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INTRODUCTION
It is essential both for customer confidence and flow of reliable information through the
distribution chain that regulators, industry and other stakeholders work together to ensure
that European disclosure frameworks deliver meaningful information. As the front line pointof-sale document that will be extended to cover investment funds directly alongside other
retail investment and insurance products, getting the PRIIP Key Information Document
(KID) right must remain a central priority.
The Investment Association 1 welcomes the ESAs willingness to consider amendments to the
PRIIPs framework and the constructive approach to engaging with stakeholders that has
been taken by the ESAs and national regulators during the course of the development of
the proposals and during the consultation period itself. We look forward to this continuing
as the proposals are finalised.

A PRINCIPLED AND PRAGMATIC APPROACH
The common theme in our response to the consultation paper is an attempt to provide
principled, pragmatic solutions to technical challenges that are inherently problematic. The
wide range of forecasting tools and cost measurement methodologies used across the
investment market is in itself an important indication of the challenges and uncertainties
associated with the key issues under consultation. Areas such as performance prediction
and measurement of implicit costs cannot be approached by one-size-fits all, technically
complex solutions. Instead of helping customers, the risk of misleading information leading
to poor decision-making in the retail market rises significantly.
Our approach to analysing the methodologies underpinning both the performance scenarios
and transaction costs calculations proposed in the consultation paper has been guided by
five core principles:


The information provided to investors must be meaningful and the methodology should
not produce results that are misleading to investors



Comparability between products should not be more important than providing
meaningful information to investors



The approach taken should be pragmatic and as simple as possible to calculate (without
producing misleading results)



Firms that have fewer resources or are less able to incur additional data costs should
not be put at a disadvantage by the chosen methodology



The benefit of the approach to investors must outweigh the costs incurred to deliver the
new methodology as ultimately costs are borne by the end investor

1

The Investment Association champions UK investment management, a world-leading industry which
helps millions of households save for the future while supporting businesses and economic growth in
the UK and abroad. Our 250 members range from smaller, specialist UK firms to European and global
investment managers with a UK base. Collectively, they manage nearly €8.5 trillion for savers and
institutions, such as pension schemes and insurance companies, in the UK and beyond. More
information can be viewed on our website.
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With these principles in mind, we would make the following key recommendations that can
still deliver better customer information about potential returns and full transparency of
charges and costs:


The PRIIP KID needs a simplified approach to illustrating performance
scenarios that is based on historical observations and that is cost effective to apply.
The dividend yield approach, as currently framed, is a step forward in some respects,
but will not resolve the fundamental problems with performance scenarios.



Past performance must be presented alongside future projected
performance. To continue to exclude past performance denies investors an essential
way to understand how a product has behaved, which can provide important insights,
including on volatility of return.



Placing the probability of the scenario occurring alongside the performance
scenarios is misleading and should be avoided. It further highlights the inherent
challenges in predicting the future. All data that tends towards an accuracy that is
illusory should be avoided.



The presentation of costs should include the data required by MiFID and IDD
intermediaries expressed as percentages relative to the value invested. This
will help to move the PRIIP KID away from an approach to cost presentation heavily
dependent upon a set of wider assumptions and towards a more direct approach to cost
transparency.



The slippage methodology for calculating transaction costs should be
amended further in order to eliminate distortions to cost data caused by market
noise. Simplified alternatives to communicating market costs can be put in place that do
not lead to results that fund managers know to be an incomplete and potentially
misleading indicator of the investment process.

STRUCTURE OF OUR RESPONSE
Part One: Future Performance Scenarios sets out a detailed technical commentary on
the dividend yield methodology. Dividend yield does indeed address some of the major
problems in the existing methodology, particularly acute pro-cyclicality. However,
operational challenges and diminishing utility outside equity strategies inclines us to caution
about its wider applicability even in a simplified form. Our preference remains for
approaches drawing on historical fund and/or market data.
Part Two: Inclusion of Past Performance argues that it is essential that customers be
able to access information about past performance in key point-of-sale documentation.
Such information can provide important insights about a fund’s investment outcomes,
including volatility, that previous testing has shown is seen as helpful by customers.
Part Three: Presentation of Performance Information looks in more detail at
presentational issues, noting that the sequencing and compressed time scales have meant
that, once again, customer testing for the PRIIP KID has been incomplete. It would not be
a step forward to include probabilities, which provide spurious accuracy in the context of
significant uncertainty of outcome.
Part Four: Methodology and Presentation of Costs is supportive of the broad
direction of travel which recognises the need to provide cost information in a format
compatible with other forms of regulatory disclosure. This will both help distributors and
customers, with the latter able to see actual costs rather than just a reduction in yield
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approach based on a number of complex assumptions. We set out some further proposals
for refinement in this area and emphasise the need for cost metrics in percentage, to fully
align with other regulatory disclosures.
Part Five: Calculation of Transaction Costs returns to themes that the Investment
Association and the wider European industry have raised for some time in the context of
the known limitations of the current approach. First, the basis of calculation (costs relative
to total amount invested as opposed to amount traded) does not provide an accurate way
to understand and compare trading costs. Second, while we welcome modifications, we
continue to emphasise that slippage is fundamentally flawed as a defining approach to
transaction cost calculation and disclosure.
Part Six: Other Issues includes the challenge of digitalisation where we emphasise the
need to move beyond a paper-based approach to the design of disclosure documents. This
can also help to provide the flexibility to develop more innovative approaches to the design
and delivery of key information about a product’s objectives, performance characteristics,
costs and risks.
Annexes:
Annex one: comprises our technical commentary on the proposed methodology for
performance scenarios in the PRIIPS consultation paper.
Annex two: sets out illustrations of the cost tables enhancing the the ESAs proposals.
Annex three: Sets out suggested alternative text for calculation of transaction costs.
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PART ONE: FUTURE PERFORMANCE SCENARIOS
Part One covers the issues raised in Sections 4 and 5 of the consultation paper
and the draft amendments set out in Section 12.1.

GENERAL COMMENTS
1.1

If the future could be accurately predicted, the financial services industry and its
customers would operate in a very different way. Sound principles of diversification
and risk management are a recognition of the profound uncertainty that characterises
economic and market forecasting.

1.2

At the same time, we do know a lot about the characteristics of different asset classes
according to historical observations, particularly around volatility, which should enable
better communication with investors and potential investors about the potential
returns available and the likely associated risks.

1.3

The industry recognises that more should be done to help customers understand
potential future performance, particularly in the context of individual saving that is
increasingly focused on pension needs, where contribution levels are often highly
discretionary. Getting a stronger foundation in place will help both communications by
the long-term savings and pensions industry and by all of those involved in serving
customers – intermediaries, information services, and so on.

1.4

These three considerations – inherent uncertainty, a strong basis of knowledge about
asset class characteristics and a responsibility to help customers – shape the basis for
our response on performance scenarios. Equally, our response is determined by five
principles around disclosure set out in our opening comments above, which apply
both to performance scenarios and areas such as transaction costs. These incline us
towards simplicity from both a presentation and operability perspective and a major
emphasis on meaningful information as well as comparability. More broadly, we
maintain the need for accountability, which means that past performance should
always be available.

1.5

Taken together, all of this means that we are extremely cautious about complex
technical approaches to performance scenarios which may give a superficial
reassurance of predictability, while in fact being based on highly questionable
underlying assumptions. It was this combination of factors that led to what are
recognised almost universally as being a totally flawed approach in the original PRIIP
KID, particularly in the context of the removal of past performance.

1.6

The new proposed approach – the dividend yield methodology – has tried to learn
from the mistakes of the past in identifying a methodology that can draw on
knowledge about market characteristics, without being a prisoner of past performance
in a way that bakes in pro-cyclicality. In this regard, we welcome attempts by
regulators to provide an alternative solution. The consideration of inclusion of past
performance alongside scenarios is also welcome.

1.7

Our modelling suggests that the dividend yield methodology can help provide a better
set of performance scenarios in parts of the equity market. There are, however, two
fundamental problems. First, the utility and reliability of the methodology rapidly
diminishes outside mainstream equities. Second, the complexity of the methodology
as currently framed means that it is likely to be inoperable. Combined with the first
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point, this means that only a simplified version of the methodology should be
considered and only for those parts of the market where it can be shown to be
reliable. In effect, this means we need to consider an alternative since funds are
increasingly investing on a highly diversified basis across a wide range of asset
classes and financial instruments.
1.8

We support EFAMA and other European trade bodies putting forward alternative
approaches based in essence on historical observations, whether calculated at fund or
asset class level, whether produced by firms or based on standardised assumptions
set out by regulators. This is the right starting point and represents a pragmatic
recognition of the challenges set out in our opening paragraph above. We urge
regulators to take note of the proposals being put forward by the fund management
industry, as well as the evidence base presented in our response in support of a more
pragmatic approach.

1.9

Our response is informed by the results of an empirical study of the methodology
proposed in the consultation paper. The analysis presented on the dividend yield
methodology is informed by research conducted by Andrew Clare, Professor of Asset
Management at Cass Business School and an independent expert in asset
management. This research was instrumental in showing that a simplified approach,
based on the principles of the dividend yield methodology, could be used to calculate
‘M1’ in the performance scenario formula and give broadly the same results. Professor
Clare also explored the viability of approaches based on the Sharpe Ratio and CAPM.
The overarching argument and the conclusions drawn in the response to this
consultation paper are those of The Investment Association.

COMMENTS ON THE DIVIDEND YIELD METHODOLOGY
1.10 We acknowledge that the proposed methodology is an improvement on the current
methodology. It does not produce pro-cyclical results and so achieves the central aim
of the proposed amendments. The correlation between the actual performance of the
fund and the scenarios is also improved compared with the original methodology.
Beyond this, we have significant concerns about the dividend yield methodology
proposed. We understand that the ESAs have undertaken an extensive programme of
testing across different types of funds and we would urge the ESAs to publish the
results of this testing so that we can compare the results of this modelling exercise
against our own and the modelling of other stakeholders.
1.11 We believe that there are three major issues with the dividend yield methodology as it
is currently proposed:


The formula is too complex, which could lead to errors and data is difficult to
extract.



It still presents misleading information to the investor.



It will give rise to significant market data costs.

OVERLY COMPLEX AND OPEN TO INTERPRETATION
1.12 Broadly, the methodology is very complex. Complexity could increase the likelihood of
error in calculating the performance scenarios and some of the data inputs could be
open to a wide variety of interpretation. This may lead to a significant variation in
results between different groups running the calculations on similar profiles of funds
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and would run counter to one of the central aims of PRIIPs to present comparable
information across different types of products.
1.13 If a retail investor, or indeed an intermediary, wanted to know how the scenarios are
calculated, it would be not be possible to explain it to them.
1.14 Our testing has shown that this level of granularity and complexity makes no
significant difference to the scenarios generated. Simplifying the inputs to use fund
level dividend yields and single reference rates returns very similar results. Even more
simply, growth rates set by the ESAs could also return very similar results which
would be easier to implement and removes the reliance on external data providers.

RISK OF MISLEADING INFORMATION
1.15 We identify a range of areas where the risk of misleading information is evi dent:

PRESENTATION OF TRACKER FUND PERFORMANCE
1.16 Based on our testing of actual performance for a tracker fund and an active fund over
a twenty-year market cycle, tracker fund performance was almost always higher in
the unfavourable and moderate scenarios despite consistently higher net returns
delivered by the active fund. If the PRIIPS KID had been produced in 2008 or 2014
using the dividend yield methodology for a representative UK equity active fund and
UK equity tracker, the favourable scenario for the tracker fund and the active fund is
almost identical. When we compared this with the actual performance of both funds
in 2008 and again in 2014, we found that the favourable scenario would have
understated the performance of the active fund which in fact outperformed the
favourable scenario. The tracker fund’s performance was actually aligned to the
moderate scenario but both showed a similar favourable scenario outcome. We
believe that investors could make decisions based on misleading information about
the performance of active funds relative to tracker funds by making performance data
for tracker funds and active funds look the same. (See Part I of our Technical
Commentary in Annex One for more detail.)

ACCOUNTING FOR CHANGING PORTFOLIO COMPOSITION
1.17 The proposed methodology does not take account of the change in the composition
of a fund’s holdings through the year, which could have a significant impact on the
expected growth rate. Balanced or mixed asset funds in particular may change their
underlying holdings through the year but this will not be reflected in the future
performance scenarios. It would not be practical to make funds re-calculate scenarios
throughout the year when there is a change to the portfolio weighting in addition to
the requirement to re-calculate when performance falls by 5% or more. Mixed asset
and allocation funds are the most affected by this issue, and it highlights the
drawbacks of a fund-specific approach.

ASSIGNING NON-DISTRIBUTING ASSETS A WEIGHT OF 0%
1.18 We have concerns that assigning non-distributing assets a weight of 0% will lead to
presenting misleading information for certain types of funds. We have carried out
testing on a concentrated portfolio of rapid growth stocks. About three quarters of the
holdings are non-distributing and we find that the methodology fails here. The
dividend yield methodology generates scenarios that significantly underestimate
performance with actual performance falling above the favourable scenario 46% of
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the time over the ten-year period we tested. Excluding non-distributing shares from
the calculation rather than assigning a value of 0% marginally improves the scenarios
but not significantly. There is an inherent limitation in using the dividend yields of a
small proportion of the portfolio to estimate the performance of the fund.

THE ASSIGNED PROBABILITY TO THE MODERATE SCENARIO IS OFTEN INCORRECT
1.19 Our testing shows that the statement in the KID presentation table that there is a 50
in 100 chance you do worse than the moderate scenario is typically incorrect.
Suggesting that there is a 50/50 chance that the investor could do worse than the
moderate scenario is not borne out by our testing. Actual performance bears very
little relation to the moderate scenario and whilst we believe it is useful to include a
moderate scenario, it is extremely misleading to assign it an “estimated chance that
the scenario occurs” of “50 in 100 chance you do worse.” (See Annex One).

FIXED INCOME FUND PERFORMANCE
1.20 The early results of our modelling suggest that the methodology is less effective in
fixed income (although it does address the pro-cyclicality of the current
methodology). At times, the performance scenarios for fixed income funds that we
tested diverge notably from actual performance. We have seen the scenarios fail to
capture the range within which actual performance lies for a number of the bond
funds we tested ranging from 20%- 40% of the time. It has been difficult to get data
going back far enough to test this over longer market cycles. We think further testing
is required.

MARKET DATA COSTS
1.21 The data required for the inputs in the dividend yield methodology is significant and
our data request to firms confirms that some of this data is not readily available to
them. The daily data requirement compounds this issue and firms have struggled to
supply us with data in the format required for our modelling.
1.22 It has been suggested by the ESAs that the use of commercial data vendors to
provide a feed in the required format could solve this issue but it is likely to add
significant costs for firms. As a result of MiFID II, rising market data costs have been
highlighted as an area of concern in a recent ESMA study (MiFID II/MiFIR Review
Report No.1, on the development in prices for pre- and post-trade data and on the
consolidated tape for equity instruments, December 2019). Our smallest member firm
by AUM is £100m, and the impact of rising market data costs on firms of this scale
will be felt disproportionately. It could limit the competitiveness of smaller firms.
1.23 Data licences often restrict the usage of data to a particular activity and we have
been told that the PRIIPs KID is unlikely to be covered by current licences. This is
likely to mean that firms must obtain new PRIIP-specific licences: these could come at
a significant additional cost. Whilst equity analysts and fund managers undoubtedly
know the yields and income distribution of the holdings they invest in, they are not
likely to be actively involved in the production of a PRIIPs KID. Indeed, many firms
outsource the production of KIDs/KIIDs to third parties such as FEFundinfo and
Kneip.
1.24 A few of the larger firms who were able to share data with us were only able to do so
as a result of access to sophisticated third-party databases (for example Aladdin,
Charles River or SIMCorp’s Dimension). The teams responsible for producing the KIDs
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did not have direct access to the databases required to produce the scenarios, and in
some cases, were reliant on the previous coding experience of their colleagues to
extract the data required. We are very concerned about the burden placed on smaller
firms who do not have these licences, the resource to access these databases and the
expertise required to use them. We would urge the ESAs to consider the cost of
generating performance scenario versus the benefit to investors.
1.25 Given the limitations of the methodology that are likely to persist even with
a simplified dividend yield methodology, we prefer a simplified approach to
illustrating performance scenarios that is based in essence on historical
observations, whether calculated at fund or asset class level, whether produced by
firms or based on standardised assumptions set out by regulators (as set out in our
General Comments and our response to question 18).
1.26 Given the previous difficulties in developing a fully-evidenced methodology, we would
also stress our concern about the limited evidence presented in the ESAs’ paper,
particularly given the short timeframes available to consider this complex proposal.
1.27 We are aware that our own modelling to date is incomplete in several respects,
notably we have not yet been able to test multi-asset / solution funds. We would also
like to see more extensive testing of fixed income funds over longer time periods to
evaluate whether the limitations of the dividend yield methodology identified in our
testing are generalised. We understand that the ESAs are testing an extensive range
of funds and we would urge the ESAs to publish the results of their testing so that the
industry can evaluate how the methodology performs for funds across a range of
asset classes and strategies.

RESPONSES TO SPECIFIC QUESTIONS
Q7: IF INTERMEDIATE SCENARIOS ARE TO BE INCLUDED, HOW SHOULD THEY BE
CALCULATED FOR CATEGORY 3 PRIIPS (E.G. STRUCTURED PRODUCTS)? IF
INTERMEDIATE SCENARIOS ARE NOT SHOWN IN THE PERFORMANCE SECTION,
WHICH PERFORMANCE ASSUMPTION SHOULD BE USED FOR THE ‘WHAT ARE THE
COSTS?’ SECTION?
1.28 Although it is useful to include intermediate scenarios to illustrate the impact of early
exit, we do not think their removal will make a significant difference to consumers.
The European Commission has previously tested a presentation of performance
scenarios over 1 period (RHP) as well as the current presentation which shows 3
periods. The results were not significantly different between the two options.
1.29 Our testing results shown in Table 1 demonstrate that the methodology does not
work effectively for the intermediate scenarios. Actual performance is more likely to
fall above the favourable or below the unfavourable over the intermediate periods
compared to a five-year RHP.
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Table 1: Percentage of time over 1, 3 and 5 years that actual performance is
above favourable or below unfavourable scenario for three equity funds
Total above favourable/ below unfavourable
1 year

3 years

5 years
(RHP)

Equity fund A

34%

Equity fund B

28%

Equity fund C

25%

Equity fund A

26%

Equity fund B

23%

Equity fund C

17%

Equity fund A

7%

Equity fund B

8%

Equity fund C

2%

1.30 If the ESAs are to remove the intermediate scenarios, we are in favour of their
removal for all PRIIPs. Removal should not be limited to Category 3 PRIIPs.
1.31 In relation to the cost section of the KID, we recommend using a performance
assumption in the RIY calculation that illustrates the costs on the basis that an
investor will get back their original investment after all costs have been taken. In
effect, this assumes the performance generated is sufficient to exactly cover all costs
– in other words, the net return after all costs is nil. This ensures that the RIY figures
presented in the cost section represent only the impact of costs and do not include
the impact of estimated future performance on those costs. Critically, this approach
allows the cost calculations to be performed without reliance on information about
future performance scenarios.

Q8: IF A STRESS SCENARIO IS INCLUDED IN THE PRESENTATION OF FUTURE
PERFORMANCE SCENARIOS, SHOULD THE METHODOLOGY BE MODIFIED? IF SO,
HOW?
1.32 We are in favour of removing the stress scenario. Previous testing has shown that the
information presented to investors is too extreme and does not reflect actual
performance during times of stress. We do not see the stress scenario as presenting
additional meaningful information to investors beyond the information presented by
the unfavourable scenario. The inclusion of the stress scenario could lead to confusion
over the difference between the stress and the unfavourable scenarios.
1.33 The wording of the disclaimer in the table on page 67 of the consultation paper
provides a warning “There is no minimum guaranteed return. You could lose some or
all of your investment.” Consumer testing should look at whether this warning is
adequate in ensuring that savers understand that the unfavourable scenario does not
present the worst possible outcome, and that they could lose their initial investment .

Q9: DO YOU AGREE WITH HOW THE REFERENCE RATE IS SPECIFIED? IF NOT, HOW
SHOULD IT BE SPECIFIED?
1.34 The reference rate has to be calculated on an asset weighted basis. This causes
issues for funds with diverse geographical exposures, particularly funds investing in
Page 10 of 66

emerging markets. The consultation paper does not specify the maturity of the
sovereign bond used; our assumption is that the specified reference rate requires
sovereign bond maturities of five years or more. Our testing has shown that it can be
challenging to get sovereign bond data with long enough maturities (five years) in
certain emerging markets and would require a subjective assessment of what
constitutes a suitable proxy for countries where no reference rate data is available.
Our testing has used bonds with ten-year maturity, based purely on data availability.
1.35 An alternative that does not require firms to calculate the reference rate on an asset
weighted basis would be preferable and we have tested this. Our testing has shown
that for example, using a reference rate that corresponds to the country of origin of
the investor, e.g. a UK reference rate for UK investors, seems to work reasonably well
for a global emerging market fund (See figure 15 of our Technical Commentary in Part
III of Annex One). Alternatively, selecting a single reference rate more reflective of
the geographical composition of the fund has been shown by our testing to work just
as well as calculating the reference rate on an asset weighted basis.

Q10: THE REVISED METHODOLOGY SPECIFIES THAT THE RISK PREMIUM IS
DETERMINED BY FUTURE EXPECTED YIELDS. THE METHODOLOGY FURTHER
SPECIFIES THAT FUTURE EXPECTED YIELDS SHOULD BE DETERMINED BY THE
COMPOSITION OF THE PRIIP DECOMPOSED BY ASSET CLASS, COUNTRY AND SECTOR
OR RATING. DO YOU AGREE WITH THIS APPROACH? IF NOT, WHAT APPROACH
WOULD YOU FAVOUR?
1.36 Our testing has shown that the methodology specified to calculate the asset specific
risk premium is unnecessarily complex. The requirement for calculating the dividend
yield of the equity is very granular: firms are expected to use the average dividend
yield for each country and sector represented in the fund, weighted by its
representation in the fund. A globally diversified fund, with a reasonable spread of
shares by sector would end up requiring a complex calculation on an asset, country
and sector weighted basis.
1.37 Our members have found it extremely challenging to extract the yield data weighted
by asset and by country. No firm has been able to provide data that is also weighted
by sector for our testing, narrowing the range of funds available for us to test. This in
itself tells a significant story.
1.38 Some of the inputs of the methodology would require greater clarity:


Determining the country of origin of the asset: (for example, primary
listing, country of incorporation, country of headquarters). We have been
informed that the ESAs are using the primary listing to determine the country of
the asset. Although primary listing is often a key determinant of the country of
the asset, it is not the sole determinant used by many investment managers and
the data vendors. Requiring that primary listing determines the country of the
asset would set a precedent that would have far reaching consequences beyond
PRIIPs



Determining the sector of an asset: There is no clarity on how the sector of
the asset should be determined in the consultation paper. Data vendors allocate
assets to a sector but again, there is no industry standard for assigning a sector.
This could lead to a wide range of interpretations and inconsistency in the
production of future performance scenarios.
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Share buyback data: Share buyback data is not readily available in Europe and
there is little clarity on the availability of data. Most of our member firms do not
have access to this data in Europe, and may struggle to obtain this for the US as
well.



Dividend yield data for fund of funds: Fund of funds investing externally
would require access to dividend yield and other cash distribution data from third
party fund managers, adding an additional layer of complexity. Our data shows
that this profile of fund has been consistently favoured by retail investors in the
last 15 years and should not be overlooked. Our members’ inability to provide the
data required for the dividend yield methodology on holdings in externally
managed funds has limited our ability to test it for funds with a mixed asset
allocation.

1.39 We are not in favour of any approach that requires firms to look through to the
underlying assets to calculate performance scenarios because of its complexity. Our
testing of the dividend yield methodology has shown that the level of granularity
outlined in the consultation paper makes no significant difference to the scenarios
generated. Using fund level dividend yields (i.e. not weighted by sector or country)
returns very similar, sometimes almost identical results.
1.40 As we set out in our opening statement, our preferred approach would be a simpler
approach to illustrating performance scenarios that is based on historical observations
and that is cost effective to apply. We provide more detail in our response to question
18 on some of the proposals that we believe could better meet these criteria than the
dividend yield methodology.

Q11: THE ESAS ARE AWARE THAT HISTORICAL DIVIDEND RATES CAN BE AVERAGED
OVER DIFFERENT TIME SPANS OR THAT EXPECTED DIVIDEND RATES CAN BE READ
FROM MARKET DATA PROVIDERS OR OBTAINED FROM ANALYST REPORTS. HOW
SHOULD THE EXPECTED DIVIDEND RATES BE DETERMINED?
1.41 There is no clarity in the consultation paper on the time period over which historic
dividend rates should be averaged but if firms were required to determine these, it
would require them to produce more data in an already data intensive proposal.
Without further guidance, interpretation of an appropriate time span is likely to vary
from firm to firm. One proposal in the consultation paper, the production of a table of
‘maximum’ growth rates determined by the ESAs, could also be applied to historical
dividend rates by producing a table of historical rates averaged over time.
1.42 Our testing has not used historical dividend rates averaged over time, and we cannot
comment on the impact on scenarios generated on this basis.
1.43 Obtaining expected dividend rates from market data providers, whilst easier than
combing analyst reports, could incur significant additional market data costs. We
outlined our concerns over market data costs in our response to question 10. Our
members were unable to extract expected dividend rate data from internal systems to
support our modelling. While they have visibility of the dividends received by the
fund, these are not necessarily stored in internal databases as dividend yields broken
down by individual holdings. Data licence restrictions also prevented them from
sharing data from third party databases. It is likely that members would be reliant on
third party databases to calculate expected dividend rates which will be burdensome
for smaller firms.
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Q12: HOW SHOULD SHARE BUYBACK RATES BE ESTIMATED?
1.44 It is our understanding that share buybacks are principally a US phenomenon and are
a less important driver of portfolio distributions in Europe. Share buyback data is not
readily available from third party databases: most of our member firms do not have
access to this data in Europe, and may struggle to obtain this for the US as well. One
firm commented that they could get the data but that it required a manual calculation
for each holding, which would be extremely onerous for all but the most concentrated
portfolios.
1.45 Our members have not been able to provide us the necessary share buyback data to
support our testing, so we have been forced to exclude them from our modelling. We
acknowledge that excluding share buybacks from funds with a reasonable allocation
to US equities makes the dividend yield methodology less effective. We tested the
dividend yield methodology on a global equity fund that has steadily increased its
exposure to US equities from just over one third (36%) at the start of the testing
period to three-fifths (60%) as of 2019. As US exposure increased, the scenarios
generated started to diverge more significantly from actual performance with realised
returns almost consistently above the favourable scenario from 2011-2014. We cannot
demonstrate that including share buyback data would improve this result, but logically
for US equities it could.
1.46 Share buyback data should only be included where there is exposure to US equities.
However, there remains a serious question over how firms can reasonably obtain this
data and at what cost? If the dividend yield methodology is applied at the fund-level,
the ESAs should specify that it is relevant for funds invested in US equities until there
is sufficient evidence that share buybacks are a significant phenomenon in other
geographies.
1.47 The ESAs propose a standardised table of growth rates that could be applied at the
asset class level in the consultation paper. If equities are further split into geographies
in this table then the growth rate for US equities should incorporate the impact of
share buybacks.

Q13: DO YOU AGREE WITH THE APPROACH FOR MONEY-MARKET FUNDS? ARE
THERE OTHER ASSETS WHICH MAY REQUIRE A SIMILAR SPECIFIC PROVISIONS?
1.48 We have been advised by an independent expert that there is some merit in using the
volatility implied by options prices to estimate the future variance for money market
funds. We also understand that money market fund managers should be able to apply
this method without it imposing additional data requirements that are too onerous.
Whilst it is more complicated than using the history of daily returns, it is likely to be a
more appropriate method for estimating the future variance of money market funds.

Q14: THE METHODOLOGY PROPOSES THAT THE FUTURE VARIANCE BE ESTIMATED
FROM THE 5-YEAR HISTORY OF DAILY RETURNS. SHOULD THE VOLATILITY IMPLIED BY
OPTION PRICES BE USED INSTEAD? IF SO, WHAT ESTIMATE SHOULD BE USED IF
OPTION PRICES ARE NOT AVAILABLE FOR A PARTICULAR ASSET (EQUITIES NAMELY)?
1.49 We are not in favour of using implied volatility to estimate the future variance for
funds that are not money market funds. Obtaining implied volatility data from options
prices is an unnecessary complication and would be an additional cost for many firms
who have not previously needed access to options data. Historical volatility data is
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easily accessible to firms. Options prices are not always available for equities, ruling
this approach out in our view.

Q15: DO YOU THINK COMPENSATORY MECHANISMS FOR UNFORESEEN
METHODOLOGICAL FAULTS ARE NEEDED? IF YES, PLEASE EXPLAIN WHY.
1.50 The need for a compensatory mechanism suggests that the ESAs expect that the
probabilistic performance scenarios will fail in some instances, as we have seen in our
testing. Any methodology used to generate future performance scenarios is likely to
fail at some point, particularly in exceptional market conditions. That is the nature of
attempting to estimate future performance.
1.51 Our members are universally concerned about explaining the dividend yield
methodology as outlined in the consultation paper to investors and intermediaries.
Adding a compensatory mechanism, which would mean that at times the scenarios
are based on a complicated dividend yield methodology and at times based on past
performance, would likely add further confusion.
1.52 There is little guidance on the circumstances in which the ESAs feel that the
compensatory mechanism should be used other than the statement “issues will arise.”
The use of such mechanisms is unlikely to be applied with any consistency. The
potential inconsistency in application will reduce comparability.
1.53 Two options for the compensatory mechanism proposed by the ESAs are based on
lowering the favourable scenario to match the maximum return observed in the past
and raising the unfavourable scenario to match the minimum return observed in the
past. There are clear similarities between these options and EFAMA’s proposal that
performance scenarios should be “appropriate scenarios based on historical
observations” (See our response to question 18). Rather than introducing a
compensatory mechanism, it would be more consistent for investors if the ESAs
adopted this proposal (with the standard caveat that past performance is no
guarantee of future outcomes). This would remove the need for a compensatory
mechanism and improve comparability across linear PRIIPs.

Q16: DO YOU FAVOUR ANY OF THE OPTIONS ABOVE? IF SO, WHICH ONES? HOW
WOULD YOU ENSURE THAT THE INFORMATION IN THE KID REMAINS COMPARABLE
FOR ALL PRODUCTS?
1.54 See our response to question 15.

Q17: ARE THERE ANY OTHER COMPENSATORY MECHANISMS THAT COULD ADDRESS
UNFORESEEN METHODOLOGICAL FAULTS? IF YES, PLEASE EXPLAIN THE
MECHANISM; EXPLAIN HOW IT ENSURES THAT SCENARIO INFORMATION IN THE KID
ALLOWS INVESTORS TO COMPARE PRIIPS, AND EXPLAIN HOW THE INFORMATION
FOR SIMILAR PRODUCTS FROM DIFFERENT MANUFACTURERS REMAINS
SUFFICIENTLY CONSISTENT.
1.55 We are not in favour of introducing a compensatory mechanism that could address
unforeseen methodological faults. Considering the need for a compensatory
mechanism illustrates the drawbacks of using a complex approach to calculate the
performance scenarios and the challenges in applying this methodology to a diverse
set of PRIIPs with significant differences in characteristics.
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1.56 Presenting consistent information would be difficult to achieve, particularly if there are
different interpretations as to when a compensatory mechanism should be applied
within similar product sets. By using a simpler approach that is based on empirical
evidence, as set out in our response to question 18, we believe that it is possible to
avoid a compensatory mechanism being necessary.

Q18: WHAT ARE YOUR VIEWS ON THE USE OF A SIMPLIFIED APPROACH SUCH AS THE
ONE DETAILED ABOVE, IN-STEAD OF THE USE OF PROBABILISTIC METHODOLOGIES
WITH MORE GRANULAR ASSET SPECIFIC REQUIREMENTS?
1.57 Our preference is for a simplified approach that is in essence based on historical
observations. This approach should be practical to implement and help investors to
understand how a product might perform in different market conditions.
1.58 Our position on the challenges of adopting a complex methodology is set out in our
opening statement and in our response to questions 9 and 10.

APPROPRIATE SCENARIOS BASED ON HISTORICAL OBSERVATIONS
1.59 EFAMA’s response to this Consultation Paper sets out a proposal for appropriate
scenarios based on historical observations. We are supportive of this proposal.
1.60 This approach would show investors how a product would have performed over the
recommended holding period by presenting scenarios based on historical observations
over a time frame of two times the recommended holding period.
1.61 EFAMA has provided a detailed outline of how these scenarios should be presented to
consumers in its response to question 18.
1.62 We include the table and structure that EFAMA has proposed as Table 2. The
observed results are based on the performance of a representative UK equity fund
used in our modelling.
Table 2: Example of performance scenario table with past performance used as
‘appropriate’ scenarios for a UK equity fund as of October 2019
Example
scenarios
based on
historical
observations
Unfavourable

Average

Favourable

If you invest €10,000

Observed
results

What you would have got back
after costs at the end of 5 years

€6,911.42

Average yearly return

-7.12%

What you would have got back
after costs at the end of 5 years

€12,914.83

Average yearly return

5.25%

What you would have got back
after costs at the end of 5 years

€18,630.02

Average yearly return

13.25%

Results observed over a
5-year recommended
holding period, based on
the last 10 years of the
product’s life
Worst 5-year performance
observed over the last 10
years
Average 5-year
performance observed over
the last 10 years

Best 5-year performance
observed over the last 10
years
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1.63 EFAMA’s proposal looks at three examples to illustrate how information would be
presented to savers using funds from different asset classes with varying lengths of
recommended holding period (RHP):




A bond fund with a 3-year RHP
An equity fund with a 5-year RHP
A short-term bond fund with a 1.5-year RHP

1.64 Observations are taken from rolling five-year periods (for funds with a five-year RHP)
that are observed over twice the recommended holding period. For funds without
sufficient historical data, proxies can be used as an illustrative example.
1.65 Ultimately, the only data that can be relied upon is historic fund and/or market data,
which provides important indications of the behaviour of the fund and/or asset class.
The merits of using historical observations as performance scenarios is that they are
based on fact, and would be simple to apply using data that is easily accessible. It
also has the advantage that it would be far easier to explain to investors and
intermediaries.
1.66 We must reinforce that appropriate wording should be included alongside the
scenarios to help investors to interpret what the scenarios represent. It is important
that investors do not see these scenarios as predictions (past performance can never
be used confidently as an indicator of future returns) but rather as illustrations of how
a fund might behave in a range of market conditions. Investors should appreciate that
the information presented is based on the fund’s historic performance in the best and
worst cases over the observed time period and on average.
1.67 A reasonable version of probabilistic scenarios may be more appropriate for other
types of PRIIPs that are sold on the basis of a specific outcome in the future, such as
some insurance products or structured products. Structured products could continue
to show a range of outcomes based on future performance scenarios. The views of
manufacturers of those products on the optimal approach will be the most instructive
on this point.

SCENARIOS BASED ON A MAXIMUM OR STANDARDISED SET OF GROWTH
RATES
1.68 The inclusion of the “maximum growth rates” option in the consultation paper is an
acknowledgement of the complexity of the proposed dividend yield methodology.
1.69 There is clear merit in the maximum growth rate approach tabled in the consultation
paper, which would be far less complex to apply and more operationally effective as
the data inputs required are simpler.
1.70 We agree with EFAMA’s proposal that a single, independent European body should be
responsible for setting the growth rates and that these should be provided free of
charge. This would ensure that there is a consistent set of data being used across
Europe.
1.71 From a viability perspective, we know that a similar approach has been used by the
FCA to calculate long-term pension projections. If there are concerns about recalculating rates on an annual basis, we would make the point that the dividend yield
methodology requires firms to re-calculate future performance scenarios annually
and, in addition, if the performance of the fund declines by 5% or more. Calculating
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the growth rate annually should not be too onerous. We acknowledge the concerns
raised about setting rates in changing market conditions. If the rates are applied
annually, we think that should be sufficiently frequent to accommodate changing
market conditions. However, one option would be to set three rates for each asset
class. A maximum, average and worst-case rate that could be applied in changing
economic environments including a rapid market downturn.
1.72 The table presented by the ESAs in the consultation paper suggests that growth rates
should be applied to broad asset classes:






Equities
Bonds
Property
Cash
Hybrid/Complex

1.73 It is our view that subclasses for equities and bonds could be introduced to these
broad asset classes. These sub-classes should be aligned with the categories used in
the tables set out in point 21 of Annex VI of the PRIIPs Delegated Regulation.
Hybrid/mixed asset products should then apply the appropriate growth rate according
to the weighting of the asset or sub-class in the portfolio.
1.74 We have carried out initial testing on equity funds to assess the effectiveness of using
a maximum growth rate, setting three growth rates for three different historic periods
based on growth rates observed for UK equities over each of these periods.
1.75 Our results give some indication of the viability of the maximum growth rate
approach. Although not a perfect match to the scenarios generated under the
dividend yield methodology, the results generated under this simplified approach are
broadly similar. Given the advantages offered by a simpler methodology with
significantly less onerous data requirements, we believe that the maximum growth
rate approach should be seriously considered by the ESAs.
1.76 Despite the patent advantages of using a simpler methodology such as standardised
growth rates, the scenarios generated would still be subject to some of the s ame
issues arising from the application of the dividend yield methodology:


Differentiating between active and index tracking strategies remains problematic
as fund-level net return data is still used to calculate the volatility, skew and
excess kurtosis. Given that the regulation specifies that performance should be
calculated net of all costs, applying the same standardised rate to active and
passive funds in the same asset class will always favour passives. Rates set by
the ESAs should be net of all costs, so that the same rate is applied for different
investment strategies.



It is still unclear how effective the maximum growth rate strategy is across
different asset classes, particularly hybrid/complex funds and more clarity is
needed on what constitutes a complex fund.



The ESAs have proposed broad asset classes. More granular asset classes such
as those used for the transaction cost tables for new PRIIPs would allow for
more meaningful comparison between products.
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The methodology that the ESAs will use to calculate the standardised growth rate
should be confirmed so that further testing can be carried out. Growth rates
should be based on a long historical record: the 40 years suggested in the
consultation paper sounds reasonable but testing this properly would clarify this.

A SIMPLIFIED DIVIDEND YIELD METHODOLOGY
1.77 Putting aside the limitations of the methodology we outlined in our response to
question 10, we strongly believe that the dividend yield methodology outlined in the
consultation paper is unnecessarily complex and will be incredibly difficult for firms to
implement. In our illustrative modelling, we have tested the dividend yield
methodology using simplified data inputs. The simplified dividend yield methodology
consists of:


One reference rate – a reference rate that corresponds to the highest country
weighting of the underlying assets. Our testing uses sovereign bonds with a ten year maturity as the reference rate. We have looked at using a reference rate
that corresponds to the currency denomination of the fund but this is less
effective.



Dividend yield calculated by portfolio weighting or at index/peer group level, not
decomposed by country and sector of the asset.



Monthly net return data, not daily data, to calculate the volatility, skew and
excess kurtosis



Non distributing assets are not given a weight of 0% but are excluded from the
calculation. We recognise that excluding non-distributing assets from funds with
a high concentration of growth stocks remains problematic but early results
suggests this could improve scenarios. We would stress that presenting
information at the asset class level would ameliorate this problem.



Share buyback data should only be included where there is exposure to US
equities. If future performance scenarios were presented at an index-level, then
share buyback data would be incorporated into the yield/income distribution of
the index anyway. If the dividend yield methodology has to be applied at the
fund-level, the ESAs should specify that it is relevant for funds invested in US
equities until there is evidence that this has a significant impact on income in
other geographies.

1.78 The results of our testing suggest that simplified inputs produce very similar results to
the methodology as outlined in the consultation paper and urge the ESAs to consider
whether academic integrity should come at the expense of operational viability. Even
with a simplified methodology, some of the same issues highlighted in our response
to question 10 remain. The risk of misleading data could be reduced by using an
index or peer group or an asset class to present the scenarios. Product-level data is
likely to be misleading, whatever the methodology.

Q19: DO YOU CONSIDER THE USE OF A SINGLE TABLE OF GROWTH RATES
APPROPRIATE? IF NO, HOW SHOULD THE METHODOLOGY BE AMENDED?
1.79 See our response to question 18.
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Q20: MORE GENERALLY, DO YOUR VIEWS ABOUT THE USE OF A PROBABILISTIC
METHODOLOGY VARY DEPENDING ON THE TYPE OF PRODUCT (E.G. STRUCTURED
PRODUCTS VS NON-STRUCTURED PRODUCTS, SHORT-TERM VS LONG-TERM
PRODUCTS)? FOR WHICH TYPE OF PRODUCTS DO YOU SEE MORE CHALLENGES TO
DEFINE A PROBABILISTIC METHODOLOGY AND TO PRESENT THE RESULTS TO
INVESTORS?
1.80 One of the objectives in developing the probabilistic methodology has been to find a
performance measure that can be applied effectively across the diverse range of
PRIIPS, not all of which have past performance data – structured products being the
notable example here. Whilst a laudable aim, we believe that our research has proved
that this is not possible without the potential to present investors with misleading
information.
1.81 If we ignore for the moment structured products and insurance products, there are
categories of linear PRIIPs for which a probabilistic methodology does not appear to
work, particularly if this methodology is applied at the fund level.
1.82 It has been challenging to test the probabilistic methodologies proposed in the
consultation paper on outcome-oriented investment products such as targeted
absolute return funds. The difficulties in obtaining the data for these funds precluded
us being able to test them in the time available. It could be the case that this type of
investment strategy requires an alternative approach. We are not clear whether CAPM
would be viable for these products. One advantage of using “appropriate performance
based on historical observations” is that it could be applied to products with these
outcome-oriented investment strategies.
1.83 Funds investing in a concentrated portfolio of growth stocks are another example of
funds where there are clear issues that we have been unable to resolve in our testing.
1.84 We do not think that it is viable to apply the same methodology across all categories
of PRIIPs. Whilst there are issues with probabilistic methodologies, we accept that
they could reasonably still be applied for some insurance products or structured
products that are sold on the basis of a specific outcome in the future and where past
performance data is unavailable.

Q21: DO YOU THINK THESE ALTERNATIVE APPROACHES SHOULD BE FURTHER
ASSESSED? IF YES, WHAT EVIDENCE CAN YOU PROVIDE TO SUPPORT THESE
APPROACHES OR ASPECTS OF THEM?
1.85 We have looked at two of the alternative proposals outlined in the consultation paper
in our testing in conjunction with Professor Andrew Clare:



The CAPM model
The proposal to use volatility-based risk premia (ie. Sharpe ratios)

1.86 Our modelling compared these approaches against the dividend yield methodology
and the original methodology.
1.87 We found that using volatility-based risk premia was subject to similar issues of procyclicality as the current methodology, as it is based on the historical returns of the
fund. We are aware that others have looked at using longer term Sharpe ratios to
estimate future performance than we used in our analysis. They have argued that
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long term rates (10, 15, 20 years) are considerably more stable and less pro-cyclical
than the original methodology.
1.88 The CAPM methodology performed better in our testing across equities, bonds and
commodities but it did not perform as well as the dividend yield methodology. Our
testing of the CAPM at market level has shown it to be highly sensitive to the choice
of the market portfolio. For example, using MSCI World does not work for fixed
income. If an asset class specific market portfolio is chosen, our testing shows it
appears to be a reasonable alternative to the dividend yield methodology. However,
this approach would require the market portfolio to be defined, and cannot be
adopted without extensive testing. CAPM’s relative simplicity compared with the
dividend yield methodology was a notable advantage.

Q22: ARE THERE ANY OTHER APPROACHES THAT SHOULD BE CONSIDERED? WHAT
EVIDENCE ARE YOU ABLE TO PROVIDE TO SUPPORT THESE OTHER APPROACHES?
1.89 We have outlined the other approaches that should be considered in our response to
question 18. We acknowledge the efforts of the ESAs to address the issues relating to
the existing PRIIP KID and that the approach proposed in the consultation paper is an
improvement on the current methodology. However, we cannot support the proposal
as outlined in the consultation paper given the fundamental issues highlighted in our
response to question 10.
1.90 We provide evidence on these proposals in our Technical Commentary set out in
Annex One.
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PART TWO: INCLUSION OF PAST PERFORMANCE
Part Two covers the issues raised in Section 7 of the consultation paper and the
draft amendments set out in Sections 12.4 and 12.5.

RESPONSES TO SPECIFIC QUESTIONS
Q26: WOULD YOU BE IN FAVOUR OF INCLUDING INFORMATION ON PAST
PERFORMANCE IN THE KID?
2.1

It is important to restate that no methodology can accurately show investors the
returns they might get in the future. Any projection is indicative and should not be
subject to spurious accuracy in presentation. Ultimately, the only data that can be
relied upon is historic fund and/or market data (whether yield or capital returns),
which provides important indications of the behaviour of the fund and/or asset class.
In this context, it is critical that past performance is presented alongside future
performance scenarios.

2.2

Whilst past performance is not an indicator of future returns (and this should be
clearly stated), it is based on fact. Past performance is included in the UCITS KIID
and helps investors to determine if a fund is meeting its stated objectives, as well as
being a useful illustration of volatility of returns.

2.3

Retaining the tried and tested components of the existing UCITS KIID, a document
that we believe is well understood by investors, has universal support from our
members and our European colleagues. We are in favour of including past
performance in the KID because, unlike performance scenarios, it is purely empirical
and verifiable information. Previous consumer testing of the UCITS KIID (IFF
Research and YouGov, UCITS Disclosure Testing Research Report prepared for
European Commission, June 2009) has found that investors expect to see past
performance information in the KID and that “it was clear that this was information

that consumers expected to see and hence its exclusion could reduce likelihood to
engage with the document altogether.”
2.4

The same consumer testing has found that the majority of consumers understand the
important caveat that past performance is no indicator of future performance. The
graphical presentation of ten-year performance allows consumers to understand that
returns are volatile and can be both positive and negative. Given that our testing has
shown that performance scenarios under the dividend yield methodology are fairly
stable year on year, inclusion of past performance will allow investors to see that
actual performance is more volatile than the scenarios would suggest.

2.5

As discussed in our response to question 6, the exclusion of past performance from
consumer testing is a missed opportunity. A robust testing process would look at how
effectively investors interpret different types of disclosure, including the presentation
of past performance alongside the performance scenarios. It should also look at what
impact these different disclosures have on decision-making.
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Q27: WOULD YOUR ANSWER TO THE PREVIOUS QUESTION BE DIFFERENT IF IT WERE
POSSIBLE TO AMEND ARTICLE 6(4) OF THE PRIIPS REGULATION?
2.6

We would not answer the previous question differently. Notwithstanding the threepage limit set in Article 6(4), it is critical that a way is found to accommodate past
performance alongside the future performance scenarios.

2.7

It is worth noting at this point that the material specified in Articles 7 and 21 of the
UCITS KIID Regulation, material that the ESAs propose in section 9 of the
consultation paper to import into the PRIIP KID, typically takes up about half a side of
A4 paper. Moreover, it is expected that further space will need to be found in the
PRIIP KID to accommodate “specific environmental and social objectives” once the
sustainable finance action plan is delivered.

2.8

There is also the question of moving from document-based disclosure to digital
disclosure as European distribution networks evolve. Article 6(4) does not clearly
address this transition and we discuss this further in our response to question 1.

Q28: DO YOU THINK THAT IT CAN BE MORE APPROPRIATE TO SHOW PAST
PERFORMANCE IN THE FORM OF AN AVERAGE (AS SHOWN IN THE ESA PROPOSAL
FOR CONSUMER TESTING) FOR CERTAIN TYPES OF PRIIPS? IF SO, FOR EXACTLY
WHICH TYPES OF PRIIPS?
2.9

We do not support showing past performance as an average. The current
methodology used in the UCITS KIID shows discrete annual returns over the last ten
years and has been tried and tested. Our response to question 26 highlights that
previous consumer testing of the presentation of past performance in the UCITS KIID
shows that consumers expected to see this information and that it enhanced their
understanding. As we said in our response to question 26, one of the key benefits of
including past performance is to show the volatility of returns - taking averages is
likely to suppress volatility.

Q29: DO YOU HAVE ANY COMMENTS ON THE STATEMENT THAT WOULD
SUPPLEMENT THE DISPLAY OF PAST PERFORMANCE (E.G. WITH REGARD TO THE
PRESENTATION OF COSTS WHICH ARE NOT INCLUDED IN THE NET ASSET VALUE
(NAV))?
2.10 We support the inclusion of the statements supplementing the presentation of past
performance, including the warning about any costs that are not deducted from the
net asset value. We also agree that this is relevant only for entry and exit charges and
that the statement specified in point 5(b) of the ESAs’ proposed Annex X is not
required where these charges do not apply.

Q30: ARE YOU OF THE OPINION THAT AN ADDITIONAL NARRATIVE IS REQUIRED TO
EXPLAIN THE RELATIONSHIP BE-TWEEN PAST PERFORMANCE AND FUTURE
PERFORMANCE SCENARIOS?
2.11 If past performance is presented alongside future performance scenarios this will
certainly require additional narrative to help consumers better understand the
potential returns available and the associated risks.
2.12 This narrative should include the disclaimer that past performance is not an indicator
of future performance. It should also set out the limitations of future performance in
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showing potential investment outcomes. We recommend including text to explain that
future performance scenarios are based on historical market data.
2.13 A distinction should be made in the text between past performance, which presents
factual information, and future performance scenarios that serve as an illustrative
guide to potential future performance. Some explanation of the relationship between
the two scenarios could be useful if it aids consumer understanding of the information
presented.
2.14 Any additional narrative should be subject to consumer testing. This testing should
explore the level of understanding of the information included in the narrative. It
should also look at the level of certainty consumers attach to future performance
scenarios and the credence that they place in past performance being replicated.

Q31: DO YOU SEE MERIT IN FURTHER SPECIFYING THE CASES WHERE THE UCITS/AIF
SHOULD BE CONSIDERED AS BEING MANAGED IN REFERENCE TO A BENCHMARK,
TAKING INTO ACCOUNT THE PROVISIONS OF THE ESMA QUESTIONS AND ANSWERS
ON THE APPLICATION OF THE UCITS DIRECTIVE?
2.15 We have no issue with requiring clear benchmark disclosure for UCITS/AIFs being
managed in reference to a benchmark. That said, we would welcome a consistent
approach to benchmark disclosure in order to minimise the proliferation of different
standards that would lead to confusion and extra costs. Further guidance from the
ESAs on what constitutes a benchmark would help to avoid confusion and to ensure
consistent disclosure.

Page 23 of 66

PART THREE: PRESENTATION OF PERFORMANCE
INFORMATION
Part Three covers the issues raised in Section 4 of the consultation paper and the
options subjected to consumer testing by the Commission.

GENERAL COMMENTS
3.1

It is unfortunate that the consumer testing was not completed prior to the publication
of the consultation paper as the results of the testing would have helped inform our
position, and would have likely informed the ESAs proposals in the consultation paper.

3.2

In our view a robust consumer testing process would test:


The current UCITS KIID with past performance only



The PRIIP KID with performance scenarios based on the proposed dividend yield
methodology



THE PRIIP KID with performance scenarios based on the proposed dividend yield
methodology plus past performance.

3.3

The ESAs did not propose the testing of the first of these options on the basis that
this has been tested previously when testing the UCITS KIID. However, there has
been no consumer testing that has compared how consumers react to seeing future
performance scenarios on their own with the presentation of past performance on its
own to ascertain which option is more clearly understandable to them. There has also
been no assessment of how investors understand and interpret the information
presented in future performance scenarios compared with how they understand and
interpret past performance when these are presented side by side. Consumer testing
here would be extremely valuable.

3.4

The consumer testing should not be limited to preferences about the presentation of
the information but rather should test the level of engagement and understanding of
the information presented. It would be useful to determine whether investors
understand that future performance cannot be accurately predicted and that the
future performance scenarios are purely indicative. Consumer testing should assess
how the inclusion of future performance scenarios might impact investment decisions.
If the dividend yield methodology remains as outlined in the consultation paper it can
present misleading information. If, as it appears, the Commission is testing the
performance scenarios on the basis of the current methodology rather than any of the
methodologies proposed in the consultation paper, then this will be of limited to no
value as there is a general consensus that the current methodology for future
performance is untenable owing to its pro-cyclicality.

3.5

We are concerned that given the substantial level of changes being proposed in the
cost section, none of this will be consumer tested as the Commission has limited the
testing to performance scenarios only. A valuable opportunity to really understand
consumer preferences and to determine how we can drive better consumer outcomes
has been missed.
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RESPONSES TO SPECIFIC QUESTIONS
Q6: DO YOU HAVE COMMENTS ON THE MODIFICATIONS TO THE PRESENTATION OF
FUTURE PERFORMANCE SCENARIOS BEING CONSIDERED? SHOULD OTHER FACTORS
OR CHANGES BE CONSIDERED?
3.6

The consultation paper proposes that an “estimated chance that the scenario occurs”
should be included in the table alongside the favourable, moderate and unfavourable
scenarios and we understand that this presentation is being shown to consumers in
the consumer testing. This has already been subject to previous consumer testing
related to the PRIIP KID and has shown that consumers did not understand
probabilities: “Respondents often wrongly assumed likelihoods when shown
performance scenarios… respondents also made mistakes when provided with
information on the probability of the scenarios”.

3.7

Given that the scenarios can only ever be indicative of future performance and are in
no way an accurate projection of future performance, assigning a probability that the
scenario occurs would mislead investors if they attach an inappropriate degree of
certainty to them as it is impossible to calculate the probability that the scenario will
occur. We are most concerned about presenting investors with the statement that
there is “a 50 in 100 chance you do worse” than the moderate scenario. The results
of our testing show that this is typically incorrect: actual performance bears very little
relation to the moderate scenario in the funds that we tested. Therefore, we
recommend that the estimated probabilities should not be presented
alongside the performance scenarios.

Page 25 of 66

PART FOUR: METHODOLOGY AND PRESENTATION OF
COSTS
Part Four covers the issues raised in Section 8.1 of the consultation paper and
the options set out in Section 12.6.

GENERAL COMMENTS
UNDERSTANDING TRANSACTION COSTS
4.1

We continue to support full transparency of transaction costs in the interests of
accountability. Nevertheless, when considering transaction costs, it is essential to
understand the complex relationship they have with investor outcomes. Transactions
are necessary in order to build and manage a portfolio and transaction costs are
necessarily incurred as part of transacting. Investors’ returns arise directly as a result
of the growth of the portfolio constituents. The magnitude of transaction costs
relative to the value traded is indicative of the efficiency of implementing transactions.
Ensuring such costs per trade are minimised is a core part of any firm’s execution
policies and sophisticated transaction cost analysis (TCA) techniques are used to
monitor the effectiveness of such policies.

4.2

In contrast, the PRIIPs KID cost disclosures are expressed relative to the amount
invested. It is tempting, but misleading, to draw conclusions about transaction costs
expressed in this way. Faced with disclosures setting out transaction costs of €600 for
product A and €500 for product B, an investor is likely to conclude that product B is
cheaper. However, looking behind these figures reveals the opposite could be true. It
might be that product A incurred transaction costs of 3bps on €2m traded and
product B incurred 5bps on €1m traded. Clearly product A’s trading activity is
considerably cheaper but the investor would have been misled by the fact that
product A traded twice as much. The impact on investors’ returns of this higher level
of trading can be assessed only by reference to the growth of the resultant portfolio
constituents.

4.3

In summary, transaction costs are in no way indicative of investor outcomes. This can
be clearly seen in Exhibit 1 which shows the relationship between transaction costs
and returns, based on Morningstar data for European equity funds during 2018-19. It
demonstrates that whilst transaction costs may be high or low, and returns may be
high or low, there is no correlation or causation between the level of transaction costs
and outcome for investors in terms of the return delivered.
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EXHIBIT 1: RETURNS V TRANSACTION COSTS FOR EUROPEAN EQUITY FUNDS

4.4

Furthermore, transaction costs as expressed in terms of the amount invested is not
useful decision-making information in a pre-sale context. This can be seen clearly in
Exhibit 2 which shows the returns (gross and net of fees), charges and transaction
costs of four funds that have been selected from the sample illustrated in Exhibit 1.
The four funds have been selected on the basis of having delivered the same gross
return in order to better demonstrate the differing effects of charges and transaction
costs. The return after transaction costs is the relevant figure since it is the outcome
of implementing the investment strategy employed by each fund – without incurring
these transaction costs, there would be no return. Fund A has the highest transaction
costs and aggregated total costs of 1.87% (ongoing charges plus transaction costs),
but delivers the best return after fees. Conversely, Fund D has the lowest transaction
costs and the same aggregated total costs of 1.87%. However, it delivers the worst
return because it has the highest charges. In our view, Fund D is unequivocally more
expensive than Fund A because the higher charge has reduced the share of the
return going to the investor.
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EXHIBIT 2: Examples from European Equity Funds 2018-2019
Jan. 2018 –
Sept 2019
(21 months)

Transaction
costs
(annual)

Ongoing
charges
(annual)

Investment
Return
before
charges
(after
transaction
costs)

Ongoing
charges
(21 months)

Cumulative
(net) return
to investor
after
charges

FUND
FUND
FUND
FUND

0.77%
0.13%
0.29%
0.00%

1.10%
1.44%
1.59%
1.87%

5.2%
5.2%
5.2%
5.2%

1.93%
2.52%
2.78%
3.27%

3.2%
2.6%
2.3%
2.0%

4.5

A
B
C
D

We are very concerned that this relationship between transaction costs and investor
outcomes has not been properly reflected in the formulation of the ESAs proposals.
Parts of the consultation paper indicate that interpretation of trading efficiency and
investor disclosures have become muddled and the significance of the denominator
has been overlooked. In particular, it is suggested at the top of page 42 of the
consultation paper that trading less in order to minimise transaction costs is in
investors’ best interests: “This [the ESAs approach to providing transparency on

implicit transaction costs to investors] should also promote effective competition
within the market in order to encourage manufacturers to trade in a way that is in
their investors’ best interests, and in particular to minimise such costs.” The example

above clearly demonstrates this may not be the case. This sentiment is also reflected
in point 12 on page 101 of the consultation paper which incorrectly links KID cost
disclosures to best execution policies: “[Implicit costs] shall be disclosed by the
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manufacturer of the PRIIP to demonstrate how transactions are executed on terms
that are most favourable to the client.”
4.6

These misunderstandings have profound consequences for the coherence of
aggregated cost disclosures. We suggest that further consideration takes place of how
transaction costs are communicated through the delivery chain to ensure that
unintended consequences – investment decisions based on information that has been
misinterpreted – are avoided. This may include the industry’s own narrative around
transaction costs and we are working further on this.

4.7

Overall, we support the rationale for amending the presentation of costs and our
response to this section of the consultation paper focuses on fine tuning the options
put forward by the ESAs. Our aim is to balance a preference for simplicity with the
need to show sufficient granularity to enable a proper understanding of the cost
structure. The current RIY approach is a significant obstacle to this. To this end we
have drafted an enhanced option presented in Annex Two, building on elements of
the options presented in the consultation paper.

RESPONSES TO SPECIFIC QUESTIONS
Q33: DO YOU AGREE THAT A FIXED INTERMEDIATE TIME PERIOD / EXIT POINT
SHOULD BE USED INSTEAD OF THE CURRENT HALF THE RECOMMENDED HOLDING
PERIOD TO BETTER FACILITATE COMPARABILITY?
4.8

We agree with the analysis that three different time periods are excessive for many
products and contributes to an overload of information for the investor. We
recommend reducing the number of time periods to ensure that investors are
confronted with additional time periods only where these provide more meaningful
insights into the overall cost structure.

4.9

For short term products a single time period should be sufficient. For other products
two time periods are likely to be appropriate, with the shorter period always being a
fixed period of one year. The longer period could be either the recommended holding
period or a fixed term period of (say) five years.

4.10 For the longest-term products, such as those with recommended holding periods of at
least eight years, three time periods may be appropriate. In such cases we agree that
the intermediate periods should be fixed periods of one and five years. The longest
period could be either the recommended holding period or a longer fixed term period.
4.11 In determining the whether the longest period should be the recommended holding
period or a fixed length period, as discussed in relation to question 35, it is necessary
to consider how monetary costs will be presented. The use of an annual average cost
figure is best suited to information for the recommended holding period. If a total
accumulated cost figure is to be presented, comparability can be preserved onl y by
fixing the length of all the periods.
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Q34: IN THIS CASE (OF A FIXED INTERMEDIATE TIME PERIOD), DO YOU AGREE TO
SHOW COSTS IF THE INVESTOR WOULD EXIT AFTER 5 YEARS FOR ALL PRIIPS WITH A
RECOMMENDED HOLDING PERIOD OF AT LEAST 8 YEARS? OR DO YOU PREFER A
DIFFERENT APPROACH SUCH AS:
 APPLYING THIS APPROACH (I.E. SHOWING ALSO THE COSTS OF EXIT AT 5 YEARS)
ONLY FOR PRIIPS WITH A LONGER RECOMMENDED HOLDING PERIOD, FOR
EXAMPLE AT LEAST 10 YEARS
 FOR LONGER TERM PRODUCTS (E.G. ABOVE 15 YEARS) SHOWING EXIT COSTS AT
A DIFFERENT FIXED TIME PERIOD (E.G. 10 YEARS INSTEAD OF 5 YEARS)?
4.12 For these longer-term products, we agree that three time periods may be appropriate.
In such cases we agree that the intermediate periods should be fixed periods of one
and five years. Our preference would be for these products to be defined by having
recommended holding periods of at least ten years. The longest period could be
either the recommended holding period or a longer fixed term period.
4.13 For the longest-term products (eg. above 15 years) the ESAs should consider whether
the longer intermediate period gives results that are sufficiently different to the
longest period so as to give more meaningful insights into the overall cost structure.

Q35: DO YOU THINK IT WOULD BE RELEVANT TO EITHER (I) USE AN ANNUAL
AVERAGE COST FIGURE AT THE RECOMMENDED HOLDING PERIOD, OR (II) TO
PRESENT BOTH AN ANNUAL AVERAGE COST FIGURE AND A TOTAL (ACCUMULATED)
COSTS FIGURE?
4.14 We agree that it is most relevant to use an annual average cost figure in order to
maximise comparability where information relates to different holding periods, as is
discussed in relation to question 33. We think it is most relevant not to also present a
total accumulated cost figure. Such a figure would make comparison difficult and it
could become more appropriate to fix the length of all periods for which cost
information is presented instead of using the recommended holding period.

Q36: DO YOU THINK THAT IT WOULD BE HELPFUL, IN PARTICULAR FOR MIFID
PRODUCTS, TO ALSO INCLUDE THE TOTAL COSTS AS A PERCENTAGE OF THE
INVESTMENT AMOUNT?
4.15 In order to reflect the highly intermediated market for PRIIPs, it is essential to include
the breakdown of costs expressed as percentages of the relevant investment amount
in order to complement the investor protection provisions of MiFID and IDD. These
Directives require the intermediaries to disclose to their clients aggregated costs
taking into account both their own costs and the costs of the products they sell.
Therefore, in order to provide the most coherent information to investors, the PRIIPs
framework needs to provide for consistent factual cost data to be prepared in
accordance with a standard specification and made available to intermediaries in a
format they can readily use to fulfil their onward obligations to their clients most
effectively.
4.16 Achieving this requires a wholesale review of the PRIIPs Regulation which is not
currently in progress. Nevertheless, a quick win available to the ESAs as part of the
current review of the Delegated Regulation would be to ensure a consistent,
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assumption-free cost data set is defined and presented, and thereby providing a
robust regulatory underpinning of the data required by intermediaries to fulfil their
obligations under MiFID and IDD. This requires an appropriate breakdown of costs
expressed as percentages of the relevant investment amount.
4.17 Including total costs on the same basis as the breakdown of costs described above
will help investors to understand the link between the figures in the two tables and
between the PRIIPs cost figures and the figures disclosed under MiFID and IDD.

Q38: DO YOU AGREE WITH THIS ANALYSIS FROM THE ESAS? IF YES, WHAT ARE YOUR
VIEWS ON THE EXTENT TO WHICH FEES RELATED TO THE MANAGEMENT OF THE
UNDERLYING REAL ESTATE ASSETS, I.E. THE PROPERTIES THEMSELVES, SHOULD BE
TAKEN INTO ACCOUNT IN THE CALCULATION OF THE COST INDICATORS?
4.18 We agree that the performance fee narrative needs to be adjusted to provide
flexibility to accurately describe different approaches to calculating performance fees.
4.19 We agree that additional clarity is required in relation to costs relating to underlying
real estate assets. We recommend that, in order to ensure consistency with PRIIPs
that invest in financial instruments, costs relating to individual real estate assets
should not be included in the cost disclosures of PRIIPs. In this respect point 5(b)(vi)
of Annex VI of the PRIIPs Delegated Regulation should be amended to remove the
reference to property management services.
4.20 Real estate assets are different to financial instruments in that they have a physical
existence. Buildings need to be managed and looked after otherwise their value will
gradually be eroded away until they become unusable. Commercial buildings need to
be furbished, maintained and insured, they have service costs for utilities, they need
cleaners and security guards. Agents are required to market space for rental, to
negotiate leases with tenants and collect rent. These costs are essential in order to
maintain the rental value of a building but are not costs arising due to the buildings
being owned by a PRIIP. Therefore, they should not be disclosed as costs of a PRIIP.
4.21 It would be wrong to include real estate costs in PRIIPs disclosures but if they are
included it is essential that they are disclosed separately in table 2 and explained.

Q39: DO YOU AGREE WITH THE ESAS’ PREFERRED OPTION 3 TO REVISE THE COST
TABLES?
4.22 Overall, we agree with the ESAs that the cost tables need substantive amendments in
order to improve the compatibility with MiFID and to aid a better understanding of the
main types of cost. At the same time care needs to be taken to avoid further
overloading the investor with too much cost information - we notice that all of the
options presented have more data points than the current layout.
4.23 We consider that three of the four options presented are a significant improvement on
the current layout but we consider option 4, although appealing in its simplicity, to be
lacking in both MiFID compatibility and the essential information about each type of
cost. Overall, we prefer option 1 to option 3. In our response to question 40 we offer
some suggestions as to how the ESAs proposals can be further refined and we set out
examples in Annex Two.
4.24 The calculation of the RIY currently relies on the moderate performance scenario to
estimate future benefits. This creates an inconsistency and reduces the comparability
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of the figures produced for PRIIPs with different historical performance records. We
recommend removing this distortion from the RIY calculation by assuming an investor
will get back their original investment after all costs have been taken. In effect, this
assumes the investment return generated is sufficient to exactly cover all costs. This
ensures that the RIY figures presented represent only the impact of costs and do not
include the impact of estimated future performance on those costs. This approach
also allows cost calculations to be performed for intermediate time periods following
the removal of the intermediate performance scenarios as proposed in section 5.3 of
the consultation paper.

Q40: IF NOT, WHICH OPTION DO YOU PREFER, AND WHY?
4.25 Our preference is to use option 1 with a small number of further enhancements. We
offer some suggestions as to how the ESAs options can be further refined in our
response to question 40 and we set out examples in Annex Two.
4.26 An attractive feature of the current layout is the simplicity of table 1 with the detail
being given in table 2. This gives the investor the choice to look at just the key
headlines or engage further in the detail. We recommend maintaining this split focus
in the new table and this leads us to prefer the current table 1 to any of the options
proposed. However, the least positive aspect of the proposals is the inclusion of the
returns before and after costs. This adds unnecessary and potentially misleading
data-points to an already crowded section of the KID. We expand on our conceptual
objections to these fields in our response to question 41.
4.27 We see merit in all three options for table 2 the key to which is to deliver coherent
descriptions of the main cost types. However, all three fail to deliver the necessary
compatibility with MiFID. MiFID and IDD apply to the intermediaries that give advice
and sell PRIIPs and therefore provide the interface between manufacturer and
customer. In order to reflect the highly intermediated market for PRIIPs, the PRIIPs
framework needs to complement the investor protection provisions of MiFID and IDD.
These Directives require the intermediaries to disclose to their clients aggregated
costs taking into account both their own costs and the costs of the produc ts they sell.
Therefore, the PRIIPs framework needs to provide consistent factual cost data in a
readily usable form to intermediaries in order to facilitate aggregation. We expand on
steps to improve alignment with MiFID in our response to question 42.

Q41: IN PARTICULAR, DO YOU THINK THAT THE PROPOSED CHANGES TO THE
PRESENTATION OF THE IMPACT OF COSTS ON THE RETURN IN PERCENTAGE TERMS
(I.E. INCLUDING REDUCTION IN RETURN BEFORE AND AFTER COSTS) IS AN
IMPROVEMENT ON THE CURRENT PRESENTATION?
4.28 We think this proposal is the least positive aspect of the proposals for cost
presentation. In particular, we object to the inclusion of the entirely theoretical “return
before costs” because it overstates the potential return that is achievable. In order to
generate any return, it is necessary to actually invest in something and this
necessarily incurs transaction costs. Therefore, the best that can be achieved is the
return after transaction costs and we elaborate on this point further in our general
comments about understanding transaction costs.
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Q42: DO YOU HAVE OTHER COMMENTS ON THE PROPOSED CHANGES TO THE COST
TABLES?
4.29 In order to fulfil their obligations under MiFID and IDD, intermediaries need generic
cost information about PRIIPs expressed as annual percentages by reference to the
value of the investment. These percentages can be applied to any given size of client
investment and aggregated with the intermediary’s own costs. The results can then
be used to build the cost disclosures and illustrations required to be disclosed to
investors.
4.30 At the same time it is essential to present costs in a way that they can be understood
by readers of the KID. This requires expressing the core information about each type
of cost relative to the key driver of that cost. Table 3 illustrates this point:
Table 3: Core cost information and the key drivers of cost
Type of cost

Key driver of cost

Core information
about cost

Requirements of
intermediaries

Entry cost

Initial amount
invested by client
Amount withdrawn
by client

X% of amount
invested
X% of amount
withdrawn

X%

Management
fees and other
costs
Transaction
costs

Value of the
investment

X% of net asset
value per year

Value of underlying
investments traded

X% of value traded

Performance
fees

Outperformance of
a target return

X% of
outperformance

Exit cost

X%
(typically with details of a
reducing scale over time)
X%

X% multiplied by portfolio
turnover, divided by net
asset value (average over
3 years)
X% multiplied by
outperformance, divided
by net asset value
(average over 5 years)

4.31 All three of the ESAs options for the new table 2 capture the core information about
cost within the description of each type of cost. Our suggestions in Annex Two
provide some enhanced descriptions for the ESAs to consider. We agree in particular
with the description of performance fees accommodating a more flexible approach
and an acknowledgement that the key figure is the percentage of outperformance
rather than a percentage of the value invested. We recommend taking a similar
approach to transaction costs by presenting the percentage of the value traded for
the reasons set out in the understanding transaction costs section of our general
comments.
4.32 We prefer the use of annual percentages to monetary figures in table 2 in order to
provide factual data points for use by intermediaries. Monetary figures are
problematic because they require an assumption to be made about the amount
invested that will be different to an investor’s actual investment amount. Monetary
figures would need to be converted to percentages to be used by intermediaries and
restated as different monetary amounts for use by investors.
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4.33 We prefer presenting costs for one year in table 2 because the disclosure of costs
over multiple years materially understates the amount of any entry cost.
4.34 In summary, our suggestions in Annex Two are based on the following enhancements
to option 1 as presented in the consultation paper:


Table 1: remove the returns before and after costs, remove the second of the
three time periods, add an additional row setting out the total costs in
percentage terms and add a footnote explaining what the RIY represents.



Table 2: Change the first column into section headings explaining each type of
cost, revise the descriptions of each type of cost and change the monetary
figures to annual percentages to provide alignment with MiFID.

4.35 The consultation paper does not include draft text specifying the items to be
displayed in the revised cost tables in section 12.6.1. We would be happy to assist the
ESAs with this drafting once the final cost tables are established. In particular we
expect amendments will be required to Article 5 and Annex VI, points 63 to 69, 71 (to
remove the reference to the moderate performance scenario) and 90 (to clarify the
monetary amounts are actual amounts not RIY amounts).
4.36 We also recommend that the ESAs take the opportunity to fix the definition of
transaction costs in points 65 to 67 of Annex VI. The effect of these points is to
aggregate transaction costs arising in underlying PRIIPs with the ongoing charges of
the top level PRIIP and therefore giving a false impression that there are no
transaction costs. It is an established fact that transaction costs are fundamentally
different to ongoing charges – hence they are presented separately in the second cost
table. It makes no sense to show transaction costs differently in a “fund of funds”
style PRIIP compared to a directly invested PRIIP.
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PART FIVE: CALCULATION OF TRANSACTION COSTS
Part Five covers the issues raised in Section 8.2 of the consultation paper and
the draft amendments set out in Section 12.7.

RESPONSES TO SPECIFIC QUESTIONS
Q43: WHAT ARE YOUR VIEWS ON THE APPROPRIATE LEVELS OF THESE THRESHOLDS?
PLEASE PROVIDE A JUSTIFICATION FOR YOUR RESPONSE.
5.1

Section 8.2 of the consultation paper deals with a number of issues related to
transaction costs and refers to an interest in feedback on a more principles-based
approach. It is surprising that there is only one formal question in this section, and
consequently we make all our comments regarding the transaction cost calculations in
response to this one question. We support the preference for the amended version of
the ESAs’ option 2 as proposed by EFAMA in their response to question 43, and we
suggest amendments to the detailed drafting of option 1 that would give broadly the
same outcome.

5.2

Without prejudice to our earlier comments on the coherence of transaction cost
disclosures, the overall package of amendments to the transaction cost methodology
provides, in our view, technical improvements in a number of areas. In particular, we
welcome the alternative methodologies for OTC transactions and transactions in real
assets. We agree that implicit transaction costs should be included in the disclosures
on the basis that they represent a tangible loss of value when one asset is exchanged
for another, notwithstanding that, by their nature, they can only be estimated rather
than measured. We also agree that the figures shown should be an accurate
reflection of the actual costs incurred and we believe this necessitates the
presentation of factual information that is, to the extent possible, free from
assumption and estimation.

5.3

Nevertheless, the proposals do not address our long-held belief that the current
slippage approach is not fit for purpose; reliant as it is on the assumption that market
fluctuations are random and should average out to approximately zero. The validity of
this assumption has been the subject of much debate, but the fact remains that the
assumption will be invalidated by certain investment and trading strategies, one
directional market trends and specific one-off events affecting markets. In our view,
rather than rely on an assumption about market fluctuations, a more effective
approach would be to eliminate such fluctuations by removing the delay between the
arrival time and the execution time. This can easily be achieved by redefining the
arrival price as being “the mid-market price of the investment at the time when the
order to transact is executed” whilst preserving the essence of the slippage
calculation which is to calculate transaction costs by reference to the actual price at
which the trade is executed. This approach would deliver the principle set out on
page 80 of the ESAs draft RTS, November 2015: “The principle of the methodology

for calculating transaction costs is that transaction costs represent the difference
between the value of an asset when owned by a PRIIP, and the prices at which the
PRIIP transacts in that asset.” This principle implies a simultaneous exchange of
assets (stock for cash) that can only be respected if the arrival time and execution
time are simultaneous.
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5.4

Whichever definition of the arrival price is used, we find the addition whereby the
most recently available price is used to be helpful, subject to specifying it is the most
recently available price on the day of the transaction.

5.5

However, we would recommend deleting the fall-backs to opening or last closing
prices where a recent price is not available in favour of using a fallback to the spread
as determined in point 20(b).

5.6

We find the proposal to ignore negative transaction costs to be wholly inappropriate
and in contradiction to the ESAs statements on page 42 of the consultation paper that

“the figures shown in the KID [need to be] an accurate reflection of the actual costs
incurred” and that “negative implicit costs are not necessarily inaccurate”. At the core

of the current slippage calculation is the assumption that market fluctuations are
random and should average out to approximately zero. In practice, unless this
assumption is perfect (which it clearly is not), transaction costs will be either
understated or overstated. Although frequently the amount of market fluctuation
captured within transaction costs may be small and relatively immaterial, there will be
occasions when it is significant. Material understatements can, in the extreme give
rise to negative costs. Material overstatements give rise to higher costs. To ignore
negative costs because they are counter-intuitive whilst perpetuating overstated costs
serves only to further confuse the disclosure landscape – it serves to mask the
symptom rather than fix the cause. If the ESAs are to retain the current slippage
calculation it must be on a basis that accepts negative transaction costs are not
necessarily inaccurate and allows for their disclosure. To this end we recommend
deleting the new point 9 and consequently points 13 and 14 which are redundant
without point 9.
5.7

We agree that the methodology should be proportionate but we do not think a
threshold is the appropriate way to achieve this. Allowing products that trade less
than others to use a simplified approach risks creating a bias in favour of closedended compared to open-ended products due to the need for the latter to trade in
response to inflows and outflows. It would be likely that a passive index tracking fund
with no discretionary trading would fail to qualify for the simplified approach whilst an
actively managed investment trust could operate below the threshold. It also raises
the risk of behavioural incentives when operating close to the threshold. We believe a
better approach would be to assess proportionality by comparing the usefulness of
the disclosures provided with the cost of providing those disclosures. If the ESAs are
to retain a volume-based threshold it must be assessed based on average turnover
over a three-year period excluding turnover due to investor inflows and outflows, and
it must accommodate breaches of the threshold without triggering a wholesale
change of methodology.

5.8

We welcome the new provisions for OTC transactions and recommend that this
approach should be made available for all transactions in financial assets. We think a
number of clarifications could be made to point 20(b) sub-points (i) and (ii) and we
recommend removing the hierarchy whereby live market quotes are given precedence
where they are available. In (i) we believe live market prices should be reliable and
executable. The problem with OTC markets for this purpose is that prices might be
available but are not reliable or executable. At times counterparties might quote
prices to deter trading with them. It would also be helpful to elaborate on what is
meant by “a composite” - we expect that this is intended to ensure that the bid and
offer price used to determine the spread should be from the same source, but we are
aware other interpretations may be possible. In (ii) we think the point could be better
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structured and clarified to show the three options which we believe are being
proposed:

5.9



Spreads based on the manufacturer’s previous transactions in assets bearing
similar characteristics and liquidity,



Spreads based on data verified by an independent third-party – in our view this
is intended to accommodate arrangements such as the formulation of the AFG
table de demi spreads,



Spreads provided by an independent third party to value the asset – in our view
this would accommodate spreads derived from pricing sources used to perform
the calculation of net asset values for unit pricing purposes.

In our view the approach to calculating transaction costs for new PRIIPs can be
simplified. The current approach for bonds requires a rigorous analysis of the
constituents of relevant indices but for equities the comparable information approach
is available. We recommend simplifying the new PRIIPs methodology such that the
equity/listed instruments approach is made more widely available to bonds and OTCs.
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PART SIX: OTHER ISSUES
Part Six covers the issues not dealt with elsewhere in this response.

DIGITALISATION AND DATA EXTRACTION
Q1: ARE THERE PROVISIONS IN THE PRIIPS REGULATION OR DELEGATED REGULATION
THAT HINDER THE USE OF DIGITAL SOLUTIONS FOR THE KID?
6.1

Yes. The PRIIPs framework hinders the ability to offer digital solutions providing the
most relevant information to investors in PRIIPs. The PRIIPs framework describes a
rigid one-size-fits-all paper document, or durable image thereof, the maximum length
of which is defined by reference to pieces of paper of a fixed size. It necessitates
reliance on core assumptions when interactive digital solutions could allow investors
to explore a range of personal circumstances. Effective digital solutions, such as the
online cost calculator tools anticipated in the PRIIPs Regulation, rely on good quality,
consistent core data uncompromised by assumptions.

6.2

In respect of online cost calculator tools, recital 16 of the PRIIPs Regulation states
that “in order that the calculators are as useful as possible to consumers, they should

cover the costs and fees charged by the various PRIIP manufacturers, together with
any further costs or fees charged by intermediaries or other parts of the investment
chain not already included by the PRIIP manufacturers.” This reflects the highly

intermediated market for PRIIPs. Nevertheless, the cost information contained in the
KID is based on assumptions about the size, time horizon and future performance of
an investment in a PRIIP that makes it impossible to align with an individual investors
circumstances or to combine with the costs of intermediation.
6.3

In order to reflect the highly intermediated market for PRIIPs, the PRIIPs framework
needs to complement the investor protection provisions of MiFID and IDD. These
Directives require the intermediaries to disclose to their clients aggregated costs
taking into account both their own costs and the costs of the products they sell.
Therefore, the PRIIPs framework needs to provide consistent factual cost data to
intermediaries in order to facilitate aggregation.

6.4

In order to provide the most coherent information to investors, product information
specified under the PRIIPs framework needs to be a standard specification of data
items that must be transmitted to intermediaries in order that they can fulfil their
onward obligations to their clients most effectively. Rules concerning the format and
layout of documentation should be stripped out of product regulation and specified
instead, to the extent necessary, in the MiFID and IDD frameworks in a form fit for
the digital era.

6.5

Achieving this requires a wholesale review of the PRIIPs Regulation which is not
currently in progress. Nevertheless, a quick win available to the ESAs as part of the
current review of the Delegated Regulation would be to ensure a consistent,
assumption-free cost data set is defined and presented, and thereby providing a
robust regulatory underpinning of the data required by intermediaries to fulfil their
obligations under MiFID and IDD.
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Q2: DO YOU AGREE THAT IT WOULD BE HELPFUL IF KIDS WERE PUBLISHED IN A
FORM THAT WOULD ALLOW FOR THE INFORMATION TO BE READILY EXTRACTED
USING AN IT TOOL?
6.6

As set out in our response to question 1, in order to reflect the highly intermediated
market for PRIIPs, the PRIIPs framework needs to complement the investor
protection provisions of MiFID and IDD. These Directives require the intermediaries to
disclose to their clients aggregated costs taking into account both their own costs and
the costs of the products they sell. In order to provide the most coherent information
to investors, intermediaries need to access a standard data set and import it into their
own systems in order that they can fulfil their onward obligations to their clients most
effectively.

IMPLEMENTATION TIMELINE
Q3: DO YOU THINK THAT THE AMENDMENTS PROPOSED IN THE CONSULTATION
PAPER SHOULD BE IMPLEMENTED FOR EXISTING PRIIPS AS SOON AS POSSIBLE
BEFORE THE END OF 2021, OR ONLY AT THE BEGINNING OF 2022?
6.7

We would prefer an approach where all amendments are implemented at the
beginning of 2022 in order to ensure the most coherent transition for investors and
their advisers and to synchronise with the end of the UCITS exemption period. It
would also ensure that PRIIPs manufacturers have time to build or modify their
business practices in an orderly fashion after the final rules are made.

Q4: DO YOU THINK THAT A GRADUATED APPROACH SHOULD BE CONSIDERED,
WHEREBY SOME OF THE REQUIREMENTS WOULD BE APPLIED IN A FIRST STEP,
FOLLOWED BY A SECOND STEP AT THE BEGINNING OF 2022?
6.8

We do not support a graduated approach to implementation because a single switch
date to the new format KID ensures the most coherent transition for investors and
their advisers.

ISSUES NOT ADDRESSED IN THE CONSULTATION
Q5: ARE THERE MATERIAL ISSUES THAT ARE NOT ADDRESSED IN THIS CONSULTATION
PAPER THAT YOU THINK SHOULD BE PART OF THIS REVIEW OF THE PRIIPS
DELEGATED REGULATION? IF SO, PLEASE EXPLAIN THE ISSUE AND HOW IT SHOULD
BE ADDRESSED.
6.9

We appreciate the efforts of the ESAs to try to tackle the issues created by the PRIIPs
Delegated Regulation. However, we are disappointed in the absence of a review of
the Level One PRIIPs Regulation by the Commission as required by Article 33 thereof.
Moreover, the European Parliament clearly expected more work to be done in this
respect when they extended the deadline for such a review to the end of 2019. Level
One remains the source of a number of issues that cannot be properly dealt with at
Level Two.

6.10 The PRIIPs Regulation requires “appropriate performance scenarios” to be included in
the KID and it is the interpretation of appropriate scenarios that has led to the KID
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becoming such an unpopular document. This terminology, or at least the
interpretation that it requires forward-looking projections, needs to be reconsidered.
6.11

Also, it specifies the KID purpose as being "to enable retail investors to understand
and compare the key features and risks of the PRIIP” which would appear to give
equal weight to understanding and comparability. Nevertheless, a number the current
issues arise due to the seeming prioritisation of comparability over understanding. In
reality there is an extremely wide variety of PRIIPs, ranging from structured products
with a lifespan of days, to insurance products designed to span a lifetime. In its drive
for comparability across such a wide array of different products, the ability to
understand and compare similar products in a meaningful way has been dramatically
compromised. This imbalance needs to be redressed in order to ensure that investors
can form a proper understanding of a PRIIP and form reasonable expectations about
its key features.

6.12 The constraint of three sides of A4 paper, in effect mandating a blank side of paper,
needs to be reconsidered given the additional demands for space arising from
replicating Articles 7 and 21 of the UCITS KIID Regulation, incorporating a section on
past performance and, in future, building in new disclosures in respect of
environmental and social objectives.
6.13 More broadly the PRIIPs framework need to be considered as being complementary
to, and facilitative of, other regulations aimed at those that market and sell financial
products to EU citizens, in particular, MiFID and IDD. This theme comes up repeatedly
throughout our response, but especially in our answers about digitalisation and cost
presentation.

CONSEQUENTIAL UCITS AMENDMENTS
Q44: IF UCITS WOULD FALL IN THE SCOPE OF THE PRIIPS REGULATION, DO YOU
AGREE THAT THE COEXISTENCE OF THE UCITS KII (PROVIDED TO PROFESSIONAL
INVESTORS UNDER THE UCITS DIRECTIVE) AND THE PRIIPS KID (PROVIDED TO RETAIL
INVESTORS UNDER THE PRIIPS REGULATION) WOULD BE A NEGATIVE OUTCOME IN
TERMS OF OVERALL CLARITY AND UNDERSTANDABILITY OF THE EU DISCLOSURE
REQUIREMENTS? ARE YOU OF THE VIEW THAT THE CO-LEGISLATORS SHOULD
THEREFORE RECONSIDER THE NEED FOR PROFESSIONAL INVESTORS TO RECEIVE A
UCITS KII, AS THE COEXISTENCE OF A PRIIPS KID TOGETHER WITH A UCITS KII (EVEN
IF NOT TARGETED TO THE SAME TYPES OF INVESTORS) WOULD INDEED BE
CONFUSING, GIVEN THE DIFFERENCES IN THE WAY INFORMATION ON COSTS, RISKS
AND PERFORMANCE ARE PRESENTED IN THE DOCUMENTS? ALTERNATIVELY, ARE
YOU OF THE VIEW THAT PROFESSIONAL INVESTORS UNDER THE UCITS DIRECTIVE
SHOULD RECEIVE A PRIIPS KID (IF UCITS WOULD FALL IN THE SCOPE OF THE PRIIPS
REGULATION)?
6.14 Yes, we agree that the coexistence of both a UCITS KIID and a PRIIP KID for a single
product would be a negative outcome and would most likely be confusing for retail
investors.
6.15 Without prejudice to the Article 33 assessment by the co-legislators regarding UCITS,
if the UCITS exemption set out in Article 32 is to expire at the end of 2021 without
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being further prolonged, the co-legislators should remove the need for professional
investors to receive a UCITS KIID.
6.16 Notwithstanding that professional investors currently receive a UCITS KIID, the UCITS
KIID was designed with retail investors in mind and it does not cater for the
information needs of professional investors. Professional investors require more
complex, or at least more detailed, information as part of their due diligence and, due
to their scale, they are generally able to obtain what they need. Therefore, the UCITS
KIID is of little, if any, value to professional investors. It follows that the equally retail
focused PRIIP KID will have no more value to professional investors than the UCITS
KIID and the need to provide a PRIIP KID should not be extended to professional
investors. The fact that the PRIIP KID is made publicly available on websites means
that professional investors are able to access if they so desire – there is no need to
legislate in this respect.

Q45: WHAT ARE YOUR VIEWS ON THE ISSUE MENTIONED ABOVE FOR REGULAR
SAVINGS PLANS AND THE POTENTIAL WAYS TO ADDRESS THIS ISSUE?
6.17 We consider that the PRIIPs approach for regular savings plans is inappropriate and
unnecessary and we welcome the ESAs willingness to address the inconsistency. We
recommend amending the PRIIPs approach to align with the current practice for
UCITS.

Q46: DO YOU AGREE THAT THESE REQUIREMENTS FROM ARTICLE 4 SHOULD BE
EXTENDED TO ALL TYPES OF PRIIPS, OR WOULD YOU CONSIDER THAT IT SHOULD BE
RESTRICTED TO MANAGEMENT COMPANY OF UCITS OR AIFS?
6.18 We agree that these requirements taken from Article 4 of the UCITS KIID Regulation
should be included in Article 1 of the PRIIPs Delegated Regulation and extended to all
types of PRIIP.

Q47: DO YOU AGREE THAT THIS REQUIREMENT SHOULD BE EXTENDED TO ALL TYPES
OF PRIIPS, OR WOULD YOU CONSIDER THAT IT SHOULD BE RESTRICTED TO
MANAGEMENT COMPANY OF UCITS OR AIF?
6.19 We agree that these aspects of the UCITS Q&A should be included in the PRIIPs Q&A
and extended to all types of PRIIP.

Q48: DO YOU AGREE THAT THESE REQUIREMENTS SHOULD BE EXTENDED TO ALL
TYPES OF PRIIPS, OR WOULD YOU CONSIDER THAT THEY SHOULD BE RESTRICTED TO
THE MANAGEMENT COMPANY OF THE UCITS OR AIF?
6.20 In general, we think more work needs to be done to understand the full implications
of copying out aspects of the UCITS KIID regime on different types of PRIIP and to
make sure the requirements grafted into the PRIIP KID provide useful information to
investors.
6.21 Within this context, we agree that the requirements taken from Articles 7, 9 and 21 of
the UCITS KIID Regulation should, in general, be included in Article 2 of the PRIIPs
Delegated Regulation and extended to all types of PRIIP. It should be noted that the
Article 7 material can take up around a quarter of a side of A4 paper in the UCITS
KIID.
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6.22 We agree that the requirements taken from Article 20 of the UCITS KIID Regulation
should be included in the PRIIPs Delegated Regulation, to the extent they cannot be
dealt with via signposting to a website, and extended to all types of PRIIP. However,
they should be included in Article 8 dealing with “other relevant information” and not
Article 2. It should be noted that the Article 20 material can take up around a quarter
of a side of A4 paper in the UCITS KIID.

USE OF ILLUSTRATIVE SCENARIOS
Q23: DO YOU THINK ILLUSTRATIVE SCENARIOS SHOULD BE INCLUDED IN THE KID AS WELL AS
PROBABILISTIC SCENARIOS FOR STRUCTURED PRODUCTS?
6.23 The proposal for illustrative scenarios, which would require that more narrative
disclosures accompany the scenarios, has only been presented for structured
products. Subject to consumer testing, this could be an alternative to the dividend
yield methodology for all PRIIPs, although such narrative disclosures could make
comparability between products more difficult. We would need to see clear evidence
that consumers were able to derive meaningful information from narrative disclosure
and that they are easily understood by consumers to support them.

QUESTIONS TO WHICH THE INVESTMENT ASSOCIATION HAS NOT
RESPONDED
6.24 The Investment Association has not provided responses to questions 24, 25, 32, 37 or
49 to 57.
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ANNEX ONE: IA TECHNICAL COMMENTARY ON THE
PROPOSED METHODOLOGY IN THE PRIIPS
CONSULTATION PAPER
PART I: INITIAL RESULTS OF IA MODELLING
We have carried out initial testing on the proposed methodology. Given the time
constraints, in addition to the difficulties in obtaining the data, this testing is limited. We are
concerned that we have not seen any extensive testing results from the ESAs other than a
single chart in the consultation paper. We urge the ESAs to publish a report of the testing of
the methodology prior to any policy recommendations.
In our testing we have made an attempt to stick to the methodology as prescribed in the
consultation paper but it has not been possible for us to get all the data in the required
format from any of our member firms. We have instead relied on third-party databases
(Morningstar and Refinitiv Datastream) to carry out the testing. The testing was carried out
as follows:


We looked through to the underlying holdings by country and sector and applied a
dividend yield of zero to non-dividend paying shares.



The methodology prescribes using daily data but we have used monthly data. We have
carried out some testing on daily data and found that this makes little difference.



We have tested the methodology using simplified inputs and discuss the implications in
our response to question 18 and Part III of this annex.

While an improvement on the current methodology, the dividend yield methodology is
ultimately still producing results that are not reflective of actual investor outcomes.


At times, scenarios do not change much year on year - they do not reflect the level of
volatility of returns.



Scenarios do not distinguish between investment strategies - a tracker fund can often
produce higher scenario projections while also generating lower net of fees returns than
a comparable active fund.



Data required to produce scenarios for funds with high US exposures will be difficult to
obtain.



The methodology does not appear to work consistently for bond funds.

The consumer testing should focus not only on presentation, but the impact that inclusion
of scenarios has on investor decisions. Will an investor presented with KIDs for two funds,
an active and tracker fund, engage with the narrative text around the limitations of the
scenarios and understand that in reality the two funds can produce materially different
returns? Given that we have seen that scenarios do not reflect actual experience, what
information are investors able to meaningfully extract from the scenarios?
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1. UK EQUITY: ACTIVE FUND
Under the current methodology, the growth rate, which we will refer to as M1 in this paper,
is estimated based on average five year returns. The left hand side of Figure 1 illustrates
how the performance scenarios would look under M1.


Under M1 the fund exhibits pro-cyclical performance scenarios. Scenario estimates in
2008, for example, hugely underestimated actual performance.



20% of the time, the funds actual performance is above or below the favourable and
unfavourable scenario.

The right hand side of Figure 1 illustrates the performance scenarios based on the dividend
yield methodology proposed in the consultation paper.


The methodology removes the pro-cyclicality observed under M1.



It better captures the range between unfavourable and favourable within which actual
performance should generally lie with actual performance falling outside of this range
only 7% of the time (compared with 20% under M1).



Since 2008, the actual performance of the fund has been consistently higher than the
moderate scenario.



There is almost no correlation between the moderate scenario and actual performance.

Figure 1: Active equity fund scenarios under current methodology (left) and
proposed dividend yield methodology (right)

The metrics are summarised in Table 4 below.
Table 4: Comparison of dividend yield (DY) methodology and M1 against actual
performance
M1 vs. Actual

DY vs. Actual

8%

0%

28%/72%

34%/66%

% above the favourable

13%

7%

Corr (actual, moderate)

-7%

9%

% below than unfavourable
% below/above the moderate
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2. UK EQUITY: TRACKER FUND
Similarly, the dividend yield methodology better captures the range of outcomes over time
for a UK equity tracker fund (see Figure 2 below).


Like the active fund, the M1 exhibits the same level of pro-cyclicality when applied to a
tracker fund.



Using the dividend yield methodology, actual performance fell above the favourable/
below the unfavourable scenario only 2% of the time.



The tracker fund also exhibits a slight negative correlation with the moderate scenario
under the dividend yield methodology.



The data displayed on the right hand side of Figure 2 show that until 2009, actual
performance was consistently below the moderate scenario and has been almost
consistently above the moderate scenario since then. The moderate scenario is not
reflective of actual performance, however actual performance does remain within the
10th and 90th percentiles of the favourable and unfavourable scenarios.

Figure 2: Equity tracker fund scenarios under current methodology (left) and
proposed dividend yield methodology (right)

3. UK EQUITY: ACTIVE VS. TRACKER FUND
The principal concern here is that the methodology produces similar scenarios for both
active and tracker funds (see left hand side of Figure 3). In fact, 80%, 87% and 52% of the
time respectively, tracker funds had higher unfavourable, moderate and favourable
scenarios when compared with the active fund when using the dividend yield methodology.
The actual net of fees returns for the active fund were consistently higher since 2005 .
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Figure 3: Active vs. Tracker scenarios under dividend yield methodology (left)
and Active vs. Tracker actual realised performance (right)

We have also tested the methodology by comparing the scenarios of the tracker against an
active fund that performs consistently in the top quartile (see Figure 4). In this case, the
methodology more clearly favours the tracker with unfavourable and moderate scenarios
above the high performing active fund almost 100% of the time.
Figure 4: High performing active vs. Tracker scenarios under dividend yield
methodology (left) and High performing active vs. Tracker actual realised
performance (right)

The charts we have presented are for testing purposes only. In reality investors will not be
able to see how the scenarios have compared to actual performance over time. Instead
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they will be presented with a table. We have included the actual outcome in red for the
purposes of comparison. Figure 5 shows what investors would have seen in two PRIIP KIDs
if they had been generated in November 2008. The first table shows the scenarios for an
active fund and the second tables shows the performance scenarios for a tracker fund. An
investor comparing the two KIDs could quite easily conclude that the tracker fund is likely
to generate higher net returns over the next 5 years based on the information presented. In
this case, the investor would have lost out on over £6,000 of returns. We urge the ESAs to
consider if the inclusion of scenarios could lead to suboptimal investment decisions.
Figure 5: Example of KID presentation in November 2008 – UK Active v Tracker
FIGURES AS THEY WOULD HAVE APPEARED IN KIDs IN NOVEMBER 2008 – ACTIVE
FUND
Investment €10,000
What you might
Scenarios
get back after
costs
Minimum

Average return
[per year/over
RHP]

Estimated chance this
scenario occurs

There is no minimum guaranteed return. You could lose some or all
of your investment

Unfavourable

8,883

-2.30%

10 in 100 chance you do worse

Moderate

14,080

7.10%

50 in 100 chance you do worse

Favourable

21,305

16.30%

90 in 100 chance you do worse

Actual outcome

24,649

19.80%

FIGURES AS THEY WOULD HAVE APPEARED IN KIDs IN NOVEMBER 2008 – TRACKER
FUND
Investment €10,000
What you might
Scenarios
get back after
costs
Minimum

Average return
[per year/over
RHP]

Estimated chance this
scenario occurs

There is no minimum guaranteed return. You could lose some or all
of your investment

Unfavourable

9,534

-0.90%

10 in 100 chance you do worse

Moderate

14,568

7.80%

50 in 100 chance you do worse

Favourable

21,303

16.30%

90 in 100 chance you do worse

Actual outcome

18,383

12.90%

4. GLOBAL EQUITY FUND
Our testing so far has focused on markets where share buybacks are not prevalent and so
can be reasonably ignored as important data inputs. However, we have seen evidence that
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share buybacks are an important phenomenon in the US. Despite this, we have still been
unable to obtain buyback data from firms for the purposes of testing. This has meant that
we have been unable to factor in share buybacks in our testing of a global equity fund with
steadily increasing exposure to US equities. The global equity fund that we tested, has
steadily increased its exposure to US equities from just over one third (36%) at the start of
the testing period to three-fifths (60%) as of 2019.
Figure 6 once again shows that the methodology addresses the pro-cyclicality issue.
However, as US exposure increased, the scenarios generated do not reflect actual
performance because of the absence of share buyback data. Realised returns were almost
consistently above the favourable scenario from 2011-2014. There are indices that can be
used as a proxy for the share buyback data but this would come at a significant cost that
would disproportionately affect smaller firms.
We also found the reference rate calculations required for the global equity fund very
onerous. Our testing required reference rate data for each of the countries represented in
the fund (36 countries over the testing period) as well as the dividend yield and sector data
of the underlying holdings.
For funds like this, the methodology is overly complex to no significant advantage. We were
able to obtain fund level dividend yield data and the scenarios generated were almost
identical.
Figure 6: Active global equity fund scenarios under current methodology (left)
and proposed dividend yield methodology (right)

5. STERLING STRATEGIC BOND FUND
We are concerned about the viability of the methodology for non-equity asset classes.
Figure 7 below shows the dividend yield methodology tested on a strategic bond fund. As
with equity funds, the methodology does address the issue of pro-cyclicality but the
proposed methodology still fails to correctly estimate the scenarios meaning that the actual
scenario at times of market stress, falls significantly outside the favourable scenario tram
line in Figure 7. Under M1, actual performance is above/below the favourable/unfavourable
scenarios 55% of the time compared with 25% of the time under the dividend yield
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methodology. PRIIP KIDs produced anytime between February 2008 and August 2010
would have shown scenarios that grossly underestimated the performance of the fund.
Figure 7: Sterling strategic bond fund scenarios under current methodology
(left) and proposed dividend yield methodology (right)

The results of our testing on bond funds has been mixed, with the methodology
occasionally working well in the way we have seen it work for equities. For the fixed income
funds where the methodology does not work as well, we see actual performance falling
outside of the unfavourable/favourable bounds 20-40% of the time. Figure 8 below shows
the results of a High Yield bond fund generated using fund level coupon rates. Actual
performance falls above/below the favourable/unfavourable scenario 36% of the time
compared with 33% of the time under the current methodology.
Figure 8: High yield bond fund scenarios under current methodology (left) and
proposed DY methodology (right)
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6. CONCENTRATED GLOBAL GROWTH STOCKS FUND
We have carried out some initial testing on a global growth fund with concentrated
holdings. This fund had a high proportion of non-distributing assets. The portfolio is made
up of 37 assets on average over the testing period, with the proportion of distri buting
assets declining from just over 60% to about 30%. The consultation paper outlines that
non-distributing assets should be assigned a dividend yield value of zero (so the assumption
is made that those particular assets grow at the risk-free rate). We wanted to test whether
this assumption was correct or if it would be better to exclude non-distributing assets rather
than giving them a value of 0.
The chart on the right hand side of Figure 9 shows that when applied to the global growth
fund, the dividend yield methodology generates performance scenarios that underestimate
performance. Actual performance falls above the favourable scenario 46% of the time. By
comparison, under the original methodology, which we have shown to be inherently flawed,
actual performance exceeds the favourable scenario 38% of the time. The DY methodology,
as it is proposed, does not appeared to work for funds with significant growth stock
holdings.
Figure 9: Concentrated global equity fund scenarios under original methodology
(left) and proposed DY methodology (right)

The methodology requires average dividend yields to be calculated by country and sector.
Given that the portfolio is very concentrated, the charts above were calculated on a country
basis only. Rather than applying a zero value to the non-distributing assets, we have also
excluded the assets from our calculations altogether to see how this affects the
performance of the methodology. The effect is a slightly improved result (39% above the
favourable) but this approach still generates scenarios that underestimate performance.
Relying on the sample of dividend yields from the 10 distributing assets and extrapolating
these to calculate the expected growth rate of the fund (composed of 37 holdings) is
flawed. Fundamentally, the assumption that the 27 assets with no dividend yield grow at
the risk free rate is incorrect.
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7. APPLYING THE DIVIDEND YIELD METHODOLOGY AT A MARKET LEVEL
In addition to the testing carried out at the fund level using the look through approach
prescribed in the consultation paper, we have also carried out some testing at an index or
market level across different asset classes, including commodities. Given the results of the
testing so far, if the dividend yield methodology is adopted, we would prefer that it is
applied using a sector, peer group or index. Future performance scenarios are intended to
be indicative and we have already highlighted some of the issues created by presenting
fund specific scenarios.
When applying the methodology to a market or an index, we have used monthly return
data, not daily return data. We have also only been able to test how well the dividend yield
methodology works for commodities using index data, rather than fund data. It would be
useful to do more fund specific testing on commodities but the initial indication is that the
dividend yield methodology works for commodities at an index level (See Figure 12).
For equities, we have seen the methodology work reasonably well using index data (see
Figure 10) in capturing the bounds within which actual performance lies. There are some
notable exceptions:


The scenarios generated for French equities from 1993-1996 would have grossly
underestimated actual performance.



The scenarios generated for US equities do not perform well, perhaps reflecting the
exclusion of share buybacks from the market data.

Figure 10: Performance scenarios generated under the dividend yield
methodology applied at index level- equities
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Applying the methodology to a sterling corporate bond index (Figure 11), we can see that
the methodology once again addresses the issue of pro-cyclicality. The correlation between
the moderate scenario and actual performance also improves from -63% to 57%. However,
the bond index scenarios modelled using the dividend yield methodology perform worse
than the current M1 methodology, falling below the unfavourable scenario 40% of the time
compared with 37% of the time above/below the favourable/unfavourable scenarios under
M1.
Figure 11: Performance scenarios generated under the dividend yield
methodology applied at index level- bonds

Figure 12 shows that when applied at an index level, the dividend yield methodology
performs reasonably well for a € denominated commodities index. There is a 65%
correlation between the dividend yield methodology and the moderate performance
scenario – this compares with a 12% correlation between actual performance and the
moderate scenario when we used the original methodology. Actual performance is higher
than the favourable performance scenario 6% of the time compared with 12% when we
tested the commodities index using the original methodology. Actual performance falls
below the unfavourable scenario 8% of the time, which compares with 16% for the original
methodology.
Figure 12: Performance scenarios generated under the dividend yield
methodology applied at index level-commodities
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PART TWO. INITIAL ANALYSIS OF MAXIMUM GROWTH
RATES
The inclusion of the “maximum growth rates” option in the consultation paper is an
acknowledgement of the complexity of the proposed dividend yield methodology. Our
testing has shown the limitations of the dividend yield methodology when it is applied to
non-equity asset classes and to different investment strategies such as active/tracker funds
and concentrated growth funds. So how would using a set growth rate figure in the formula
fare?
To assess the effectiveness of using a maximum growth rate, we have set three growth
rates for three different historic periods. To do this, we have done some quick calculations
based on growth rates observed for UK equities over these three periods. In reality, the
rates selected would need to be empirically set and annually reviewed to reflect the
changing economic environment. As firms are required to re-calculate the PRIIPs KID
annually, we do not think that setting the rates annually is unreasonable.

UK EQUITY FUNDS
We have taken the equity funds used for testing the dividend yield methodology and
applied the growth rate figures in the table below. The rates set are very rough estimates
and any rates by the ESAs would be set empirically, however we believe that our results
give some indication of the viability of the maximum growth rate approach.
Table 5: Growth rates for testing period 2003-2019
Period
2003-2008
2009-2014
2014-2019

Growth rate, UK equities
6.5%
5.5%
4.0%

Given that the regulation specifies that performance should be calculated net of all costs,
applying the same standardised rate to active and passive funds in the same asset class will
always favour passives. We therefore assume that the rates in Table 5 are net of all costs,
so that the same rate is applied for different investment strategies.
Figure 13 below looks at the impact on the scenarios generated based on fixed growth
rates versus the DY methodology. Although not a perfect match to the scenarios generated
under the DY methodology, the results are broadly similar. Given the advantages offered by
a simpler methodology with less onerous data requirements, we believe that the maximum
growth rate approach should be seriously considered by the ESAs.
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Figure 13: Comparison of scenarios generated for UK equity funds based on a
proposed dividend yield methodology vs. a fixed growth (MG) rate

Despite the patent advantages of using a simpler methodology such as fixed growth rates,
the scenarios generated would still be subject to some of the same issues arising from the
application of the dividend yield methodology:


Differentiating between active and index tracking strategies remains problematic as
fund-level net return data is still used to calculate the volatility, skew and excess
kurtosis



It is still unclear how effective the maximum growth rate strategy is across different
asset classes, particularly hybrid/complex funds and more clarity is needed on what
constitutes a complex fund



The ESAs have proposed broad asset classes when there is likely to be merit in looking
at narrower sectors/peer groups



The methodology that the ESAs will use to calculate the maximum growth rate should
be confirmed so that further testing can be carried out.
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PART THREE: SIMPLIFYING THE DIVIDEND YIELD
METHODOLOGY – RESULTS OF THE MODELLING
If the ESAs are to push forward with the dividend yield methodology, we are in favour of
adopting a simplified approach as set out in Section II of this paper. We explore below the
results of using simplified inputs compared with the results achieved by using the more
complex dividend yield methodology to see how they differ.
Figure 14 shows the results of our modelling using the original M1 methodology. Figure 1 5
then compares how the dividend yield methodology proposed in the consultation paper
compares with methodologies using simplified inputs. We tested:


Using one reference rate that corresponds to the underlying currency of the fund (UK
RF) but still applying a look through approach to the yield of the underlying holdings
decomposed by asset and country weighting – we refer to this approach as DY (UK RF)



Using the reference rate approach prescribed by the dividend yield methodology but
applying a simple weighted average (SWA) yield calculation rather than the look
through approach – we refer to this approach as DY (SWA)



Using a reference rate that corresponds to the currency of the fund and a simple
weighted average – we refer to this approach as DY (SWA, UK RF)

Our testing shows that the results generated by using one reference rate and a simple
weighted average are just as effective as the more complex approaches. However, in Figure
16 we look at the impact of applying a reference rate that corresponds to the highest
country weighting of the underlying assets and found this to be more accurate than using a
reference rate that corresponds to the currency of the funds.
Figure 14: Current methodology

Figure 15 shows that calculating the average dividend yield weighted by sector and country
does not make much of a difference in capturing the range of actual performance.
Calculating the weighted average dividend yield of the fund returns similar results. The
greatest impact on the effectiveness of scenarios comes from the choice of reference rate.
The methodology in the consultation paper requires an average dividend yield to be
calculated on a sector and country weighted basis. The reference rate for the fund also
needs to be calculated as a weighted average based on the geographical com position of the
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fund. This means that when we carried out testing on a global emerging market fund, the
data collection was extremely challenging: the fund had historical exposure to almost 50
countries, many of which we could not obtain reference rate data for. We had to use a
reference rate proxy based on a subjective determination of regions that would be similar.
Figure 15 shows that the extra effort required to do this complex calculation has not yielded
significantly better results.
Figure 15: Comparison of the scenarios with simplified inputs

All simplified versions of the methodology perform better than the M1 approach and none
of the methodologies produce unfavourable scenarios above the actual performance.
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Table 5: Comparison of dividend yield methodology and M1 against actual
performance
M1 vs.
Actual

DY vs.
Actual

DY (UK RF)
vs. Actual

DY (SWA)
vs. Actual

DY (SWA, UK RF)
vs. Actual

% less than
unfavourable

16%

0%

0%

0%

0%

% less than moderate

50%

29%

24%

27%

19%

% more than favourable

16%

10%

16%

13%

18%

Corr (actual, moderate)

-52%

-41%

-20%

-45%

-22%

We repeated the analysis using a simple weighted average dividend yield and a reference
rate more reflective of the geographical exposure of the fund. The fund has quite mixed
geographical exposure, but among the countries with the highest exposure over the testing
period is India. Figure 16 shows that by applying the Indian reference rate we generated
scenarios that are much closer to the dividend yield methodology. This approach performs
slightly better than applying a UK reference rate suggesting that the choice of reference
rate appears to be key. We conclude that the reference rate most closely representing the
portfolio exposure should be selected.
Figure 16: Scenarios produced using ESAs prescribed dividend yield
methodology vs. simplified inputs (simple weighted average, India reference
rate)
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ANNEX TWO: ENHANCED TEMPLATE FOR COST PRESENTATION
Enhanced cost template layout
What are the costs?
The total costs you pay and how they affect what you might get back depend on how long you hold
the product and how well the product does.
[Where applicable, i.e. where possible] Be aware that the person selling you or advising you
about this product may charge you additional costs. If they do they will provide you with
information about these costs, and show you the impact that all costs will have on your investment
over time.
If you exit
after 1 year

If you exit
after RHP
years

- as a percentage of the value of your investment

%

%

- if you invest a lump sum of €10,000

€

€

Effect of costs on your investment each year*

%

%

Costs over time
Total costs per year:

* The effect of costs illustrates how costs could erode your investment each year over the specified
holding period. The actual costs you might incur each year will vary depending on the composition
of costs.
Composition of total costs per year
as a percentage of the value of your investment

If you exit
after 1 year

One-off costs incurred before or after you invest
Entry costs

X% of the amount you pay in when entering this investment.
[There is no entry fee for this product.]

%

Exit costs

X% of the amount you take out of this investment before it is
paid out to you. [There is no exit fee for this product.]

%

Ongoing costs incurred over course of each year
Management
fees and other
costs

X% of the average value of your investment per year based on
actual costs over the last year.

%

Transaction
costs

X% of the value of the underlying investments bought and sold
for the product per year. The actual amount will vary depending
on how much we buy and sell. The figures given are the average
over the last 3 years.

%

Incidental costs incurred under certain specific conditions
Performance
X% of [describe performance fee including the performance
fees
target in no more than 100 characters] each year. The actual
amount will vary depending on how well your investment
performs. The figures given are the average over the last 5 years.
[There is no performance fee for this product.]

%

[Where applicable]: different costs apply depending on the investment amount…[explain
circumstances or use an example in maximum 100 characters] More information on costs can be
found in the prospectus which is available at [website location].
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Enhanced cost template with illustrative figures
This illustration is based on a net return of zero which means the investment returns
generated are sufficient to exactly cover costs – in other words it assumes the investors will
get back exactly the amount of their original investment.

What are the costs?
The total costs you pay and how they affect what you might get back depend on how long you hold
the product and how well the product does.
[Where applicable, i.e. where possible] Be aware that the person selling you or advising you
about this product may charge you additional costs. If they do they will provide you with
information about these costs, and show you the impact that all costs will have on your investment
over time.
Costs over time

If you exit
after 1 year

If you exit
after RHP
years

5.80%

1.80%

€578

€180

6.11%

1.84%

Total costs per year:
- as a percentage of the value of your investment
- if you invest a lump sum of €10,000
Effect of costs on your investment each year*

* The effect of costs illustrates how costs could erode your investment each year over the specified
holding period. The actual costs you might incur each year will vary depending on the composition
of costs.
Composition of total costs per year:
- as a percentage of the value of your investment
- if you invest a lump sum of €10,000

If you exit
after 1 year

One-off costs incurred before or after you invest
Entry costs

5.0% of the amount you pay in when entering this investment.

Exit costs

There is no exit fee for this product.

5.0%
-

Ongoing costs incurred over course of each year
Management
fees and other
costs

0.5% of the average value of your investment per year based on
actual costs over the last year.

0.5%

Transaction
costs

0.4% of the value of the underlying investments bought and
sold for the product per year. The actual amount will vary
depending on how much we buy and sell. The figures given are
the average over the last 3 years.

0.2%

Incidental costs incurred under certain specific conditions
Performance
20% of any returns achieved above the XYZ index each year.
fees
The actual amount will vary depending on how well your
investment performs. The figures given are the average over the
last 5 years.

0.1%

[Where applicable]: different costs apply depending on the investment amount…[explain
circumstances or use an example in maximum 100 characters]. More information on costs can be
found in the prospectus which is available at [website location].
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ANNEX THREE: CALCULATION OF TRANSACTION COSTS
The following text shows our suggested amendments to the ESAs proposed option 1 set out
as in section 12.7.1 of the consultation paper and are shown on the basis that the ESAs
proposed amendments have already been incorporated. We have not included
consequential amendments to cross-references.
Calculation of specific types of costs of investments funds

Transaction costs
7.

Transaction costs shall be calculated on an annualised basis, based on an average of
the transaction costs incurred by the PRIIP over the previous three years. Where the
PRIIP has been operating for less than three years, transaction costs shall be
calculated using the methodology set out in point 25 of this Annex.

8.

The aggregate transaction costs for a PRIIP shall be calculated as the sum of the
transaction costs as calculated in accordance with points 9 to 29 of this Annex in the
base currency of the PRIIP for all individual transactions undertaken by the PRIIP in
the specified period. This sum shall be converted into a percentage by dividing by the
average net assets of the PRIIP over the same period.

9.

Where implicit transaction costs are negative, a minimum of explicit transac tion costs
shall be disclosed.

10. When calculating the transaction costs incurred by the PRIIP over the previous three
years, actual transaction costs shall be calculated using the methodology described in
points 13 to 25 of this Annex for investments in the following instruments:
(a) transferable securities as defined by Article 2 of Commission Directive 2007/16/EC;
(b) other instruments that there are frequent opportunities to dispose of, redeem, or
otherwise realise at prices that are publicly available to market participants and
that are either market prices or prices made available, or validated, by valuation
systems independent of the issuer.
11. Estimates of transaction costs using the methodology described below in points 24 to
26 of this Annex shall be used for investments in other instruments or assets.

Treatment of anti-dilution mechanisms
12. Where a PRIIP has a pricing mechanism that offsets the impact of dilution from
transactions in the PRIIP itself, the amount of benefit accruing to the ongoing holders
of the PRIIP from anti-dilution mechanisms may be deducted from the transaction
costs incurred within the PRIIP using the following methodology:
(a) the monetary amount of any anti-dilution levy, or other payment in connection
with a transaction in the PRIIP itself, that is paid to the PRIIP may be subtracted
from the total transaction costs
(b) the benefit to the PRIIP of issuing units (or otherwise enabling investment in the
PRIIP) at a price other than the mid price, or of cancelling units (or otherwise
enabling redemption of funds from the PRIIP) at a price other than the mid price,
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provided that the PRIIP itself receives the benefit, shall be calculated as follows
and may be subtracted from the total transaction costs:
(i)

the difference between the price of units issued and the mid price, multiplied
by the net number of units issued;

(ii) the difference between the price of units cancelled and the mid-price,
multiplied by the net number of units cancelled.

Actual transaction costs
13. Explicit costs include costs and charges incurred by the PRIIP, and paid out of
investor’s financial investment in the PRIIP, in order to acquire or dispose of the
underlying assets of the PRIIP, such as but not limited to commissions paid to brokers
or other intermediaries, stamp duty or market taxes, contract fees and execution fees
for OTC derivatives, legal advisers for real estate transactions, clearing fees and
booking fees charged by the custodian for other assets, where relevant.
14. Explicit costs shall be calculated as the sum of costs incurred by the PRIIP over the
previous three years, for all individual transactions undertaken by the PRIIP and in the
base currency of the PRIIP, averaged over one year. This sum shall be converted into a
percentage by dividing by the average net assets of the PRIIP over the same period.
15. The actual transaction costs for each transaction shall be calculated on the following
basis:
(a) for each purchase undertaken by the PRIIP, the mid-market price of the
instrument at the time the purchase is executed order is transmitted to another
person for execution (the purchase ‘arrival price’) shall be subtracted from the net
realised execution price of the transaction. The resulting value shall be multiplied
by the number of units purchased;
(b) for each sale undertaken by the PRIIP, the net realised execution price of the
transaction shall be subtracted from the mid-market price of the instrument at the
time the sale is executed order to sell is transmitted to another person for
execution (the sale ‘arrival price’). The resulting value shall be multiplied by the
number of units sold.
(c) All charges, commissions, taxes and other payments (such as anti-dilution levies)
associated with the transactions, either directly or indirectly, where those
payments are made from the assets of the PRIIP, shall be added to the results of
points (a) and (b).
16. The net realised execution price shall be determined as the price at which the
transaction is executed, including all charges, commissions, taxes and other payments
(such as anti-dilution levies) associated with the transaction, either directly or
indirectly, where those payments are made from the assets of the PRIIP.
17. The arrival price shall be determined as the mid-market price of the investment at the
time when the order to transact is transmitted to another person. For orders that are
transacted on a day that is not the day that the order was originally transmitted to
another person, the arrival price shall be determined as the opening price of the
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investment on the day of the transaction or, where the opening price is not available,
the previous closing price. Where a price is not available at the time when the order to
transact is transmitted to another person, the arrival price shall be determined as the
most recently available price or, where a recent price is not available, as the opening
price on the day of the transaction or, where the opening price is not available, the
previous closing price. Where an order is executed without being transmitted to
another person, the arrival price shall be determined as the mid-market price of the
investment at the time when the transaction was executed.
18. Where the arrival price information about the time when the order to transact is
transmitted to another person is not available (or not available to a sufficient level of
accuracy), or where information about the price at that time is not available, it is
permissible to calculate transaction costs in accordance with point 20. use as the
arrival price the opening price of the investment on the day of the transaction or,
where the opening price is not available, the previous closing price. When calculating
transaction costs for transactions executed prior to 31 December 2021, arrival prices
may be considered as not available.
19. Costs associated with transactions undertaken by PRIIPs and concerning financial
instruments that fall within one of the categories referred to in items 4 to 10 of Section
C of Annex I to Directive 2014/65/EU shall be calculated in the following way:
(a) for instruments that are standardised and where there is regular trading in the
instrument itself (for example an index future on a major equity index),
transaction costs shall be calculated with reference to the instrument itself. The
arrival price shall be determined as the mid-price of the instrument;
(b) for linear instruments that are customised, and where there is no price
transparency or regular trading in the instrument itself, transaction costs shall be
calculated with reference to the underlying asset(s). The arrival price shall be
calculated based on the price(s) of the underlying assets, using appropriate
weightings if there is more than one underlying asset. Where the cost of
transacting in the instrument is materially higher than the cost of transacting in
the underlying asset, this must be reflected in the transaction cost calculation;
(c) for non-linear instruments, it is permissible to calculate the transaction costs as
the difference between the price paid or received for the instruments and the fair
value of the instrument, on the basis described in points 36 to 46 of this Annex.
20. By way of derogation from points 13 to 19 of this Annex, for transactions executed on
an over-the-counter basis, the actual transaction costs shall be calculated in the
following way:
(a) Where a transaction is executed after both bid prices and offer prices have been
obtained from more than one potential counterparty, the arrival price shall be
taken to be:
(i)

If the best bid price is below the best offer price, the mid-point between the
bjohest bid price and best offer price;
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(ii) If the best bid price is higher than the best offer price, the best bid price in
the case of a sale or the best offer price in the case of a purchase.
(b) Where a transaction is executed without both bid prices and offer prices having
been obtained, the transaction cost shall be calculated by multiplying the number
of units transacted by half the value of the spread between the bid price and the
offer price of the instrument. The value of this spread shall be calculated on the
following basis:
(i)

Where available, from a composite of live market bid/offer quotes; or

(ii) Where live market quotes are not available (or not available to a sufficient
level of accuracy), by reference, to spreads obtained from one of the
following sources:
 for either previous transactions in assets bearing similar characteristics
(e.g. duration, maturity, coupon, call-/ put-ability) and liquidity, using
transactions previously executed by the manufacturer;
 or data verified by an independent third-party;
 , or from data used by an independent third-party to value the asset.
21. In calculating the costs associated with orders that are initially entered into an auction,
the arrival price shall be calculated as the mid-price immediately prior to the auction.
22. By way of derogation from points 13 to 21 of this Annex, where a product undertakes
fewer than [250] transactions in a three-year period, or where the total consideration
for all transactions undertaken over 3 years is less than [25%] of the net asset value of
the product, the manager may calculate transaction costs using the methodology
described in point 20.
23. In calculating the costs associated with foreign exchange, the arrival price must reflect
a reasonable estimate of the consolidated price, and must not simply be the price
available from a single counterparty or foreign exchange platform, even if an
agreement exists to undertake all foreign exchange transactions with a single
counterparty.

Transaction costs for other assets
24. In calculating the costs associated with non-financial assets, the aggregate transaction
costs shall be calculated as the sum aggregate of the actual costs directly associated
with the transaction including all charges, commissions, taxes and other payment s
(such as anti-dilution levies), where those payments assets are made from the assets
of the PRIIP.
25. When estimating transaction costs for assets other than assets as referred to in point
10 and 24 of this Annex, the methodology in point 15 14 of this Annex shall be used
and the arrival price shall be calculated as follows:
(a) for a sale:
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(i)

the arrival price shall be calculated as the previous independent valuation
price of the asset, adjusted for market movements, where appropriate, using
an appropriate benchmark index;

(ii) where a previous independent valuation price is not available, the transaction
costs must be estimated based on the difference between the transaction
price and an appraisal of the fair value of the asset prior to sale;
(b) for a purchase:
(i)

the arrival price shall be calculated as the previous independent valuation
price of the asset, adjusted for market movements, where appropriate, using
an appropriate benchmark index, where such a price is available;

(ii) where a previous independent valuation price is not available, the transaction
costs must be estimated based on the difference between the transaction
price and an appraisal of the fair value of the asset prior to purchase.
26. The transaction cost estimate must not be less than the amount of actual identifiable
costs, if any, directly associated with the transaction.

Transaction costs for new PRIIPs
27. For PRIIPs that have been operating for less than 3 years and that invest
predominantly in assets as referred to in point 10 of this Annex, transaction costs may
be calculated either by multiplying an estimate of portfolio turnover in each asset class
with the costs calculated according to the methodology referred to in point (c), or as
an average of the actual transaction costs incurred during the period of operation and
a standardised estimate on the following basis:
(a) for the highest multiple of six months that the PRIIP has been operating,
transaction costs shall be calculated on the basis described in points 15 14 to 23
of this Annex;
(b) for the remaining period up to three years, transaction costs shall be estimated by
multiplying an estimate of portfolio turnover in each asset class with the costs
calculated according to the methodology referred to in point (c);
(c) transaction costs (including explicit costs and implicit costs) shall be estimated
either by using comparable information (such as the transaction costs of a
comparable fund or peer group, or information about transaction costs used to
calculate the product’s dealing prices), or by adding estimates of explicit costs to
estimates of half the bid-ask spread for the relevant asset class under normal
market conditions determined as follows:
(i)

For the each of asset classes indicated in the table below, estimates of the
bid-ask spread transaction costs shall be calculated using previous
transactions in assets bearing similar characteristics (e.g. duration, maturity,
coupon, call-/ put-ability) and liquidity, or by reference to relevant underlying
reference indices. as the average of the estimated cost of transaction (based
on bid-ask spreads divided by two) for the relevant asset class under normal
market conditions.
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To estimate the cost, one or more reference indexes shall be identified for
each asset class. Then, the average bid-ask spreads of the underlying indexes
shall be collected. The data collected shall refer to the closing bid-ask spread
at the tenth business day of each month during the last year.
The bid-ask spreads collected shall then be divided by two to obtain the
estimated cost of transaction for each point in time. The average of those
values is the estimated cost of transaction in each asset class under normal
market conditions.
Asset classes
Liquidity

Money market instruments (for the sake of clarity, money
markets funds not included)

Shares developed markets

Large-cap shares (developed markets)
Mid-cap shares (developed markets)
Small-cap shares (developed markets)

Shares emerging markets

Large-cap shares (emerging markets)
Mid-cap shares (emerging markets)
Small-cap shares (emerging markets)

Listed derivatives

Listed derivatives

Government bonds

Government bonds and similar instruments developed
market rating AAA-A
Government bonds and similar instruments developed
market different rating below A

Government bonds
emerging markets (hard
and soft currency)

Government bonds emerging markets (hard and soft
currency)

Investment grade corporate
bonds

Investment grade corporate bonds

High yield corporate bonds

High yield corporate bonds

(ii) For the asset classes indicated in the table below, transaction costs (including
explicit costs and implicit costs) shall be estimated either by using comparable
information or by adding estimates of explicit costs to estimates of half the
bid-ask spread, using the methodology described in point (i).
Asset classes
Liquidity

Money market instruments (for the sake of clarity, money
markets funds not included)

Shares developed markets

Large-cap shares (developed markets)
Mid-cap shares (developed markets)
Small-cap shares (developed markets)

Shares emerging markets

Large-cap shares (emerging markets)
Mid-cap shares (emerging markets)
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Small-cap shares (emerging markets)
Listed derivatives

Listed derivatives

(iii) For the asset classes indicated in the table below, the transaction cost is the
average of the observed cost of transaction (based on bid-ask spreads divided
by two) in this asset class under normal market conditions.
When identifying the observed cost of transaction, results of a panel survey
or a relevant set of previous transactions may be taken into account.
Asset classes
OTC

OTC Exotic options
OTC Plain vanilla options
OTC IRS, CDS and similar
OTC Swaps and similar instruments (different from IRS, CDS
and similar)
OTC FX Forwards developed markets
OTC FX Forwards emerging markets

28. Estimates of portfolio turnover for a PRIIP that has been operating for less than one
year must be made on a consistent basis with the investment policy disclosed in the
offering documents. Estimates of portfolio turnover for a PRIIP that has been operating
for more than one year must be consistent with actual portfolio turnover.
29. For PRIIPs that have been operating for less than three years and that invest
predominantly in assets other than assets as referred to in point 10 of this Annex, the
PRIIP manufacturer shall estimate the transaction costs on the basis of the fair value
method using comparable assets.
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