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Question 1: Please state your preference on the general approach how a distribution of returns should be established for the risk indicator and performance scenarios´ purposes. Include your considerations and caveats.

[bookmark: _GoBack]Use a method based on resampled historical data, not forecasts: ranking products is the best one can hope for; forecasts are inaccurate, subjective, non-standardised, and easily manipulated. To illustrate, some excerpts from the DiscussionPaper and our comments:

“…The goal of the summary risk indicator is to provide retail investors with an indication of the overall risk of the PRIIP in relation to other PRIIPs…”
Yes: “in relation to” means ranking, not forecasting

“…may not be the most accurate as the future does not necessarily reflect the past…”
a)	“accuracy” is not a realistic criterion: no-one has an accurate view of the future
b)	“comparable” is better – ranking investment product risks is realistic: past episodes in economies/markets are useful examples of the range of things that can happen; even the remote past could be considered useful since major economic shifts or market dislocations are entirely plausible in the future

“Others argue that the predictive power of such an estimate [based on the statistics of historical data] is weak, the result is subject to sampling errors and moreover that such an approach is not widely used by financial institutions”
a) Prediction is not a realistic criterion: no-one has an accurate view of the future and we are not aware of (nor would efficient markets hypothesis admit) any forecasting method with significant and reliable predictive power
b) Sampling error is easily addressed with resampling, as described below, and in any case would be dwarfed by forecasting error
c) The current approaches used by financial institutions are woefully inadequate; their use can hardly be a justification to continue using them. Knowledge can hardly progress if it is predicated on what is currently in (mis-)use; the academic and statistical sciences use resampling of data so much that it forms a major part of their methodology

“All respondents suggest that the simpler the approach taken to modelling, the better”
Agreed – using resampled historical data is so simple that end-investors can readily understand it

“…but did not raise the matter of how to estimate these parameters or how to
estimate the correlation of those risk factors.”
Not necessary if you use historical data: the data already expresses the factors, their parameters and their correlations.


“…and there may not be enough independent periods to estimate returns over a long time horizon…”
Easily addressed by using the closest proxy underlying that does have enough data – a standard statistical method,  and one already mandated for fund KIDs.

“Modelling approaches, whether reliant on current market data, historical data or manufacturer’s data, may be the more accurate …”
Hubris or at least wishful thinking. There is no documented evidence of any such thing.

“…Modeling with pre-defined parameters…”
a)	Impractical as too many parameters need to be specified (eg correlation matrix for 4 underlyings needs 6 correlations), or if a factor model is used to reduce the number of parameters, this introduces another layer of complexity and new problems


“The use of historical data is problematic for structured products where the parameters of the product are chosen in the context of the current environment.”
Untrue
· Products need to be stress-tested throughout their life, ie tested in many environments different to when there were originated; the prevailing environment is fully reflected in the PRIIP’s market price, which feeds into the stresstests.
· Stress-testing only in the originating environment would be meaningless: where would the uncertainty come from? Unreliable forecasts?
· Similarly, scenarios (deliberately) bear no relation to the current environment

Our preferred methodology
We use 20 years of historical data, resampled with replacement (ie bootstrapped)
1. Considerations
a. Objective
b. Resampling is a well established and respected approach to expressing the underlying distribution of possibilities; the simple ‘backtest’ is not, suffering from the fact that history is just one sample
c. Easy to calculate, understand and regulate
d. Need to choose a common data window  – 20y regarded as optimal
i. Less gives insufficient exposure to different market regimes
ii. More data risks including market/economic regimes that are unlikely to be relevant to the future
2. Caveats
a. Where insufficient data exists use beta to backfill, using the closest proxy underlying



Question 2: How should the regulatory technical standards define a model and the method of choosing the model parameters for the purposes of calculating a risk measure and determining performance under a variety of scenarios? 

What should be the criteria used to specify the model? Should the model be prescribed or left to the discretion of the manufacturer? 

What should be the criteria used to specify the parameters? Should the parameters be left to the discretion of the manufacturer, specified to be in accordance with historical or current market values or set by a supervisory authority?

Modeling is not the solution
a) No-one can reliably predict/model the future
b) Risk-neutral modeling is the wrong approach: they address the situation where risks are hedged ie the product manufacturer. They do not address the investor who is fully exposed to the risks
c) Standardization, even if it were possible after interminable wrangling over their relative merits in various scenarios and for various product shapes, will be operationally difficult where changing conditions dictate a change of model, or where better models are developed (eg correlation surfaces) 
d) Leaving matters to the discretion of the manufacturer
a. Their different volatility and correlation axes, different funding levels, perhaps different pricing models, means results will not be comparable
b. Is tempting fate; no-one believes a car manufacturer’s miles-per-gallon


Q uestion 3: Please state your view on what benchmark should be used and why. Are there specific products or underlying investments for which a specific growth rate would be more or less  applicable?
That “…most customers have difficulty with the concept of the time value of
money…” is hard to credit: if a customer does not understand interest they should not be investing in anything, let alone structured products.

The benchmark should be the annualized money rate of return: it is simple, objective, and easy to understand. We think customers understand money rates of return much more readily than real rates of return, or hurdle rates of return.  Customers are perfectly able to subtract one number from another, or if not should be excluded by the other prudential rules on suitability.


Question 4: What would be the most reasonable approach to specify the growth rates? Would any of these approaches not work for a specific type of product or underlying investment?
No comment, as it deals primarily with performance scenarios – our main focus is the risk indicator.

Question 5: Please state your view on what time frame or frames should the Risk Indicator and Performance Scenarios be based
Use an annualised measure of risk, and provide an expected maturity


Question <?where is it?>: Please state your view on market risk
Strange … there is no such question…anyway, here is what we think:
Characterising the situation as a choice between the 2 imperfect measures of volatility and downside risk misses a great opportunity to combine them and have the best of both worlds: choose a distribution whose volatility has the same expected shortfall as that of the product. This is what we do.

The resulting volatility therefore measures both variability of return, and risk of loss of capital.



 Question 6: Do you have any views on these considerations on the assessment of credit risk, and in particular regarding the use of credit ratings?
Use “default” rates implied from CDS spreads:
· CDS spreads are widely available, or modelable (eg Bloomberg’s DRSK)
· That CDS spreads measure risks other than default is acknowledged, and in fact embraced as they measure other contributors to variability of return and liquidity
The impact of these simulated “defaults” feeds naturally into the risk measure we use, enabling a consistent methodology to address both market and credit risk.

Question 9: Please state your views on the most appropriate criteria and risk levels´ definition in case this approach was selected.
Far too complex, confusing, and uses meaningless dimensionless numbers to measure risk:
a) Risk is about losing money, so we should measure it in money, not dimensionless numbers which cannot be compared with the volatility of traditional asset classes
b) Stick with a volatility scale, for comparability with traditional asset classes
c) Provide chance of loss, expected conditional loss, and expected tail return
d) Credit ratings are poor measures of creditworthiness eg GFC



Question 10: Please state your views on the required parameters and possible amendments to this indicator.
Far too complex and confusing:
a) Risk is about losing money, so we should measure it in money, not dimensionless numbers from 1A to 7G
b) Combine market and credit risks using the same methodology, since £1 market loss is as bad as £1 credit loss
c) Bond component: there is no account of early maturity, which would shorten the "length of investment term"
d) Simply adding bond and risky components could be made more realistic
e) If you must “add” bond and risky components, at least add their variances, not their standard deviations
f) Volatility as measured is a poor measure of a PRIIPS’ downside risk; also measured over a short horizon makes it unrepresentative of the sort of variability/downside likely to be experienced over products whose life is typically years long
g) The day 1 delta 
a. says little about (downside) riskiness, for example: 
i. a short knockin put premium can be spent on fixed coupon, or upside; the latter is actually "good" risk not bad risk
ii. put another way, a 6y product with a short knockin put and long an at-the-money call(s) or call spread(s) can have an initial delta greater than 1.0, but cannot sensibly be more risky than an outright long position in the underlying
iii. a short 6y knockin-put, on the worst of 3 main indices can have the same delta (say 35%) as a simple call-spread on 1 index
b. leaves the problem of combining deltas for products with multiple underlyings: simply adding deltas is not correct where correlations are less than perfect
c. short straddle/strangle very risky, but has zero-ish delta and so would be riskless using the proposed system
d. can be misleading (like choosing the winner of the marathon based on the fastest over the first 100 metres). The terms of the deal can be designed to change delta over time, for example an initial 3m long put cancels most of the autocall KIP delta. A feature like averaging to calculate the initial index level gradually builds up delta. Equally strike/barrier/trigger resets will mean that the initial delta evolves over time
e. leaves secondary market products with no risk measure
f. delta reflects implied volatilities;  by multiplying this by historical volatility, it is not clear what their product actually measures
g. why stop at delta? Why not add vega risk?



Question 11: Please state your views on the appropriate details to regulate this approach, should it be selected.
This approach is head and shoulders better than any other approach, and is close to the methodology we have been using for several years now; the method “a combination of the average of the 20% worst cases (expected shortfall) and the expected returns of the distribution.” Is particularly close to our approach.

All potential problems are solved by resampling historical data:
a) very easy and cheap to implement – we have done it on a shoestring budget
b) easy and cheap to regulate: historical data in effect sets (and constantly updates) all model parameters

We have experience of applying this methodology to a very wide range of PRIIPs


Question 12: Please state your views on the general principles of this approach, should it be selected. How would you like to see the risk measure and parameters, why?
Stochastic models are totally un-necessary since (resampled) historical data is by definition a realistic “model”. Also risk premia and other forward-looking parameters are impossible to forecast, and in any case un-necessary since (resampled) historical data is adequate for the more realistic goal of product ranking.



Question 13: Please state your views on the potential use of a two-level indicator. What kind of differentiators should be set both for the first level and the second level of such an indicator?
Too complex, using now 2 sets of dimensionless numbers.  Volatility (as described, matching the PRIIPs expected shortfall) is a continuous scale (so no bucketing problems) that all investors know about (or if they do not, they need to) and on which all other asset classes are measured.


Question 14: Do you have suggestions or concrete proposals on which risk scale to use and where or how the cut-off points should be determined?
Use a continuous scale of volatility. Like all other asset classes do. 

Bucketing loses information.  If investors cannot understand a number from 0 to 100 (say) they have much bigger problems than are addressed here.

