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The Derivatives Exposur e Equation

Our last post provided a big picture summary of the steps required to calculate a Fund's "derivatives exposure”
for purposes of new Rule 18f-4. The post may have left an impression that this process should not be that
difficult. To provide additional perspective, we offer the following equation for calculating derivatives exposure.
If interest rate and currencv hedaes satisfv the followina condition:

Neg + ONoty + ONorec + Nege = 1.1 X (Pr + By + Bex + MV2) 1hen a Fund will be alimited derivatives
user when: -1 X NA = MVss + (ONo — ONoes — ONom — ONose) +10YNr +(No — Noee — Need) \where:


https://perkinscoie.com/insights-search?f[0]=insights_type:2
https://www.assetmanagementadvocate.com/2021/04/derivatives-exposure-why-it-matters-and-how-to-calculate-it/
https://www.ecfr.gov/cgi-bin/text-idx?SID=615b5f521a40073727b461b2c59dc568&mc=true&node=se17.4.270_118f_64&rgn=div8

ONore=  Delta adjusted gross notional amount of options offsetting N

Ni= (Gross notional amount of interest rate derivatives transactions other than
options

MicEs = Gross notional amount of interest rate derivative transactions other than
options offsetting N:

No = Gross notional amounts of all other derivatives transactions (i.e., derivatives
transactions other than MVss, ONg, ONore, Ni, Niger, Noge, N, ONonr, GNowex,

and Nyex)

= Gross notional amounts of derivatives transactions offsetting No

PH-= Principal amount of specific fixed-income investments and Fund borrowings
subject to interest rate hedges

= Market value of specific equity investments subject to interest rate hedges

= Gross notional amount of interest rate derivatives other than options hedging

Psand Puy

ONori = Delta adjusted gross notional amount of interest rate options hedging P~ and

Puy
10¥MN/=  10-year bond equivalent of N/ — Njors — NHi

= Principal amount of specific fixed-income investments and Fund borrowings
subject to currency hedges

=  Market value of specific equity investments subject to currency hedges

ONorrr = Delta adjusted gross notional amount of currency options hedging Pex and

MVex

= Gross notional amounts of currency derivatives transactions hedging Pe¢ and

MVex

This formula

tries to resolve ambiguities to produce a smaller derivatives exposure. Admittedly, there is nothing hard about
the math in this equation, although this would change if we included the formulafor calculating an option's
delta.



where : dl —
oyt
Legend
K|  option strike price
N|  swendard normal curulative distribution function
T Risk-free interest rate
| Wolatility of the underlying
5| Price of the underlying
t] Tirne to option's expiny

For us, and we suspect many compliance

officers, the most significant aspect of the equation is the sheer number of variables and the need to use different
values (unadjusted and adjusted notional amounts, principal amounts, market values) for different variables.
Creating adaily compliance report for derivatives exposure will require some careful data entry and
programming.

Exploremorein

Investment Management
Blog series

Asset Management ADVocate

The Asset Management ADV ocate provides unique analysis and insight into legal developments affecting asset
managers in the United States. Subscribe ?

View the blog


https://perkinscoie.com/services/investment-management
https://www.perkinscoie.com/blog-subscribe#asset

