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UCITS IV: Risk Reporting 
Delivers Competitive Edge 
While conceived before the financial crisis, UCITS IV contains 
important measures that reflect the post-crisis emphasis on 
investor protection and systemic risk. These measures include an 
increased focus on the requirement for a UCITS fund to employ a 
risk management framework that is appropriate to its fund holdings. 
While the new requirements create significant complexity, they also 
represent an opportunity for asset managers to underscore their 
commitment to risk management and transparency amid continued 
investor caution.

Launched in 1985 to support the development of a single market for financial services in 

Europe, Undertaking for Collective Investment in Transferable Securities (UCITS) funds are 

becoming the world’s dominant form of collective investing. A strong record of sensible 

regulation, sound risk management and good governance has helped to transform UCITS 

into a trusted brand that meets the investment needs of both retail and institutional inves-

tors. Moreover, UCITS has gained acceptance in markets across the world, including Asia 

and Latin America, where they have great potential for future growth.

As the UCITS framework has evolved over the years, its reputation for robust risk manage-

ment has been underpinned by measures in successive directives; UCITS IV represents 

another significant step forward in this respect. The emphasis on risk is most evident 

with the introduction of the Key Investor Information Document (KIID), a two-page fact 

sheet designed to make it easier for investors to understand and compare fund products 

that incorporates simple risk measures including the synthetic risk and reward indi-

cator (SRRI). The introduction of a more defined and prescriptive governance and risk 

management regime under the “management company” pillar of the new directive also 

underscores this priority.

In particular, the new measures in UCITS IV place greater focus on enforcement and 

the quantitative aspects of risk management. A management company or investment 

company must develop an independent risk management function to implement a risk 

management policy (RMP) that is approved by the board. Specifically, the RMP must 
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enable the identification, measurement and management of the 

risk to which the fund may be exposed — taking account of the risk 

areas shown in Figure 1 — and perform additional disclosures to the 

regulator and investors.

While the directive specifies a series of requirements for measuring 

and mitigating a fund’s risks in each of the categories, the directive 

and supporting guidelines issued by the European Securities and 

Markets Authority (ESMA), formerly the Committee of European 

Securities Regulators, do not always provide specific directions on 

how to approach and achieve these calculations. For example, the 

directive does not define how liquidity risk should be measured. This 

uncertainty adds to the opportunity for asset managers to differen-

tiate themselves through best-practice implementation of the new 

requirements, delivering enhanced risk management, risk reporting 

and clearer information. Outlined below are the key requirements 

around the main risk areas that UCITS needs to measure:

Market risk

An important requirement of UCITS IV is that asset managers 

must be able to document their implementation of a complete 

risk management framework that is appropriate for the type of 

fund that they manage. Recognising the significant variations in 

fund complexity, the directive allows two different approaches to 

measuring global exposure — the “commitment” approach and the 

“advanced” or Value at Risk (VaR) approach.

The commitment option is designed for relatively straightforward 

funds, such as long-equity funds. The advanced approach, mean-

while, was conceived to monitor the risks of funds using more 

complex investment strategies or deploying exotic derivatives, 

including funds that fall into the “alternative UCITS” category. There 

are three key drivers for choosing the advanced approach:

•	 The fund has a complex investment policy.

•	 It has exposure to exotic derivatives.

•	 The commitment approach does not reflect the market risk to 

which the fund is exposed.

In a world that remains highly risk-sensitive, asset managers are 

keen to demonstrate to their investors that they are taking every step 

to ensure the security and transparency of their funds. In addition, 

the advanced approach can provide better oversight and control over 

the risks faced by a fund and inform their contingency planning for 

extreme market events. As it takes into account more variables, the 

advanced approach is arguably a richer measure of the risks faced 

by a fund.

Under the commitment approach, ESMA guidelines specify the meth-

odology for calculating the underlying market exposure represented 

by different types of derivatives, thereby providing a standard meth-

odology for calculating the overall global exposure with options for 

netting and hedging. Making these calculations using the advanced 

approach is more complex, but key requirements include:

•	 ValUe aT RISk (VaR) oR oTheR adVanCed meThodology  Each 

fund can choose to report VaR on either a relative or absolute 

basis. Guidelines are in place to help funds determine which 

approach is most appropriate for them. Under absolute VaR, 

measures are used to calculate the proportion of a fund’s net asset 

value that is at risk at any time. The exact risk limit of each fund 

should be set in accordance with its defined risk profile, which 

may be less than the maximum regulatory limit of 20 percent. 

Relative VaR measures the risk performance of the fund against a 

selected derivative-free benchmark or reference portfolio (whether 

real or theoretical). The fund’s own VaR should never exceed 

double that of the model or benchmark portfolio.

•	 BaCk TeSTIng  Whichever of the two VaR approaches is adopted, 

the accuracy and quality of the calculation must be assessed by 

comparing real-world gains and losses to those forecast by the 

VaR model. This process of testing or validating the model is 

referred to as back testing. 

 As an example, where the 99 percent, one-day VaR is a loss of 

€1 million, there is a 99 percent chance that the fund will not 

lose more than €1 million. In a year composed of approximately 

Figure 1: Key risk Areas Under UCItS IV
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250 business days, this level of loss would be expected to occur 

on average 2.5 times. If this level of loss were exceeded more 

frequently, then the VaR model may be underestimating the level 

of risk. This information and analysis of the cause of the over-

shoots should be reported to senior management and, to ensure 

total transparency, to the UCITS competent authority. 

 There are two widely accepted approaches to back testing: “dirty” 

and “clean” back testing. Dirty back testing involves comparing 

the VaR against the gain/loss calculated from the portfolio’s effec-

tive changes in value. While this method is relatively simple to 

implement, it may result in a higher frequency of overshoots attrib-

utable more to the back-test methodology rather than the VaR 

model itself. Clean back testing — whereby the VaR is compared 

against the gain/loss calculated from the portfolio’s end-of-day 

value and, assuming unchanged positions, its value at the end of 

the subsequent day — is more accurate, although it is computa-

tionally complex.

•	 STReSS TeSTIng  Managers using the VaR method also need to 

perform a range of different stress tests to establish how a fund or 

portfolio would react to changing conditions in the markets. Such 

tests should relate to the individual strategies of particular funds 

and managers. For example, where one manager might wish to 

track the likely impact of major shifts in interest rates or inflation, 

another might be more interested in FX movements, and a third in 

those changes affecting commodity prices such as copper or oil. 

 In addition, managers need to be able to identify extreme events 

that could trigger catastrophic losses in their portfolio. For this 

reason, the ability to go beyond re-enacting the impact of historic 

events and develop new scenarios is essential best practice, 

demonstrating high levels of flexibility and configurability to indi-

vidual needs.

•	 leVeRage RaTIo CalCUlaTIon  Funds that use the advanced 

approach, incorporating the VaR calculation are also required 

to calculate their leverage ratios as a way of ensuring that they 

have not become excessively leveraged. The directive specifies a 

method of calculation for this ratio and requires the leverage level 

to be published in the prospectus and financial statements.

•	 RISk aTTRIBUTIon  As part of the overall risk management 

framework, it is essential that the asset management company 

understands the nature and likelihood of the risks within a UCITS 

fund. Only by identifying all of the risks faced can the manager 

act to mitigate them. This information enables the risk manager or 

fund manager to review the report to understand the sources of 

their risk, determine the appropriate actions to take in mitigating 

the risk and report on the risk to key stakeholders.

In addition, the fund’s risk management function must implement and 

document an adequate and effective risk management solution for 

counterparty risk, including a measure of the positive mark-to-market 

value of over-the-counter (OTC) derivatives with each counterparty. 

Netting is authorised, based on certain conditions, and collateral may 

be used to reduce counterparty exposure, subject to haircuts.

Liquidity risk

Liquidity risk refers to the ability to sell a fund’s underlying securi-

ties in a timely manner when required to meet redemption requests. 

While it is arguably one of the most important risks funds face, not 

all asset management companies may have considered the likely 

volume and nature of redemption requests in crisis scenarios. 

Suspending redemptions is not a credible option for UCITS funds, 

and it is important that all funds have in place contingency plans 

that define the actions to be taken in the event of mass redemption 

requests in a time of crisis.

While UCITS IV requires fund managers to address the issues asso-

ciated with liquidity risk, it does not specify how they should do so. 

Moreover, there is no consensus among regulatory authorities on 

a robust methodology, placing the responsibility directly on UCITS 

managers to put their own frameworks in place. This construct is 

problematic for many, particularly as the financial crisis highlighted the 

genuine threat to market liquidity that extreme scenarios can generate.

Following consultation and discussion, including guidance from 

regulators, State Street has created an approach to provide quantita-

tive measures for both funding and market liquidity risk in normal 

and stressed scenarios. These quantitative measures are a key input 

to a fund’s liquidity risk management framework for measuring and 

managing liquidity risk.

Operational and reputational risks

The directive also places an emphasis on operational and reputa-

tional risks. Key to operational risk is the valuation of OTC derivatives. 

Asset management companies are now required not only to take the 

prices provided by their counterparties, but also systematically to 

take prices from independent third parties.

building the right framework

Implementation of the risk management requirements included in 

UCITS IV — particularly in areas like liquidity where there is no 

specific guidance — is complex and challenging. Asset managers 

must fully understand the regulatory requirements and build 

the frameworks most appropriate to their particular investment 

strategies. While addressing these requirements creates several 
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challenges, asset managers should also view the new regime as 

an opportunity to develop increasingly sophisticated risk tools 

and technologies that enable enhanced insights, better risk 

management and more detailed reporting to investors. 

In these days of continuing investor nervousness, it is hugely 

advantageous for a fund to be able to demonstrate that it has a 

solution that provides independent oversight — particularly one 

with a fully effective back-testing solution. The recent financial 

crisis has resulted in the development of tools that provide the 

details managers need to gain insights into the reasons for 

their funds’ behaviour, not simply measuring and reporting on 

the risks they face. These tools will become an increasingly 

important feature of the UCITS landscape in the months and 

years to come as managers seek to exploit new sources of 

understanding and advantage in their competitive strategies.

Measurement solutions designed to meet UCITS IV’s require-

ments will give asset managers greater insight into the level 

and composition of the risks they are taking. They should be 

in a stronger position to calibrate their investment strategies 

more closely to their risk exposures, and to develop investment 

products that are closely aligned to the risk appetites of poten-

tial investors. 

As asset managers respond to the new requirements of UCITS 

IV, the choice of servicing partner is vital, as not all providers 

can offer a full range of the risk-reporting services that managers 

are likely to need. ESMA guidelines specifying that risk manage-

ment solutions should be independently validated make the 

choice of service provider partner even more important.

Having honed its risk-reporting expertise in the hedge fund 

space, and through its stress-testing solutions for money market 

funds in the US, State Street is well placed to help UCITS 

managers navigate these requirements. We currently service 

more than $1 trillion in assets on our risk platform. Our risk 

measurement engine and reports are designed to help UCITS 

funds develop best-practice approaches for even the most 

complex requirements of the new directive, including the VaR 

approach to calculating global exposure. Our reporting covers 

the risk-reporting elements required by the directive, with 

reports delivered daily. We also provide detailed background 

information on the analytics and underlying assumptions to 

help managers fully understand and assess the results.

Given the complexity surrounding risk management and 

measurement, the resources available to asset managers 

through their service providers are fundamentally important. 

Careful evaluation and selection of the right partners is a key 

priority for asset managers today.


