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Chapter 1 - Introduction 
 
1. This Guide on the use of Financial Derivative Instruments 
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Chapter 2 – General matters 
 
1. Hong Kong domiciled schemes should comply with all the relevant requirements on the 

use of derivatives that are set out in the UT Code. These include the limits on net 
exposure arising from the use of derivatives (“net derivative exposure”) in Chapter 7 and 
Chapter 8 of the UT Code2. In calculating the net derivative exposure, derivatives 
acquired for investment purposes that would generate incremental leverage at fund 
portfolio level are converted into their equivalent positions in their underlying assets. 

/web/EN/faqs/publicly-offered-investment-product/application-of-the-code-on-unit-trusts-and-mutual-funds-on-ucits-funds.html
/web/EN/faqs/publicly-offered-investment-product/application-of-the-code-on-unit-trusts-and-mutual-funds-on-ucits-funds.html
/web/EN/regulatory-functions/products/list-of-publicly-offered-investment-products/products-key-facts-statements.html
/web/EN/regulatory-functions/products/list-of-publicly-offered-investment-products/products-key-facts-statements.html
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Chapter 3 – Calculation methodology of net derivative exposure 
 
A. Conversion methodology  

 
1. In calculating the net derivative exposure, 
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3.3.2 the exposures of derivatives under the netting, hedging or risk mitigation 
arrangements can be used to offset the corresponding derivative positions; 

 
3.3.3 if the netting, hedging or risk mitigation arrangement involves cash 

positions, the market value of cash positions can be used to offset the 
exposures of the derivative positions involved; and
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(c) there is no material change to the overall risk profile of the scheme (and in the case 

of netting, hedging and risk mitigation arrangements, management companies must 
also be able to demonstrate verifiable reduction of risk by the use of derivatives at 
the scheme’s portfolio level). 

 
10. With respect to the Excluded Circumstances where the use of derivatives is excluded 

from the calculation of net derivative exposure, the onus is on the management 
companies to demonstrate that the general overarching 
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Hedging arrangements should be adjusted or re-positioned, where necessary and with 
due consideration on the fees, expenses and costs, to enable the scheme to meet its 
hedging objective in stressed or extreme market conditions. 

 
17. Where the derivatives involved in the hedging or risk mitigation arrangements are not 

referenced to the same corresponding underlying assets being hedged, the following 
requirements should be met: 
 
17.1 such arrangements may only be adopted in the best interests of investors, with 

due consideration on the costs involved, where derivatives referenced to the same 
corresponding underlying assets are not available and/or the use of such 
derivatives is not cost effective; 

 
17.2 such arrangements should be used in a prudent and consistent manner with 

provable empirical evidence, demonstrating that such arrangements are efficient 
in limiting, offsetting or eliminating the risk of the scheme’s portfolio;  
 

17.3 on an ongoing basis, the management companies should regularly monitor and 
review factors such as correlation, effectiveness of such arrangements as well as 
the economic linkage between the derivatives involved in such arrangement and 
the hedged positions; 
 

17.4 where such arrangements are deemed to be less effective, the management 
companies should consider other alternatives for the purposes of hedging or risk 
mitigation, and to take appropriate actions to limit the risks or
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Market access or exposure replication (without incremental leverage at the fund portfolio level)8 

 
22. A scheme may use derivatives to (i) gain access to a restricted market or (ii) replicate the 

exposure of a particular investment or a basket of investments. Where the use of 
derivatives for such purposes does not create incremental leverage at the scheme’s 
portfolio level as compared to a direct holding of the corresponding reference investment 
or basket of investments and meet the overarching principles as set out in paragraph 9 of 
this Chapter, it may be excluded from the net derivative exposure calculation8: 
 
Swapping the economic exposure of a scheme’s portfolio with other asset(s) 
  
22.1 A derivative, which swaps the performance of financial asset(s) held in the 

scheme for the performance of other reference financial asset(s), is not taken into 
account when calculating the net derivative exposure if such derivative: 
 
22.1.1 totally offsets the market risk of the swapped assets held in the scheme so 

that the scheme’s performance does 
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24. Where a scheme is passively managed, the exposure arising from the use of derivatives 
for the purpose of market access or exposure replication should be included in the net 
derivative exposure calculation, regardless of whether or not incremental leverage at 
scheme’s portfolio level will be created from the use of such derivatives. 

 
25. Illustrative examples on the use of derivatives relating to the Excluded Circumstance of 

market access or exposure replication (without incremental leverage at the fund portfolio 
level) are set out in Part C of Annex 2
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Chapter 4 – Specific applications 
 

A. Structured funds  
 
1. A scheme which is passively managed (including unlisted index funds, exchange-traded 

funds (“ETFs”), leveraged and inverse products (“L&I products”) and non-index linked 
structured funds) with net derivative exposure exceeding 50% of its NAV must comply 
with the requirements under Chapter 8.8 (structured funds) of the UT Code.   
 

2. In determining whether a passively managed scheme may fall under Chapter 8.8 of the 
UT Code, the Excluded Circumstance regarding market access or exposure replication 
(without incremental leverage at the fund portfolio level) is not applicable (see paragraphs 
2.3 and 24 of Chapter 3 of this Derivative Guide).  
 

B. Embedded derivatives 
 
3. An embedded derivative10 is a derivative that is embedded in another security, namely 

the host contract (see Note to 7.31 of the UT Code). The exposure of the embedded 
derivative should be included in the calculation of the net derivative exposure (unless 
otherwise provided for under Part B of Chapter 3 of this Derivative Guide).  
 

4. Depending on the structure, asset-backed securities (“ABS”) (e.g. mortgage-backed 
securities, collateralized debt obligations) may or may not be regarded as derivatives. 
 
4.1 If the income and hence the value of an ABS come directly from the cash flows 

generated from a specified pool of underlying assets associated with the ABS, 
such ABS is considered as a securitization of its underlying assets and is not 
deemed as embedding a derivative.  
 

4.2 The underlying assets of an ABS should not be securitized financial instruments. If 
the underlying assets of an ABS are other ABS (for example, a collateralized debt 
obligation backed by other collateralized debt obligations), such ABS should be 
included in the calculation of net derivative exposure of the scheme. 
 

4.3 If the the income and hence the value of an ABS are derived with reference to, 
instead of coming directly from the cash flows of, a specified 

https://en.wikipedia.org/wiki/Collateralized_debt_obligation
https://en.wikipedia.org/wiki/Collateralized_debt_obligation
https://en.wikipedia.org/wiki/Collateralized_debt_obligation
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8. The SFC may also collect data or other information to conduct survelliance and 

monitoring on the use of derivatives by SFC-authorized funds where appropriate. 
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Annex 2 –Illustrative examples of application of Excluded Cirumstances  
 
A) Netting, hedging or risk mitigation 
 
1. The following non-exhaustive list of examples illustrates situations where the use of 

derivatives may fall under the Excluded Circumstance of netting, hedging or risk mitigation. 
 
Currency exposure 

 
(a) A HKD-denominated scheme may enter into a EUR/HKD foreign currency forward 

contract (or cross-currency swap) to reduce the currency risk arising from its 
EUR-denominated investments, where the total exposure of such foreign currency 
forward contract (or cross-currency swap) does not exceed the total exposure of the 
EUR-denominated investments.  

 
Note:  To qualify as currency hedging, one leg of the currency derivatives used 

should be paired to the base currency of the scheme. As an alternative, the 
scheme may also use EUR/USD to manage the currency risk, provided that 
USD and HKD are pegged and the requirements on hedging or risk mitigation 
arranements set out in paragraphs 16 and 17 of Chapter 3 of this Derivative 
Guide are met. 

 
(b) A HKD-denominated scheme may enter into a CNH/HKD foreign currency forward 

contract (or cross-currency swap) to reduce the currency risk of its CNY-denominated 
investments, where the total exposure of such foreign currency forward contract (or 
cross-currency swap) will not exceed the total exposure of the CNY-denominated 
investments. 

 
Note:  To qualify as currency hedging, one leg of the currency derivatives should be 

paired to the base currency of the scheme. CNY and CNH refer to the same 
currency (i.e. Renminbi) traded in the onshore and offshore markets 
respectively. Management company should closely monitor the price 
movements of CNY and CNH to ensure the requirements on hedging or risk 
mitigation arrangements set out in paragraphs 16 and 17 of Chapter 3 of this 
Derivative Guide are met, in particular, the use of CNH derivatives is effective 
in managing the CNY currency risk of the scheme’s portfolio. 

 
Interest rate exposure 

 
(c) A scheme may enter into a short position on bond futures in a highly correlated 

currency and with a similar duration to reduce the interest rate risk of a corporate 
bond, notwithstanding that the credit risk of the corporate bond will remain 
un-hedged. 

 
Note:  In determining whether the bond futures is having similar duration of the 

corporate bond, the yield curve risk between long-dated and short-dated fixed 
income instruments / interest rates derivatives should be taken into account. 

 
(d) A scheme may reduce the duration of its bond portfolio by entering into a short 

position on bond futures, whereby the price movements of the bond futures should be 
highly correlated with the movements of the relevant bond portfolio value. 
 

(e) A scheme may enter into an interest rate swap to reduce the interest rate risk of a 
bond portfolio by paying fixed and receiving floating rates in view of rising interest 
rate environment, or vice versa, where the exposure of the interest rate swap does 
not exceed the total exposure of the bond portfolio. The credit risk of the corporate 
bond may remain un-hedged. 
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Equity exposure 
 
(f) A scheme which primarily invests in equities in Market A may enter into a short 

position on Market A equity index futures contracts to manage the market risk of the 
scheme, where the use of the index futures contracts does not create material 
incremental leverage 
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B) Cash flow management 
 
3. The following non-exhaustive list of examples illustrates situations where the use of 

derivatives arrangement may fall under the Excluded Circumstance of cash flow 
management.  

 
Subscription and redemption management 

 
(a) When a large subscription order is received but the corresponding proceeds have not 

been settled, a scheme may take a long position on index futures contracts to gain 
market exposure in line with the scheme’s investment objective. Such exposure 
through index futures contracts will not exceed the corresponding amount of the 
subscription order. In addition, such derivative position will be unwound in a timely 
manner. 

 
(b) During the period between the receipt and settlement of a large redemption order, a 

scheme may dispose its investment positions and keep cash with a view to meet the 
redemption request. At the same time, the scheme may enter into a long position in 
index futures contracts to maintain its exposure to market in line with the scheme’s 
investment obj




