Continuity plan in the case
of an event or default
affecting a counterparty
I. Summary
Background
Following the public consultation on ETFs, which ended in May 2017, the French financial
regulator (AMF) asked French management companies who managed ETFs to produce a
continuity plan in the event of default of a counterparty of the ETF.
The purpose of this note is to propose a continuity plan in relation to management of ETFs,
when the fund uses OTC financial derivative instruments or securities lending, each management
company being responsible for putting its own continuity plan in place.
Counterparty risk of ETFs can be considered in 2 forms:
in the use of a financial derivative instrument – Swap – for ETFs known as “indirect
replication” ETFs,
in the use of securities lending for “direct replication” ETFs using securities lending
(which is not systematically the case for direct replication ETFs).
Default of a counterparty may be associated with various market events (eg; systemic
problem, shortage of liquidity on the market preventing the counterparty from meeting its
commitments, fraud, etc.) and consequently different solutions will be required depending
on the event in question. The management company must consider a range of solutions.
Moreover, the solution considered in the event of default of a counterparty depends on each
ETF and its underlying index. Consequently, there is no general solution which would be suited
to all circumstances.

II. Action plan “upstream” of the counterparty default
An analysis of the scope of the fund giving rise to the decision to apply one of the resolution
mechanisms may be combined with identification and listing of the counterparties with which
the management company has signed master agreement(s).
A. Prevention of default of a swap counterparty
The management company has 3 possible resolution mechanisms:
continuing with indirect replication management and switching the portion of the
swap allocated to that counterparty to another of the fund’s existing counterparties,
or changing the counterparty for a new one,
moving to direct replication,
or closing the fund.
These 3 options will be considered and selected in the best interests of investors and on
the basis of various criteria including, inter alia, market risk, the credit risk situation,
liquidity of the underlying instrument(s). Implementation of the options will also depend
on the contractual framework in place at the time when the default event occurs.
B. Prevention of default of a securities lending counterparty
The management company has several resolution mechanisms:
continuing its lending activity with one or more other counterparties for which a master
agreement is in place, while implementing the plan for resolution of the counterparty’s
default (recovering collateral, redeeming the loaned securities etc.),
suspending stock lending temporarily, for long enough to put in place a master agreement
with one or more other counterparties,
discontinuing securities lending.
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These 3 options will be considered and chosen in the best interest of investors and on the basis of market
risk and the existing master agreements in place at the time when the default event occurs.
C. Legal formalism with the swap or securities lending counterparty
In many cases, the management company has already signed ISDA or FBF master agreements with
several possible counterparties. The management company should therefore choose the best “backup” counterparty for continuity of the activity (having regard to the market conditions prevailing
at the time of default of the first counterparty and to the application of best execution), and in the
best interests of investors.
In the absence of master agreements negotiated with other potential swap counterparties, the management
company may enter into urgent trading with such counterparties, by signing a Long Form confirmation
(document setting out all features of the transaction, in which the parties indicate what type of regime
they fall under). The master agreement with such counterparties, implementation of which may take
a very long time, will then be drawn up subsequently. Use of the Long Form will allow the manager of
the ETF to retain its best execution / best selection capacity when it trades with a new counterparty.

III. Action plan “downstream” of the counterparty default
Upon the occurrence of default of a swap or securities lending counterparty, the management company
shall set up a committee responsible for the implementation of the management of the event and
overseeing the effectiveness of those arrangements. The management company may call on several
departments, for example: Structuring, Investment Management, Trading, Legal Department, Risk
Department, Commercial and Marketing Division, Middle Office, Compliance and Ongoing Control.
Each management company is responsible for setting up its committee and its process for managing and
exiting the crisis, having regard to its internal organisation, its expertise and the resources available to it.
The committee shall analyse the situation and decide whether a credit event should trigger an action
plan in accordance with point II. If this is the case, it shall carry out operational management of
the crisis throughout the various stages. The committee shall classify the event and determine the
strategy for exiting the crisis. As an example, the components of this crisis exit management phase
may include: a phase of notification of the default, a phase of informing the market (trading halt,
discontinuing calculation of net asset value, transitional management measures intended to mitigate
the impact on investors, etc.). In parallel, depending on the prior analysis which will have been carried
out upstream of the default, the management company shall implement its action plan for exiting the
crisis without undue delay.

IV. Revision and dissemination of the action plan
The continuity plan shall be updated when the management company decides that it is appropriate
to do so, in particular to include solutions suited to the nature of the new funds. Additionally, the
management company shall keep the plan available for the AMF.
This document has been produced by the Indexing and ETF working group, chaired by Isabelle Bourcier (BNP Paribas Asset
Management). The Indexing and ETF working group is attached to AFG’s Asset management and Risk Management Committee
chaired by Arnaud Faller (CPR Asset Management) and Olivier Corby (Candriam France).
AFG would like to thank all members of the working group for their contributions.

Published by the Asset Management Department of the AFG
Adina Gurau-Audibert, Head of Asset Management I T : +33 (0)1 44 94 94 31 I a.gurau.audibert@afg.asso.fr
41 rue de la Bienfaisance I 75008 Paris I T : +33 (0)1 44 94 94 00 I www.afg.asso.fr I
45 rue de Trèves I 1040 Bruxelles I T : +32 (0)2 486 02 90

@AFG_France

© www.stephaniedargent.fr

The Association Française de la Gestion financière – AFG (French Asset Management Association) represents
and promotes the interests of third-party portfolio management professionals. It brings together all asset
management players from the discretionary and collective portfolio management segments. These companies
manage nearly €4,000 billion in assets, including €1,950 billion in French funds and approximately €2,050
billion in discretionary portfolios and foreign funds.

