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[bookmark: _Toc280628648]Responding to this paper 
The European Securities and Markets Authority (ESMA) invites responses to the specific questions listed in the ESMA Consultation Paper on PRIIPs Key Information Documents, published on the ESMA website.

Instructions
Please note that, in order to facilitate the analysis of the large number of responses expected, you are requested to use this file to send your response to ESMA so as to allow us to process it properly. Therefore, ESMA will only be able to consider responses which follow the instructions described below:
· use this form and send your responses in Word format (pdf documents will not be considered except for annexes);
· do not remove the tags of type <ESMA_QUESTION_PRIIPS_1> - i.e. the response to one question has to be framed by the 2 tags corresponding to the question; and
· if you do not have a response to a question, do not delete it and leave the text “TYPE YOUR TEXT HERE” between the tags.
Responses are most helpful:
· if they respond to the question stated;
· contain a clear rationale, including on any related costs and benefits; and
· describe any alternatives that ESMA should consider

Naming protocol
In order to facilitate the handling of stakeholders responses please save your document using the following format:
ESMA_ PRIIPS _NAMEOFCOMPANY_NAMEOFDOCUMENT.
E.g. if the respondent were XXXX, the name of the reply form would be:
ESMA_ PRIIPS_XXXX_REPLYFORM or 
ESMA_ PRIIPS_XXXX_ANNEX1
To help you navigate this document more easily, bookmarks are available in “Navigation Pane” for Word 2010 and in “Document Map” for Word 2007.

Deadline
Responses must reach us by 29 January 2016.
All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your input/Consultations’. 
[bookmark: _Toc335141334]
Publication of responses
All contributions received will be published following the end of the consultation period, unless otherwise requested. Please clearly indicate by ticking the appropriate checkbox in the website submission form if you do not wish your contribution to be publicly disclosed. A standard confidentiality statement in an email message will not be treated as a request for non-disclosure. Note also that a confidential response may be requested from us in accordance with ESMA’s rules on access to documents. We may consult you if we receive such a request. Any decision we make is reviewable by ESMA’s Board of Appeal and the European Ombudsman.
[bookmark: _Toc335141335]
Data protection
Information on data protection can be found at www.esma.europa.eu under the headings ‘Legal notice’ and ‘Data protection’.




Introduction

Please make your introductory comments below, if any:

<ESMA_COMMENT_PRIIPS_1>

Building on over three years research with quantitative experts at Investment Product Research, Cube’s founding team set out to provide investors in structured products with a clear understanding of the returns they might receive and the risks they may face.
[bookmark: _GoBack]
Cube realised early on that in order to evaluate these risks and returns and to compare them with other investment types it would be necessary to develop a model that is independent of issuer inputs and risk-neutral assumptions made in the pricing of structured products. 
 
Treating the outputs from these models with the due care and diligence of an investor, Cube has devoted much of its efforts to honing how to extract the metrics that best convey the various risks and potential returns of sometimes complex and varying instruments, on a like for like basis. 
 
This independent platform coupled with a robust online IT architecture that allows user-defined inputs has placed Cube firmly at the vanguard of structured asset management, product development and risk 
control.

In addition to our responses to your specified “Questions”, we disagree with parts of the Annex II MRM methodology, as follows.
Annex II
Part 1 - Methodology underpinning the market risk assessment
General principles for MRM
(para 6, page 34)
VaR is a bad choice. Use conditionalVaR which is more stable than VaR and more representative of the left tail.

To see this consider an autocall product with a 2.49% chance of a knockin put. The 2.5% VaR will lie to the "right" of this scenario and, in fact, volatility will be negative since the PRIIPs calculation expects the VaR to lie to the left of the mean. So any amount of toxic payoffs can be hidden in the worst 2.49% of the distribution of returns. Apart from anything else, this might encourage unwelcome product designs. 

The answer is to imply volatility from conditionalVaR, which reflects everything in that 2.5% left tail, not just its starting value. The arithmetic is very straightforward for normally-distributed log returns.

(para 8, page 35)
The process of adjusting the expected returns of market observables to a riskfree rate, and then discounting product payoffs at a riskfree rate. is un-necessary. Risk, as volatility, measures the variability of returns about their mean – a mean-corrected calculation; so all you need is the distribution of the simulated PRIIP annualised returns.
Details on MRM for category II PRIIPs
(para 20, page 37)
As noted in our response to “Question3” below,  using a VaR approximation for Category II PRIIPs, but the ACTUAL simulated VaR for Category III products causes inconsistency. 

 (para 21, page 37)
But PRIIP price action combines MRM and CRM (market AND credit) risk. So later adding the CRM to arrive at the SRI is double-counting credit risk.

(para 27, page 37)
We query this calculation: volatility is defined as the standard deviation of the distribution of continuously compounded rates of return ie measured in "Return Space"; but the RTS does the VEV calculation on the lognormal distribution of EXP(rate of return). The calculation should be done in normally-distributed "Return Space". 

To see this, consider the case where the VaR(PriceSpace) is zero; the RTS VEV calculation becomes zero, which is not the correct volatility for a PRIIP that has a 2.5% chance of losing 100% of the amount invested.

Details on MRM for Category III PRIIPs
(para 30, page 38)
PRIIPs with early termination features (eg autocalls) will be assigned the wrong MRM if simulations are “up to the end of the recommended holding period”.

Early termination means there is no single horizon at which to form a distribution of log returns; one (bad) solution is to forwardValue all payoffs to the full term, but this will cause the resulting volatility to be annualised by root(6) rather than root(3.2), say, where a 6y autocall has duration of 3.2y

Use the distribution of annualised returns, which reflects the simulated PRIIP rate of return whenever it matures (early or not). This has the added advantage that you do not need the discounting (para 32) and the various mean-corrections (para 32 and 34-37)

(para 38, page 38)
Having, by omission, ZERO correlation between equity and interest rates is a serious misrepresentation of real world dynamics.

(para 47, page 39)
We query this calculation – see our earlier comments on (para 27, page 37)
In particular, doing the VEV calculation in ReturnSpace as we recommend has the added benefit of avoiding all the mean-corrections in (para 32): you only need to subtract the mean of the ReturnSpace distribution

Part 3 - Aggregation of market and credit risk into the summary risk indicator
(para 69, page 44)
We think this ad-hoc splicing of MRM and CRM is unnecessarily imprecise, Our methodology simulates default risk alongside market risk, especially as they could be correlated so as to properly deal with times of stress.

As an example of how this ad-hoc splicing of MRM and CRM does not work: a BB issuer has CR4 which seems to say any PRIIP up to MR6 has the same amount of risk.

Appendix 1 Presentation of Performance scenarios
(page 55)
The term “Average return each year” should be better defined: what sort of “average” is intended?  An arithmetic average of simulated values will be higher than their CAGR; in other words, arithmetic or geometric average?  We recommend geometric averages as the more realistic return, consistent with how traditional asset classes such as equities report their performance, and consistent with a long-run repeated re-investment stress-test.




<ESMA_COMMENT_ PRIIPS_1>


Question 1
Would you see merit in the ESAs clarifying further the criteria set out in Recital 18 mentioned above by way of guidelines?

<ESMA_QUESTION_PRIIPS_1>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_1>


Question 2
(i) Would you agree with the assumptions used for the proposed default amounts? Are you of the opinion that these prescribed amounts should be amended? If yes, how and why?
(ii) Would you favour an approach in which the prescribed standardised amount is the default option, unless the PRIIP has a known required investment amount and price which can be used instead?

<ESMA_QUESTION_PRIIPS_2>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_2>


Question 3
For PRIIPs that fall into category II and for which the Cornish Fisher expansion is used as a methodology to compute the VaR equivalent Volatility do you think a bootstrapping approach should be used instead? Please explain the reasons for your opinion? 

<ESMA_QUESTION_PRIIPS_3>
Use bootstrap simulations for all PRIIPs (Category II as well as Category III), since:
· a consistently applied methodology achieves comparability across all PRIIPs
· the additional costs are marginal (given that bootstrapping will be needed for Category III)
· the non-parametric bootstrap gives a result which reflects a more robust stress-test, sampling as it does from the underlying distributions from which the historic record is just one sample; in contrast, Cornish Fisher just approximates that one historical sample, and fails to represent the other possible histories that might have arisen; in short, the Category II approach fails to stress-test the PRIIP sufficiently rigorously

<ESMA_QUESTION_PRIIPS_3>


Question 4
Would you favour a different confidence interval to compute the VaR? If so, please explain which confidence interval you would use and state your reasons why. 

<ESMA_QUESTION_PRIIPS_4>
First of all, we strongly disagree with the use of VaR, and prefer conditionalVaR, which is much more robust and representative of the left tail: 
· VaR not robust: being a point rather than a region, VaR is unstable:
· for example, a PRIIP whose chance of loss during its life oscillates between 2.4% and 2.6% say, will have a MRM which similarly oscillates between 1 and 6, say
· another example: an autocall with 2.4% chance of a knockin put trigering. The 2.5% VaR will lie to the "right" of this scenario and, in fact, volatility will be negative  since the PRIIPs calculation expects the VaR to lie to the left of the mean. So any amount of toxic payoffs can be hidden in the worst 2.4% of the distribution of returns. Apart from anything else, this might encourage unwelcome product designs
· VaR not representative: the 2.5% VaR only measures the starting point of the worst 2.5% of the left tail, and does not measure what that region contains; so any amount of toxic payoffs can occur in this region and its VaR will not change

We use conditionalVaR, the average of the region, which represents all its contents and does not suffer from the problems noted above. The arithmetic is very straightforward.

Regarding the 2.5% percentile, we favour a higher 10% confidence interval:
· 2.5% is unrepresentative of many PRIIPs’ loss scenarios; most autocalls have some 5%+ probability of a loss of capital, and so the 2.5% VaR would be unrepresentative of these scenarios; for example a product with a 10% chance of losing 50% could have the same VaR as a product with only a 2.5% chance of losing 50%; in contrast, 10% we believe will encompass all of almost every PRIIPs' loss potential
· constituting as it does the extreme left tail, the 2.5% VaR will be much more volatile than say the 10% VaR, causing the MRM to be unnecessarily volatile; in short, the 2.5% percentile measures rare disaster risk rather than more plausible market risk
· 10% would in practice have less statistical error than 2.5%; in the absence of mandated minimum error tolerances we think this would minimise the chance of practitioners doing too few bootstrap iterations


<ESMA_QUESTION_PRIIPS_4>


Question 5
Are you of the view that the existence of a compensation or guarantee scheme should be taken into account in the credit risk assessment of a PRIIP? And if you agree, how would you propose to do so?

<ESMA_QUESTION_PRIIPS_5>
At least in the UK, the FSCS limited guarantee is relied upon by investors, correctly it would seem.  Since it materially impacts both the real and perceived risk of a PRIIP it should be reflected in the SRI. 

Regarding implementation, it is straightforward to include the guarantee mechanism in the credit simulations, and a text note can describe the monetary limit.

<ESMA_QUESTION_PRIIPS_5>


Question 6
Would you favour PRIIP manufacturers having the option to voluntarily increase the disclosed SRI? In which circumstances? Would such an approach entail unintended consequences?

<ESMA_QUESTION_PRIIPS_6>
No methodology is foolproof. The manufacturer should be able to remedy this where analysis shows that a worse outcome needs to be presented to the investor

<ESMA_QUESTION_PRIIPS_6>


Question 7
Do you agree with an adjustment of the credit risk for the tenor, and how would you propose to make such an adjustment?

<ESMA_QUESTION_PRIIPS_7>
Yes. Clearly the longer the holding period the higher the credit risk. We simulate defaults implied from CDS rates (or bond zSpreads where these are not available), so the tenor is automatically taken into account
<ESMA_QUESTION_PRIIPS_7>

Question 8
Do you agree with the scales of the classes MRM, CRM and SRI? If not, please specify your alternative proposal and include your reasoning. 

<ESMA_QUESTION_PRIIPS_8>
No. We are able to simulate market and credit risk together (with the added benefit that correlations between these risks can be incorporated). In short, we think the ratings-based CRM is not a good solution to credit risk, nor is the ad-hoc way in which the CRM must therefore be spliced into the MRM.
<ESMA_QUESTION_PRIIPS_8>

Question 9
Are you of the opinion that for PRIIPs that offer a capital protection during their whole lifespan and can be redeemed against their initial investment at any time over the life of the PRIIP a qualitatively assessment and automatic allocation to MRM class 1 should be permitted? 
Are you of the opinion that the criteria of the 5 year tenor is relevant, irrespective of the redemption characteristics?

<ESMA_QUESTION_PRIIPS_9>
Since “risk” for Categories II and III measures PRIIPs return relative to a riskfree rate, it is inconsistent to measure capital-protection-PRIIPs against a zero rate of return. Correcting this by using the Category II/III methodology will also eliminate the arbitrary “5 years” threshold problem.

<ESMA_QUESTION_PRIIPS_9>

Question 10
Are you aware of other circumstances in which the credit risk assessment should be assumed to be mitigated? If so, please explain why and to what degree it should be assumed to be mitigated? 

<ESMA_QUESTION_PRIIPS_10>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_10>

Question 11
Do you think that the look through approach to the assessment of credit risk for a PRIIP packaged into another PRIIP is appropriate? 

<ESMA_QUESTION_PRIIPS_11>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_11>

Question 12
Do you think the risk indicator should take into account currency risk when there is a difference between the currency of the PRIIP and the national currency of the investor targeted by the PRIIP manufacturer, even though this risk is not intrinsic to the PRIIP itself, but relates to the typical situation of the targeted investor?

<ESMA_QUESTION_PRIIPS_12>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_12>

Question 13
Are you of the opinion that the current Consultation Paper sufficiently addresses this issue? Do you it is made sufficiently clear that the value of a PRIIP could be significantly less compared to the guaranteed value during the life of the PRIIP? Several alternatives are analysed in the Impact Assessment under policy option 5: do you see any additional analysis for these assessment? 

<ESMA_QUESTION_PRIIPS_13>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_13>

Question 14
Do you agree to use the performance fee, as prescribed in the cost section, as a basis for the calculations in the performance section (i.e. calculate the return of the benchmark for the moderate scenario in such a way that the return generates the performance fee as prescribed in the cost section)?  Do you agree the same benchmark return should be used for calculating performance fees for the unfavourable and favourable scenarios, or would you propose another approach, for instance automatically setting the performance fees to zero for the unfavourable scenario? Please justify your proposal.

<ESMA_QUESTION_PRIIPS_14>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_14>

Question 15
Given the number of tables displayed in the KID and the to a degree mixed consumer testing results on whether presentation of performance scenarios as a table or a graph would be most effective, do you think a presentation of the performance scenarios in the form of a graph should be preferred, or both a table and a graph? 

<ESMA_QUESTION_PRIIPS_15>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_15>

Question 16
Do you agree with the scope of the assets mentioned in paragraph 25 of Annex VI on transaction costs for which this methodology is prescribed? If not, what alternative scope would you recommend?

<ESMA_QUESTION_PRIIPS_16>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_16>


Question 17
Do you agree with the values of the figures included in this table? If not, which values would you suggest? (please note that this table could as well be included in guidelines, to allow for more flexibility in the revision of the figures)

<ESMA_QUESTION_PRIIPS_17>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_17>

Question 18
Do you agree that the monetary values indicated in the first table are a sum of costs over the respective holding periods? Or should the values reflect annualized amounts? If you prefer annualized amounts, which method for annualisation should be used (e.g. arithmetic average or methods that consider discounting effects)?

<ESMA_QUESTION_PRIIPS_18>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_18>

Question 19
Do you think that estimating the fair value of biometric risk premiums as stated in paragraph 55(b) of Annex VI would raise any technical or practical difficulties?

<ESMA_QUESTION_PRIIPS_19>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_19>



Question 20
Knowing that the cost element of the biometric risk premium is included in the total costs calculation, how do you think the investor might be most efficiently informed about the other part of the biometric risk premium (i.e. the fair value), and/or the size of biometric risk premium overall? Do you consider it useful to include the fair value in a separate line in the first table, potentially below the RIY? Or should information on the fair value be disclosed in another part of the KID (for instance, the “What is this product?” section, where the draft RTS currently disclose biometric risk premiums in total, and/or in the performance section)? What accompanying narrative text do you think is needed, and where should this be placed, including specifically narrative text in the cost section? 

<ESMA_QUESTION_PRIIPS_20>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_20>

Question 21
Given evidence as to the difficulties consumers may have using percentage figures, would you prefer an alternative presentation of the second table, solely using monetary values instead? As with the first table, please also explain what difficulties you think might arise from calculating monetary values, and whether this should be on an annualized basis, and if so, how?

<ESMA_QUESTION_PRIIPS_21>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_21>


Question 22
Given the number of tables shown in the KID, do you think a more graphic presentation of the breakout table should be preferred?

<ESMA_QUESTION_PRIIPS_22>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_22>

Question 23
The example presented above includes a possible way of showing the variability of performance fees, by showing the level for all three performance scenarios in the KID, highlighting the ‘moderate‘ scenario, which would be used for the calculation of the total costs. Do you believe that this additional information should be included in the KID?

<ESMA_QUESTION_PRIIPS_23>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_23>



Question 24
To reduce the volume of information, should the first and the second table of Annex VII be combined in one table? Should this be supplemented with a breakdown of costs as suggested in the graphic above? 

<ESMA_QUESTION_PRIIPS_24>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_24>

Question 25
In relation to paragraph 68 a) of Annex VI: Shall the RTS specify that for structured products calculations for the cost free scenario have always to be based on an adjustment of the payments by the investor?

<ESMA_QUESTION_PRIIPS_25>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_25>

Question 26
Regarding the first table of the cost section presented in Annex VII, would you favour a detailed presentation of the different types of costs, as suggested in the Annex, including a split between one-off, recurring and incidental costs? Alternatively, would you favour a shorter presentation of costs showing only the total costs and the RIY?

<ESMA_QUESTION_PRIIPS_26>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_26>

Question 27
Regarding the second table of the cost section presented in Annex VII, would you favour a presentation of the different types of costs showing RIY figures, as suggested in the Annex, or would you favour a presentation of costs under which each type of costs line would be expressed differently, and not as a RIY figure -expressed as a percentage of the initial invested amount, NAV, etc.?

<ESMA_QUESTION_PRIIPS_27>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_27>

Question 28
Do you have any comments on the problem definition provided in the Impact Assessment?

Are the policy issues that have been highlighted, in your view, the correct ones? If not, what issues would you highlight?

Do you have any views on the identified benefits and costs associated with each policy option?

Is there data or evidence on the highlighted impacts that you believe needs to be taken into account?

Do you have any views on the possible impacts for providers of underlying investments for multi-option products, and in particular indirect impacts for manufacturers of underlying investments used by these products, including where these manufacturers benefit from the arrangements foreseen until the end of 2019 under Article 32 of the PRIIPs Regulation?

Are there significant impacts you are aware of that have not been addressed in the Impact Assessment? Please provide data on their scale and extent as far as possible.

<ESMA_QUESTION_PRIIPS_28>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_PRIIPS_28>
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