle that if in the past a given type of
investment breach has always been corrected by applying the accounting
method, then it is not possible to use the economic method afterwards in the
context of the occurrence of the same type of investment breach. It is only
upon prior approval by the Board of Directors of the Investment Fund Manager
and, if applicable, the Board of Directors of the UCI, that the method can be
changed for a next investment breach of the same type that will occur.

Finally, the CSSF considers that consistency must exist in the application of
the chosen method. For example, when the economic method has been
adopted, it must be applied consistently.

Chapter III — Tolerance threshold of Circular CSSF 02/77

19. Do the tolerance thresholds provided for by Circular CSSF 02/77 (e.g. 0,50%
of the NAV for bond funds, 1% for equity and other funds) also apply to errors
in the calculation of fees and costs borne by the UCI that led to payments higher
than the fees / costs laid down in the prospectus of the UCI?

7 July 2020

No.

The tolerance thresholds provided for by Circular CSSF 02/77 cannot be used
to refuse reimbursement of overcharged fees / costs.

The overcharged fees / costs borne by the UCI have to be reimbursed to the
UCI in all cases, irrespective of whether or not the overpayment is material
compared to the threshold applicable in accordance with Circular CSSF 02/77.

The recalculation of the NAV is, however, only necessary in situations where
the reimbursed fees / costs exceed the materiality threshold applicable in
accordance with Circular CSSF 02/77.

CSSF FAQ ON CIRCULAR CSSF 02/77

Version: Version diffusée 15/20



ﬂ
cssf

Commission de Surveillance

du Secteur Financier

20. In case the tolerance threshold applied to the fund (according to the
internally approved policy) in case of NAV calculation errors is lower than that
prescribed in Circular CSSF 02/77 or even not applied at all, do the
corresponding NAV calculation errors have to be notified to the CSSF?

7 July 2020

Yes.

In that case, all provisions (e.g. remedial action plan) of the Circular CSSF
2002/77 have to be applied based on the lower thresholds as determined for
the UCI.

21. What should be the applicable materiality threshold for UCIs being fund of
funds, index trackers or feeder funds?

7 July 2020

The applicable materiality threshold for NAV calculation errors for such funds
should be defined by reference to the investment policy laid down in the
prospectus.

For instance:

- a fund which is a fund of fund and whose investment policy provides for
investments in other bond funds (resp. money market/cash funds, mixed
funds) should be considered as a bond fund (resp. money market/cash
funds, mixed funds) for the purpose of determining the materiality
threshold;

- a fund which is an index tracker and whose investment policy provides for
investments in a bond index (resp. money market/cash index, mixed index)
through a synthetic replication method should be considered as a bond fund
(resp. money market/cash funds, mixed funds) for the purpose of
determining the materiality threshold;

- a fund which is a feeder fund and where the master fund, in accordance
with its investment policy, invests only in bonds (resp. money market/cash
or mixed instruments) should be considered as a bond fund (resp. money
market/cash funds, mixed funds) for the purpose of determining the
materiality threshold.

The approach that simply considers fund investments as equity and therefore
systematically applies the 1% threshold of the Circular CSSF 02/77 applicable
to equity and other funds, irrespective of the investment policy is not
acceptable.
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APPENDIX

1. Decision tree for NAV calculation errors

‘ Actual NAV error
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error material
?

Yes

Correction process and
notification required

Any subscriptions
and redemptions
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the NAV error 7
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Notification form (including
the impact calculation) to the
CSSF (simplified procedure)
No Remedial Action Plan -
Auditor reporting included in
the Long Form Report or
Management Letter
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2. Decision tree for investment breaches

l Actual breach ‘
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3. Decision tree for the use of the economic / accounting method

Actual Breach - use of
economic method

!

Defined in the internal policy that
governs the UCI:
- choice of the method for
determining compensation ?
- the comparative performance to -
be used (i.e. Reference -
i 2 -
benchmark index) ? -

Selected reference benchmark inde
chosen is a fair representation of the
investment policy (or part thereof) laid
down in the UCI prospectus (a
performance that could be expected by

the investors)?

Economic method can
not be used - accounting
method should be used

The comparative performance and
the method do not prejudice the
investors and have not been
chosen with the objective to
minimize compensation payments
?

Economic method can be
used but has to be used
consistently

T
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