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The Minister of Finance recently provided a progress report to Parliament about the proposed regulation of the use of derivatives by
(semi) public institutions. The need for the regulation was expressed in the Dutch coalition agreement of 29 October 2012, although the
exact wording actually only refers to a ban on speculation with derivatives.

The proposed regulation envisages a two layered structure consisting of a general overarching policy embedded in a government
decision, which applies to all governmental sectors, allowing for a sector specific interpretation in law or regulation by the relevant
Ministers. The Ministers would be allowed to impose additional rules, although these could only be stricter than the overarching policy.
In this briefing we inform you about the basic assumptions of the proposed policy.

Eight basic principles and requirements under the policy

Covered Entities

The target group will consist of (i) (semi) public institutions and (ii) non public institutions financed with public funds (Covered Entities).
This should in principle include Dutch local authorities (eg provinces and municipalities), public housing associations, universities and
health institutions. However, each Minister would be able to determine the exact scope of the target group, bearing in mind that there
may already be adequate regulation in the relevant sector. We assume that such adequate regulation includes for example, the “Policy
rules on the use of derivatives by approved public housing associations” (Beleidsregels gebruik financi€le derivaten door toegelaten
instellingen volkshuisvesting). The State of the Netherlands, pension funds, state owned companies (such as ABN AMRO Bank and
SNS Bank) and subsidiaries of public bodies are outside scope.

Organisational requirements

Covered Entities must essentially have sufficient in-house expertise in respect of derivatives. This general requirement is fleshed out by
the following more specific requirements:

« awareness: Sufficient attention must be paid to the way in which, and the extent to which, derivatives contribute to the reduction
of interest rate risks;
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 internal organisation: The internal organisation structure for dealing with derivatives must be in good order, including rules
relating to: (i) authority and authorisation; (ii) internal control; (iii) internal accountability; (iv) involvement of an external auditor; and
(v) involvement of the body supervising the management of the Covered Entity

« risk management: There must be risk management structures focusing on: (i) market value; (ii) the size and composition of the
derivatives portfolio; and (iii) monitoring market value and, if applicable, the liquidity buffer in relation to liquidity risk.

Permitted derivatives

There will be a positive, exhaustive list of permitted derivatives. Firstly, those that hedge interest rate risks, such as payer swaps and
interest caps, will be included. It is still being considered whether receiver swaps, forward starting swaps or payer swaptions will be
added to this list. Secondly, those derivatives that (i) are linked to a loan (preferably with the same bank) and (ii) have a maturity and
value matching that of the corresponding loan (as such avoiding open positions and overhedging) will be included. The maturity of the
derivative may be shorter than that of the loan but it may not exceed a period of ten years. However, exemptions may apply to certain
Covered Entities given their creditworthiness (such as local authorities).

Sell side requirements

There will be some requirements relating to the counterparties with whom Covered Entities may deal. Firstly, a Covered Entity will only
be able to deal with banks holding at least a single A rating (this represents a softening of the current rating requirements of AA -
applicable to local authorities under the “Regulation on Loans and Derivatives by Local Authorities” (Regeling uitzettingen en derivaten
decentrale overheden). Secondly, from a MiFID client classification perspective Covered Entities may be required to demand that their
counterparties classify them as retail clients or “non-professional investors”.

Contractual requirements

There will also be requirements relating to the contractual terms of the derivative transactions entered into by Covered Entities. For
example, the counterparties of Covered Entities would not be permitted to have termination rights that impede the relevant regulator in
its supervision over the Covered Entities. This would be similar to the existing prohibition under the crisis management rules of the
Financial Supervision Act (Wet op het financieel toezicht) in dealings with Dutch banks and insurers. Also, it would be necessary to
draft the derivative contracts using model master agreements. Whether these will be in line with the one currently being drafted pursuant
to the “Policy rules on the use of derivatives by approved public housing associations” is not yet clear.

Margin and liquidity buffer

As for margin obligations, these could only be two way, or imposed one way on the counterparty. Where the Covered Entity has a
margin obligation, it would be required to maintain a liquidity buffer large enough to cover this obligation.

External auditing

Covered Entities would be required to reflect their derivatives positions in their annual report in a transparent, comprehensive and
insightful manner which must be subject to external audit.

Existing derivatives

Existing derivatives that do not comply with the abovementioned requirements would have to be reduced in accordance with an action
plan to be drawn up for that purpose. Where the unwinding of contracts would cause substantial losses, this would need to be taken
into account in setting the required level of reduction.

Closing remarks

The Minister of Finance stresses that the regulation aims to ensure that suitable derivatives are used in a responsible manner, and
certainly not to shut the door on derivatives. Even though the update report gives significant colour as to the proposed implementation of
the ban on speculative derivatives under the Dutch coalition agreement, a few questions arise. For example, it is unclear whether



derivative contracts will be void or voidable if they are in breach of the regulation. Also, the application of a margin obligation may be
stricter than the "near final" policy framework of the Basel Committee on Banking Supervision (BCBS) and the International Organization
of Securities Commissions (IOSCO) setting minimum standards for margin requirements for uncleared derivatives (Second Consultative
Document dated February 2013) to be transposed as a Regulatory Technical Standard under the European Market Infrastructure
Regulation (EMIR). Furthermore, it is unknown when the regulation is envisaged to come into effect, but it can only be hoped that the
requirements will be phased in in a manner that ensures that transition costs associated with implementing the requirements can be
appropriately managed. We will keep you abreast of any developments in this space.

This document is provided for information purposes only and does not constitute legal advice. Professional legal advice should be
obtained before taking or refraining from any action as a result of the contents of this document.
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