
 

 

 

 

January 10, 2012 

 

Via Electronic Mail  

 

Ms. Olga Petrenko and Mr. Christophe Polisset 

Senior Officers, Market Division 

European Securities and Markets Authority 

103 Rue de Grenelle 

75007 Paris 

France 

 

 Re: Regulation on Short Selling and Certain Aspects of Credit Default Swaps 

 

Dear Ms. Petrenko and Mr. Polisset: 

Managed Funds Association (“MFA”)
1
 thanks ESMA for organising, and giving us the 

opportunity to participate in, the Roundtable of 7 December 2011 on Level 2 measures for the 

Regulation of the European Parliament and of the Council on Short Selling and certain aspects of 

Credit Default Swaps (the “Regulation”). 

We would like to take this opportunity to follow up on certain technical issues which 

were discussed during the Roundtable, with a view to providing constructive ideas on how some 

of the Level 2 issues might be approached.  We look forward to ESMA’s consultation paper on 

the Level 2 issues and will provide responses to that consultation paper accordingly. 

Article 3 (Short and long positions) 

Holdings in baskets and indices 

 Article 3(3) requires that any position held by a person indirectly – including through an 

index or basket of securities or ETF – must be included in the calculation of short and long 

positions.  We note that Article 3(3) refers to the position holder having regard to “publicly 

available information” as to the composition of the index/basket/ETF.  While this is helpful, we 

believe ESMA should make clear in its advice to the Commission (or in other guidance) that 

“publicly available information” means information (which is updated in a time frame consistent 

with the reporting obligation) that can be obtained without payment so that position holders do 

not have to pay significant fees to index owners/ETF sponsors for data licenses.  Otherwise it 

                                                 
1
 MFA is the voice of the global alternative investment industry. Its members are professionals in hedge funds, funds 

of funds and managed futures funds, as well as industry service providers. Established in 1991, MFA is the primary 

source of information for policy makers and the media and the leading advocate for sound business practices and 

industry growth. MFA members include the vast majority of the largest hedge fund groups in the world who manage 

a substantial portion of the approximately $2.0 trillion invested in absolute return strategies. MFA is headquartered 

in Washington, D.C., with an office in New York. 
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would be extremely expensive for market participants to include broad-based indices in their 

calculations.  Typically, trades on indices are used for hedging purposes rather than to take a 

directional view on a particular name on the index, so market participants do not currently track 

the detailed information in relation to underlying stock in an index. 

MFA is concerned generally about the practical effect of requiring disaggregation of all 

positions in indices.  Unlike existing short selling disclosure rules in Member States, which relate 

typically to a limited number of companies (typically financial institutions), the disclosure 

obligation under the Regulation applies in respect of all companies admitted to trading on a 

trading venue in the EU.  This means that the reporting burden will be significantly greater than 

is currently the case under the existing regime.   This is particularly problematic in relation to 

broad-based indices.  In this regard, MFA believes that Article 3(3) should be interpreted such 

that a position in an index should be considered only if an individual stock represents more than 

a certain percentage, such as 20%, of the index, or the position holder through its holding in the 

index holds more than 1% of the relevant stock.
2
 

Convertible bonds 

 MFA believes that in calculating its net short position, a person should be permitted to 

net long positions held by means of convertible bonds against short positions in the same issuer.  

Excluding convertible bond positions would mean excluding what is legitimately a long position 

from the calculation and give an inaccurate result.   

MFA notes that the definition of “issued share capital” in the Regulation refers to “the 

total of ordinary and any preference shares issued by the company but does not include 

convertible debt securities.”  This definition does not exclude convertible bonds from the 

calculation of “long positions” under Article 3(2) of the Regulation, it simply states which of the 

issuer’s securities should be aggregated to determine the denominator of the calculation of a 

person’s net short position.  

Article 3(2) of the Regulation defines long positions for purposes of the calculation as 

those “relating to” the issued share capital of a company.  Convertible bonds are long positions 

which “relate to” the issued share capital of a company.  More specifically, convertible bonds 

fall within either the definition in Article 3(2)(a), which refers to the relevant person “holding a 

share”, or Article 3(2)(b), which refers to “a transaction which creates or relates to a financial 

instrument other than an instrument referred to in point (a) and the effect or one of the effects of 

the transaction is to confer a financial advantage on that natural or legal person in the event of an 

increase in the price or value of the share…”  With regard to Article 3(2)(b), the value of a 

convertible bond is clearly affected by movements in the price of the related share.  For clarity, 

the Commission should specify that investors should include long positions through convertible 

bonds in the calculation.   

                                                 
2
 This approach is used, for example, by the UK Financial Services Authority (FSA) in its existing rules on the 

disclosure by holders of long positions; the relevant FSA rule includes an anti-avoidance provision, so that a person 

could not utilize this approach in order to avoid having to make the relevant notification. See DTR 5.3.3 G (2)(c) 

(available at http://fsahandbook.info/FSA/html/handbook/DTR/5/3).  

http://fsahandbook.info/FSA/html/handbook/DTR/5/3
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Subjecting investors to the disclosure requirements under Articles 5 and 6 on the basis 

that they are unable to net off long convertible bond positions from their short positions in the 

same company would discourage investors from providing capital through convertible bond 

issuances.  Convertible bonds are an important manner by which companies, including distressed 

companies, seek to raise capital. Most investors in convertible bonds seek to hedge their market 

risk by shorting stock to maintain a sufficient “delta” hedge. Under such a strategy, when the 

price of the underlying security goes up, owners of convertible bonds sell short to hedge their 

exposure, and when the price of the underlying security goes down, they buy shares of the 

security to cover short positions and limit volatility to the down side. Discouraging an investor 

from managing the risk of its long investments through short positions would reduce investments 

on the long side of the market that provide public companies with necessary funding and market 

liquidity. 

In addition to the calculation of net short positions for the purposes of the disclosure 

requirements, it is extremely important that, for purposes of short selling bans (e.g., which could 

be introduced under Chapter V of the Regulation), convertible bonds are permitted to be 

included in the calculation.  As noted above, the inclusion of convertible bonds in the calculation 

of net short positions has been recognised in existing Member State short selling bans, such as 

those imposed by France, Belgium, Spain and Italy in the latter half of 2011.  MFA urges ESMA 

to make clear that, in the context of Member State (or ESMA) prohibitions on short selling, 

convertible bonds can be included in determining whether a person has a short position in an 

issuer which is a subject of the prohibition. 

Aggregation of holdings 

MFA believes that, when calculating long and short positions for purposes of the 

disclosure obligation, investment managers should be permitted (but not required) to aggregate 

the positions of funds managed by them where appropriate, e.g., for funds which adopt similar 

investment strategies. 

Definition of “sovereign issuer” 

MFA notes that the definition of “sovereign issuer” is broad in that it beyond a reference 

simply to each EU Member State.  In order to provide clarity to the financial markets, MFA 

believes that there will need to be a specific list of entities which are considered to be “sovereign 

issuers” for purposes of the Regulation; such a list could be published, for example, on the 

ESMA website. 

Delta-adjusted basis 

MFA believes that financial instruments should be accounted for on a delta-adjusted basis 

rather than a notional basis.  This more accurately reflects the relevant person’s economic 

exposure to the underlying shares, and is consistent with existing Member State short selling 

rules. 

Article 4 (Uncovered position in a credit default swap) 
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 The main issue raised by Article 4 is whether, for the purpose of the restriction on 

uncovered sovereign CDS in Article 14, the value of a particular portfolio of assets, financial 

contracts or financial obligations is “correlated” to the value of the particular sovereign debt (so 

that one could show the sovereign CDS position was entered into in order to hedge an exposure).  

While Recital (21) gives some guidance as to what is considered to be “correlated”, MFA 

encourages ESMA to take a broad view of correlation, recognizing in particular that correlation 

can be present in a wide range of circumstances.  Among other things: 

 Cross-border correlation.  Recital (21) provides some helpful guidance in respect of 

what may be considered to be “correlated”, but appears to focus on exposures within the 

same country that is the subject of the sovereign CDS.  MFA encourages ESMA to make 

clear that exposures in one country can be hedged by buying protection on another 

country.  For example, if a person has an exposure to German banks, he might wish to 

buy protection on Denmark instead of Germany, because CDS on Denmark might 

provide 90% of the protection, but at 50% of the cost of protection as compared with 

CDS on Germany.  MFA notes that the Regulation itself contemplates cross-border 

correlation.  For example, Article 3(5) provides that the determination of the net short 

position for sovereign debt includes not only debt issued by a sovereign issuer but also 

debt issued by any other sovereign issuer, the pricing of which is (highly) correlated with 

that of the first sovereign issuer.  

 Statistical correlation.  It is not always possible to demonstrate precise correlation on a 

pure statistical/mathematical or dollar-for-dollar basis.  For example, the relevant 

reference asset held by the protection buyer under the sovereign CDS could be extremely 

illiquid so that no accurate market price is available.  Alternatively, credit protection on a 

particular sovereign could be bought in anticipation of a correlated risk.  So long as the 

protection buyer entered into the transaction on the basis of a good faith judgement as to 

correlation, that person should not be considered to have an uncovered position. 

 Tail risk hedging.   MFA encourages ESMA to recognize that many investors hedge 

against tail risk – an asset may not be correlated on a day-to-day basis with a sovereign 

CDS, but would be expected to have a very high level of correlation if there was a tail 

risk type event, such as severe market turmoil.  Tail risk hedging is particularly relevant 

given the current uncertain and volatile economic climate; it is important that such 

hedging be allowed to continue.  

 Net exposure.  MFA believes that the determination of whether a particular person is 

“uncovered” in relation to positions in a sovereign CDS should be on a portfolio basis, 

i.e., on the basis of the net exposure that the person has to the sovereign. 

 Insurance recharacterisation.  It is important that there should not be a strict requirement 

for the sovereign CDS protection buyer to hold the exposure it is hedging (i.e. the 

reference asset) for the life of the CDS.  This is important because under certain legal 

systems (including under English law and New York law, which together govern the 

majority of CDS contracts), a requirement that a CDS protection buyer always hold the 
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reference obligation could result in that CDS contract being characterized as a contract of 

insurance.
3
  This would result in the protection seller being required to have a license to 

write insurance – protection sellers in most cases do not have such licenses.  In this 

regard it would be helpful for ESMA to clarify that the reference to “insurable interest” 

principle in Recital (21) should be taken as merely indicative of the policy behind the rule 

in Article 14 of the Regulation, rather than an expression of what the rule requires.   

 Changes in underlying exposure.  Consistent with the insurance recharacterisation issue 

discussed above, there should not be a strict requirement for a sovereign CDS to be 

unwound upon the protection buyer no longer holding the reference asset, provided that 

the protection buyer entered into the sovereign CDS contract in good faith and had the 

expectation or intention at the time of entering into the contract that he would be holding 

the asset for a reasonable period of time and hence was hedging an exposure.   

 Redesignation of hedging.  A protection buyer under a sovereign CDS should have the 

flexibility to reallocate the hedge to another asset by redesignating what the relevant CDS 

covers for purposes of Article 4 of the Regulation. 

 Indices.  It would be helpful for ESMA to confirm that the Regulation does not impose a 

prohibition on uncovered CDS on sovereign indices e.g., Markit iTraxx SovX Western 

Europe Index. 

In this regard it may be helpful for ESMA to provide examples of transactions where the 

sovereign CDS may be considered to be “covered”.  Apart from obvious examples such as 

hedging exposure to sovereign debt by buying CDS protection on that sovereign, MFA would 

suggest the following for ESMA’s consideration: 

 Any exposure to any asset or contractual obligation in a Member State should be deemed 

to be correlated with the value of that Member State’s sovereign debt. 

 A holder of bank debt in Portugal should be able to hedge that risk by buying CDS 

protection on Spain.  Equally, if a person has exposure to a U.S. bank which itself has 

significant exposure to French sovereign debt, that person should be able to hedge his 

risk in that U.S. bank’s exposure by buying CDS protection on France. 

 Where a person hedges a portfolio of bonds issued by certain German energy companies 

by buying CDS protection on Germany, that CDS does not have to be unwound if the 

bonds in that portfolio are substituted by bonds of other companies. 

                                                 
3
 For a description of the issue, see Credit default swaps, guarantees and insurance policies: same effect, different 

treatment? by Leonard Ng, Butterworths Journal of International Banking and Financial Law, Dec 2010, p. 664 

(available at www.sidley.com/credit-default-swaps-guarantees-and-insurance-policies-same-effect-different-

treatment-12-01-2010/).  

http://www.sidley.com/credit-default-swaps-guarantees-and-insurance-policies-same-effect-different-treatment-12-01-2010/
http://www.sidley.com/credit-default-swaps-guarantees-and-insurance-policies-same-effect-different-treatment-12-01-2010/
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 An investor owning Italian bonds who is concerned about Italy leaving the eurozone and 

thus having those bonds potentially being redenominated into Italian lira could buy 

protection on Italy as a hedge against that redenomination risk.  In this case the hedge 

relates to currency redenomination risk, but the hedge is achieved by buying protection 

on the relevant sovereign. 

The list of examples should be clearly expressed to be illustrative and not binding, given 

the constantly-changing manner in which hedging is carried out (as noted above).  It should be 

sufficient for an investor to be able to demonstrate that its actions are in accordance with a 

documented investment strategy which contemplates that hedging be carried out, and that the 

investor entered into the transaction on a good faith basis in relation to the correlation 

requirement. 

Article 7 (Notification of net short positions in sovereign debt) 

Article 7 refers to the notification threshold consisting of an “initial amount and then 

additional incremental levels”.  We note the reference to “amount” rather than “percentage” (the 

latter being used in Articles 5 and 6 in relation to shares).  MFA encourages ESMA to 

recommend a threshold based on a specific published amount (which ESMA can update from 

time to time with ample notice to the market).  MFA is of the view that, if the threshold is a 

percentage, then it will be very difficult for position holders as they would have to calculate the 

total outstanding value of each sovereign’s debt on a daily basis.   

If the threshold is expressed as a percentage, ESMA should specify and publish a fixed 

denominator (which it can amend over time with ample notice to the market).  This would be 

consistent, for example, with the approach relating to disclosure of long positions under 

Directive 2004/109/EC (the Transparency Directive).   Issuers are required under Article 15 of 

that Directive publicly to disclose the total number of voting rights and capital at the end of each 

calendar month during which an increase or decrease of voting rights or capital has occurred, in 

order that long position holders can determine if the relevant percentage thresholds for disclosure 

have been reached or exceeded. 

If, notwithstanding the arguments above, ESMA should decline to specify and publish a 

fixed denominator as we suggest above, MFA would urge ESMA at least to make clear that 

position holders have the ability to use standard bond calculations in determining the value of the 

total outstanding value of the relevant sovereign’s debt.  It is essential that a simple face value 

determination not be adopted; the maturity and coupon of a sovereign bond (among other 

factors) has a significant impact on the value of the bond for the same sovereign issuer.  For 

example, a 10 year bond with a face value of $1 million and a coupon of 2% is not worth the 

same as a 1 year bond with the same face value and coupon. 

Article 12 (Restrictions on uncovered short sales in shares) 

Article 12(1)(c) requires that the relevant short seller have “an arrangement with a third 

party under which that third party has confirmed that the share has been located and has taken 
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measures vis-à-vis third parties necessary for the natural or legal person to have reasonable 

expectation that settlement can be effected when it is due.”  

Recital (19) provides some guidance as to what is expected in terms of “locate” and 

“reasonable expectation”.  MFA believes that the current practice of prime brokers notifying 

hedge funds whether (and to what amount) particular shares may be shorted satisfies this 

requirement.   The prime brokers will already have taken “measures vis-à-vis third parties” (e.g. 

locating beneficial owners of shares) which gives comfort to the hedge fund that the prime 

broker will be able to provide the shares for settlement.  MFA appreciates the guidance in Recital 

19 in this regard.  To this end MFA suggests the following approach for purposes of Article 

12(1)(c). 

Locate 

An investor will be deemed to have located a share if it has received confirmation from a 

third party such as a prime broker, lender or other intermediary actively engaged in the securities 

lending markets (a "Locate Provider") that it reasonably believes it could settle a sale of such 

shares by that investor (in the amount requested by the investor or as otherwise specified by the 

Locate Provider). Locates should be deemed valid only for the date(s) such locates are specified 

to apply.  

A Locate Provider must be an investment firm or another type of intermediary or an 

institutional investor, regulated by a recognized financial markets regulator and ordinarily 

engaged in the business of lending or borrowing securities. The investor must have entered into 

an agreement with the Locate Provider which sets out the terms on which the parties will 

interact. 

Locate Providers should make an assessment of the relative liquidity or illiquidity of 

shares available to it (to settle an investor’s sale) whenever it provides a locate to an investor, 

and in doing so should have regard to the relevant criteria, which may include but are not limited 

to the following: 

 the daily sources of supply of such shares available to that party, including from external 

lenders or other providers, or from shares held by that party, including their own internal 

positions;. 

 its own reasonable assessment of the stability of the supply being shown; 

 requests by other investors for the same shares; and  

 a reasonable assessment of the likely execution of sales in the relevant shares by investors 

to whom locates have been provided. 
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Reasonable expectation 

An investor wishing to sell short must also demonstrate that it has a reasonable 

expectation of being able to settle its sale on the intended settlement date. In the case of shares 

where a locate has been obtained, the investor can be assumed to have a reasonable expectation 

through the process of locating the shares if, in addition to confirming the locate, the Locate 

Provider confirms that the process it employs in providing a locate includes an assessment of the 

relevant criteria, including but not limited to, those set out above. Where that is obtained by the 

investor, no further action is necessary.  For shares where a locate is given but no such 

confirmation has been obtained from the Locate Provider, the investor must take alternative steps 

to obtain a reasonable expectation of settlement, which may include having relevant shares 

reserved specifically for borrowing by that investor.  As mentioned below the investor must 

ensure that there is sufficient evidence retained to demonstrate the steps that they have taken.  

Evidence of locate and reasonable expectation 

It is important that an investor is able to evidence that the shares have been located and 

there is a reasonable expectation that the sale is capable of being settled on the intended 

settlement date.  A locate may be evidenced by a locate ID or other record provided by the 

Locate Provider. The evidence should be capable of identifying the shares located and the date 

on which the locate was confirmed.
4
   

Article 14 (Restrictions on uncovered sovereign CDS) 

 Apart from the discussion above relating to what is considered to be “uncovered” 

sovereign CDS, MFA notes that the language relating to Member State suspensions of the 

Article 14 restriction is not entirely clear. 

Article 14 provides that a Member State regulator can suspend the restriction where the 

relevant restriction has a negative impact on “the” (rather than “its”) sovereign CDS market.  

MFA takes this to mean that, in suspending the restriction, Member States can take a view on 

whether the sovereign CDS market as a whole (globally) is functioning, not only in its own 

Member State.  So for example, where a Member State considers that the EU sovereign CDS 

market generally is not functioning properly, that Member State can permit persons within that 

Member State to enter into sovereign CDS transactions relating to other sovereign issuers (as 

well as that Member State itself).   

Articles 18-23 (Powers of Member State regulators to impose restrictions) / Article 28-29 

(Powers of ESMA to impose restrictions) 

MFA encourages ESMA to make clear that there is an expectation that Member State 

regulators should give sufficient notice to the market before the implementation of any new 

                                                 
4
 We note that an investor should be permitted to evidence that shares have been located, and there is a reasonable 

expectation that the sale is capable of being settled on the intended date, through other appropriate means, for 

example if the investor has not used a Locate Provider or other intermediary.   
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restriction.  Sudden restrictions or prohibitions have a destabilizing effect on financial markets 

and MFA is keen for such instability to be avoided.  In this regard MFA supports the approach 

taken by the Italian CONSOB in relation to restrictions on uncovered short sales of Italian stock, 

which was announced on 11 November 2011 but which took effect only on 1 December 2011.   

Similarly, any restriction introduced by ESMA pursuant to Article 28 should be subject to 

a reasonable notice period in order to reduce market instability. 

*  *  *  *  * 

MFA would be pleased to discuss this matter with you. Please do not hesitate to contact 

Stuart J. Kaswell (SKaswell@managedfunds.org) or the undersigned at (202) 730-2600.  

Respectfully submitted,  

 

/s/ Richard H. Baker 

 

Richard H. Baker  

President and CEO 

 

Cc: Verena Ross, Executive Director, ESMA 

Rodrigo Buenaventura, Head of Markets Division, ESMA 

Richard Stobo, Senior Officer for Investment Management, ESMA 

Dilwyn Griffiths, Head of Market Infrastructure and Policy Department, UK FSA 

Antonio Mas Sirvent, Director of International Relations, Comisiòn Nacional Del  

Mercado de Valores 

 

 


