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 VaR LIMIT CLARIFICATION 
 

Introduction 

 

On 29th October, 2008, the Financial Regulator published a short paper1 and revised 

Guidance Note 3/03 providing for a clarification of the limits to be applied by a UCITS when 

calculating global exposure using the absolute Value at Risk methodology (absolute VAR).  

 

VaR Limit Clarification 

 

The Paper describes the change as a technical clarification which allows flexibility in the 

quantitative parameters used to measure risk while ensuring that existing limits are not 

compromised. 

 

Revision to Guidance Notes 3/03 

 

Guidance Note 3/03 - Purpose 

 

A Commission Recommendation on the use of derivatives by UCITS (the “Commission 

Recommendation”)2 was issued in 2004 requiring competent authorities in Member States to 

implement risk management guidelines in line with standards indicated in the Commission 

Recommendation in order to ensure investor protection. In light of this, Guidance Note 3/03 

was issued by the Financial Regulator outlining the parameters for the use of derivatives by 

UCITS and providing guidance on the measurement and control of derivative associated risk 

by UCITS. 

 

Guidance Note 3/03 contains detailed requirements regarding: 

 

- the format and content of the Risk Management Process; 

- the options for measuring and controlling risk exposure; 

                                  
1 Collective investment schemes – VaR limit clarification, October, 2008. 
2 Commission Recommendation 2004/383/EC of 27 April, 2004. 
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- requirements and limits on position exposure; counterparty exposure; and 

counterparty restrictions. 

 

Measurement of Global Exposure and Leverage – Sophisticated UCITS 

 

A sophisticated UCITS fund is required to use an advanced risk measurement methodology 

to measure global exposure. The Financial Regulator recommends the use of the Value-at-

Risk (VaR) method and requires that the VaR model employed by the UCITS meets certain 

quantitative and qualitative criteria. 

 

VaR 

 

VaR may be calculated using an acceptable proprietary or commercially available model. 

Absolute VaR or Relative VaR may be applied. Absolute VaR is the VaR of the fund capped 

as a percentage of net asset value. The changes to the Guidance Note relate to the 

parameters for the use of absolute VaR and are considered in detail below. Relative VaR is 

the VaR of the fund divided by the VaR of a benchmark or a comparable, derivatives-free 

portfolio. Under Relative VaR, VaR is limited to twice the VaR on the benchmark or 

comparable, derivatives-free portfolio. 

 

Changes to Parameters for Absolute VaR 

 

Guidance Note 3/03 now applies a general limit (that may be raised only in exceptional 

cases) for absolute VaR of 20% of net asset value. This limit was previously set at 5% of net 

asset value. The quantitative standards applied by the VaR model must include a 99% 

confidence level and a holding period of 20 days.  

 

The VaR model used must also adhere to the following requirements: 

 

- minimum historical observation period of one year (less if justified, for example 

on the grounds of recent significant changes in price volatility); 

- stress tests carried out at least quarterly (to assess the likely impact of potential 

movements in interest rates, currencies and credit quality); 

- back testing of the VaR model (a formal statistical process to compare actual 

portfolio returns to the VaR predicted). 

 

Where the VaR model applies a confidence level or holding period other than as set out 

above, a scaling process must be applied and detailed workings of such process must be 

provided in the risk management process. The Guidance Note provides details of scaling 
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calculations to be applied for an alternative confidence level or holding period. Where such 

alternative quantitative standards are applied, the VaR limit of 20% must be adjusted 

downwards accordingly. 

 

Existing UCITS 

 

A manager of an existing UCITS that measures global exposure using absolute VaR and 

wishes to avail of these revised measures will need to make appropriate changes to its risk 

management process and, depending on the level of disclosure, the offering documents of 

the UCITS. Such changes will need to be made in accordance with the requirements of the 

Financial Regulator. 

 

Date:  November 2008 
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 CONTACT US 
 

Our Offices 

Dublin 
33 Sir John Rogerson’s Quay, 
Dublin 2, 
Ireland. 
Tel: +353 1 667 0022 
Fax.: +353 1 667 0042 
 
Cork 
8 Webworks Cork, 
Eglinton Street, 
Cork, Ireland. 
Tel: +353 21 425 0630 
Fax: +353 21 425 0632 
 
Boston 
26th Floor, 
225 Franklin Street, 
Boston, MA 02110, 
United States of America. 
Tel: +1 617 217 2866 
Fax: +1 617 217 2566 
 
New York 
245 Park Avenue 
39th Floor  
New York, NY 10167 
United States 
Tel: +1 212 792 4166 
Fax: +1 212 792 4167 
 
Tokyo 
12th Floor, 
Yurakucho Itocia Building 
2-7-1 Yurakucho, Chiyoda-ku 
Tokyo 100-0006, Japan 
Tel: +813 6860 4885 
Fax: +813 6860 4501 
 
e-mail: enquiries@dilloneustace.ie 
website: www.dilloneustace.ie 
 
 
 

 

Contact Points 

For more details on how we can help  
you, to request copies of most recent 
newsletters, briefings or articles, or 
simply to be included on our mailing 
list going forward, please contact any 
of the team members below. 
 
Andrew Bates 
e-mail: andrew.bates@dilloneustace.ie 
Tel : +353 1 667 0022  
Fax: + 353 1 667 0042 
 
DISCLAIMER: 
This document is for information purposes only and 
does not purport to represent legal advice. If you 
have any queries or would like further information 
relating to any of the above matters, please refer to 
the contacts above or your usual contact in Dillon 
Eustace. 
 
 
Copyright Notice: 
© 2009 Dillon Eustace. All rights reserved. 
This article was published in the December 2008 
edition of the Finance Magazine. 
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