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BETTER FINANCE RESPONSE

General comments

BETTER FINANCE welcomes and appreciates the effort of the European Commission and
of the European Supervisory Authorities to put forward proposals for targeted
amendments of the Delegated Regulation (DR) concerning the presentation and content
of the key information document (KID) for Packaged Retail and Insurance-Based
Investment Products (PRIIPs).

First, BETTER FINANCE finds that the very short consultation timeframe (less than a
month) on such an important as well as technical issue puts representatives of savers and
consumers at a strong disadvantage and gives us too little time to provide a detailed and
complete response.

Second, BETTER FINANCE wishes to stress that it has always strongly supported the aim
of the PRIIPs Regulation:

- It is the first — and so far the only - “horizontal” EU set of investor protection rules that
encompasses both non-insurance based and insurance based retail investment products.

- The PRIIPs KID aims “to enable retail investors to understand and compare the key

features and risks of the PRIIP" (article 1 of the PRIIPs Level I Regulation). This major

investor protection initiative must be effective and preserved for EU savers' sake.
“The concept of the Kid is admirable; unfortunately, its execution is a disaster.”?

The purpose of the PRIIPs Regulation is indeed more precise and clearer than that stated

by the ESAs in the consultation paper:? it is again “to enable retail investors to understand

and compare the key features and risks of PRIIPs" However, the Key Information

Document (KID) as it is currently distributed to retail investors is:

1 Professor John Kay, 2018.
2 “The aim of the KID is to provide retail investors with consumer-friendly information about the key
features of investment products” - ESAs Joint Committee Consultation Paper on PRIIPs KID, page 4.
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- very difficult to understand,

- almost impossible to compare even for finance experts, not to mention the average
European saver.

- It is also much too often highly misleading for savers and retail investors, especially
regarding the “future performance scenarios”.

“The only function of economic forecasting is to make astrology look respectable.”
(Ezra Solomon, Professor of Finance, Stanford University)

Future outcomes are impossible to predict ”
(ESAs’ November 2018 Consultation Paper on PRIIPs, page 10)

“Key information documents are misleading because, when you wade through the
complexity, the prospective returns are little more than a projection of historic returns over
the past five years.
This is a triumph of pseudoscience over common sense. Such past performance is no guide
to the future.
In the past, regulators have rightly emphasized to investors that past performance should
not be used as a guide to what they can expect in future. Yet it seems that they have not
succeeded in persuading themselves of this important truth.”

(Professor John Kay, Financial times, January 2018)

Albeit most of the ESAs proposals to amend the Delegated Regulation (DR) are aimed into
the right direction, they are unfortunately far from actually addressing these fundamental
shortcomings, BETTER FINANCE and numerous other stakeholders? have repeatedly
highlighted in relation to the information presented in the PRIIPs KID.

Moreover, a significant number of other serious concerns that have been repeatedly
raised by BETTER FINANCE are also not addressed, nor identified by this Public
Consultation:

e The violation of several MIFID II rules concerning information disclosure; in
particular “Future performance information based on past performance should be
accompanied by a prominent warning that it is not a reliable indicator of future
performance”4.

e The overly optimistic assumptions of future performance scenarios: last 5-year
historic performances which were “bull” market years for both stocks and for
bonds), their misleading linearity, and the inadequate and usually too short-term
past performance basis (only five years including for pension products such as life
cycle funds);

3 See inter alia the European commission’s FSUG (Financial Services Users Group) and the ESMA
Stakeholder Groups positions and public letters to the EU Authorities,
https://ec.europa.eu/info/sites/info/files/file import/150817-fsug-response-kid-for-priips en 0.pdf and

https://www.esma.europa.eu/document/smsg-letter-european-commission-vice-president-

dombrovskis-priips.
4 MiFID II Delegated Regulation, article 44, 6e
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e The method to evaluate transaction costs leads sometimes to “negative costs” (i.e.

income) which is non-sense and can only confuse individual investors;

e The quasi impossibility to compare costs from one product to the other;

e The “sovereign” power of each and every PRIIP manufacturer regarding the choice
of the recommended holding period, that highly impacts current cost disclosures
in the KID;

e The absence of any disclosure of objective benchmarks with which the product’s
performances can be compared.

While in principle BETTER FINANCE is very thankful to the ESAs to propose in this CP to
reintroduce the disclosure of long-term (ten years minimum) past performance and

relative to their investment objectives (benchmarks, as currently mandated to UCITS
funds).

Indeed, the current KID eliminates all comparable and standardized information on long-
term past performance of both the PRIIPS and of their benchmarks, preventing investors
from:

* Knowing whether the product has made any money or not for the investor in the
past, hiding instead this crucial info to retail investors (e.g. high fee money market
funds which have destroyed value in recent years)

= Assessing if/how the manager has achieved its investment objectives

= Comparing similar products (e.g. two European equity index funds).

= Also, long-term past performance relative to benchmarks (not short-term
absolute past performance) can still be a reliable indicator of future performance
for specific categories of retail investment products such as index funds/ETFs and
with profit insurance policies as for both the level of fees is highly predictive of
future returns.

However, only placing the past performance graph of the UCITS KIID next to the existing
future performance scenarios, which will remain as they are (same methodology and
same numbers as acknowledged by the ESAs’ CP) would be a ‘quick-fix’ which does not
resolve problems inherent in future performance scenarios nor diminish the need to
initiate as soon as possible the review of the entire Level 1 PRIIPs regulation, as required
by Art. 32 of said regulation.

The number of revisions should be reduced to the minimum possible, for purposes of
legal certainty and clarity. A full review of the PRIIPs Regulation (level 2 and level 1) is
highly demanded by all stakeholders. The European Commission should have done it
already this year to comply with Article 33 of the Level 1 Regulation. Moreover, in line
with the ongoing work in the European Parliament and the Council, it seems likely that
the EC will be required to carry out a full review by next year (2019). BETTER FINANCE
strongly supports this amendment and the call on the EC to start the review as soon as
possible. This would give time to conduct a consumer testing to improve this ill-designed
Regulation and allow for the collection of robust evidence and data.
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Pure “quick fixes” to level 2 Regulation only cannot exempt EU Authorities to make the
more important and profound changes following the full review.

To conclude, BETTER FINANCE asks the European Commission and the ESAs to address
possible amendments to the current PRIIPs KID as soon as possible through a full review,

including Level 1 legislation, rather than trying to patch it first with“targeted” “quick fixes

"in haste , without consumer testing, and on the level 2 Regulation only .

1. Analysis and proposed amendments to the PRIIPs Delegated
Regulation

Summary: add information on past performance in the KID whenever available using the UCITS KIID approach
(presentation and methodology); for products where actual past performance is not available, the ESAs will consider using
simulated past performance.

Question 1 - Do you agree that information on past performance should be included in the

KID where it is available?

First, we question the very far reaching “escape clause” envisaged by the ESAs to add information
on part performance only “where it is available”. We much prefer the current rule for UCITS funds:
those are required to provide 10-year minimum past performances, or since the inception of the
product if shorter, but should follow the past performance rules for UCITS’ KIID.

Second, BETTER FINANCE fully agrees that information on long term past performance and
relative to the manager’s investment objectives (benchmarks) as proposed by the ESAs’ CP should
be included in the PRIIPs KID. However, we are against merely placing it next to the existing
incorrect and highly misleading and last 5-year performances based “future performance
scenarios” without any narrative explaining the inconsistencies between the two based on 5 year
past performance only.

BETTER FINANCE has been strongly criticising the current design of the PRIIPs KID due to, in
particular, the elimination of all comparable and standardized information on long-term past
performance of both the funds and of their benchmarks, preventing investors from

i) finding out if the funds have ever made money or not;
ii) knowing if their managers have achieved their investment goals or not:
iii) comparing the value of two similar funds.

Information on the past performance figures is the only objective and reliable indicator of the
quality of an investment product and suitability for the potential client’s preferences. Not only it
is the element that characterises the product manufacturer’s ability to meet the self-imposed
objectives since inception, but it is also one of the measures (along with the Synthetic Risk and
Reward Indicator - SRRI) to compare between a large range of products of the same type, which
is the ultimate aim of the PRIIPs Regulation.

Moreover, the past performance is undisputed by essence, there are no limitations nor caveats to
the objective results an investment has already achieved, compared to the unreliable
performance projections (future performance scenarios) as the Consultation Paper candidly
acknowledged in footnote 12 that “future outcomes are impossible to predict”.
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That being said, BETTER FINANCE sees a great improvement in including long term and relative
past performance information in the current KID and continues to strongly recommend
eliminating future performance scenarios.

uestion 2 - Are there challenges to include past performance information for certain types

of PRIIPs?

There are obviously challenges for new products and some specific structured products.
Otherwise, we do not see any exception to the mandatory and full disclosure of long-term (or
since exception if shorter) past performances and relative to the manager’s investment
objectives, as required in the current UCITS KIID Regulation.

e New products should follow the rules spelled out in the UCITS KIID Regulation and in
MiFID II.

e Structured products should follow the specific rules of the UCITS KIID Regulation for
structured UCITS and of MiFID II.

We find no reason to exempt insurance-based investment products from this essential
requirement. Actually, it would be one key benefit brought by the PRIIPs KID, as, up to now, life
insurance policy holders are most often deprived from this information in the existing key
disclosure requirements from Member States (for example in France).

BETTER FINANCE strongly believes that any kind of performance simulation, either past or future
performance, should not be used in any circumstance in the PRIIPs KID, as it will not reflect the
reality nor the features of the product. Such performance simulation is prone to give rise to false
expectations to retail investors and constitutes misleading information, defeating the purpose of
Article 24 MiFID II and of Article 6(1) of the PRIIPs Regulation. The proposal to include simulated
past performance for structured PRIIPs where actual historical data does not exist would even be
inconsistent with the current approach used in the KIID Regulation for structured-UCITS (Article
36 thereof) which prohibits publication of performance information.

BETTER FINANCE sees the only acceptable option to align such an amendment with the rules
incident for simulated past performance presentation as per Article 44(5) of MiFID II DR, which
in any way should be adjusted to the purpose and nature of the KID. While the aforementioned
article lays down disclosure requirements for any kind of communication addressed to the retail
investor, BETTER FINANCE strongly believes that a KID that represents pre-contractual
documentation which summarises the provisions of the investment contract to be concluded with
the retail investor mandate less arbitrary power of the PRIIP manufacturer, therefore the
prescription of pt. 1 of Article 44(5) of MiFID II DR should be narrowed down to corresponding
benchmarks. In other words, the only historical data presentation that would be acceptable would
constitute, if available, the actual past performance of a regulated benchmark index.

Moreover, BETTER FINANCE believes it should be mandatory wherever actual past performance
of a PRIIP does not exist to publish the past performance of an objective’ benchmark (e.g. a
capital market segment index, but not a so called “peer group” as such a peer group could be

5 As required for UCITS KIID- the benchmark is chosen by the manager of the PRIIP.
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underperforming the underlying capital market segments) in order to provide a comprehensive
graphical representation of the reality, i.e. how the market actually performed and how the peer
group of the product is situated compared to the market. This is because the assessment of the
product cannot be achieved, but the retail investor would be better positioned to take an
informed decision on the basis of objective real indicators, i.e. valuations that already happened.

uestion 3 - Do you agree that it is appropriate for this information on past performance to
be based on the approach currently used in the KII? If not, please explain yvour reasons and i
an alternative presentation would be more appropriate and for which es of PRIIPs?

BETTER FINANCE agrees that the past performance information must be based on the current
approach used for the UCITS KIID as:

- itis long term: minimum ten years or since the product’s inception if shorter, i.e. much
longer than the 5-year timeframe currently used by the PRIIPS KID as a basis to future
performance scenarios.

- It is relative - compared - to the past performance of the investment objectives of the
product’s manager (the benchmark he chose).

Indeed, absolute performance without any benchmark is much less relevant and often
misleading.

The KIID Regulation (the current approach for past performance for UCITS) specifies that, when
the product has a corresponding benchmark index whose performance it tracks or when it is
managed, directly or indirectly, explicitly or implicitly, in comparison to the latter, the past
performance of the benchmark index must be presented alongside the past performance of the
product (Article 7(1)d of the KIID Regulation). We believe that this provision of the KIID
Regulation should be replicated in the targeted amendment for the performance sub-section of
the PRIIPs KID.

Nevertheless, BETTER FINANCE'’s investigations have revealed that there is still too little
supervisory convergence on the implementation of this rule from 2010.6

One identified weakness of the past performance disclosure requirements in the UCITS funds
KIID though, is the fact that they disclose the performance per annum but not the cumulated one
over time. Many studies, including OECD surveys show that the majority of people do not know
how to compute compounded (cumulated) returns. Therefore, the current format of past
performance disclosure in the KIID does not comply with the basic rule of MiFID I and II that
requires the information to be intelligible to the majority of the people to whom it is
communicated.

BETTER FINANCE has proposed a clearer and more meaningful format proposal.”

6http://betterfinance.eu/fileadmin/user upload/documents/Press Releases/en/Other investors/PR -

Benchmark Disclosure Compliance Research - 040618.pdf
7 See the Annex, pt. 4, pages 6-7, of the BETTER FINANCE Press release “Sustainable Finance Products
Must Fully Comply With Consumer Protection Rules and Really Create ‘Long-Term and Sustainable
Value”” - link below

http://betterfinance.eu/fileadmin/user upload/documents/Press Releases/en/Other investors/PR -
SUSTAINABLE FINANCE - 2017 0714 01.pdf
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Question 4 - Do you think that information on simulated past performance should be
included in the KID where actual past performance is not available? If not, please explain

your reasons.

BETTER FINANCE believes that, where actual past performance is not available it should not be
replaced by simulated past performance:

o for newly issued products, simulated past performance does not represent the reality;

o for structured products, if actual past performance does not exist for a product, it cannot
exist for “substantially the same or similar products” either, rendering the simulation of
past performance defeats the purpose of the KIID Regulation.

We refer to our answer on to Question 2 of this section.

Question 5 - If you think that information on simulated past performance should be included

in the KID, what approach do you think should be used to simulate the past performance, and
how should this be presented in the KID?

No; see our replies to questions 2 and 4 above.

2. Amendments proposed to the narrative explanations of the
performance sub-section

Summary: include a more prominent statement that the future performance scenarios are based on simulations; shorten
the narrative explanations and highlight in bold the key messages

Question 6 - Do you consider these amendments to the narrative explanations to be an
improvement on the current performance scenario approach?

Our clear and strong preference is to eliminate these erroneous, non-intelligible and misleading
future performance scenarios altogether (see our general comments above).

BETTER FINANCE has been advocating for some time already to, at the very least, make PRIIPs
KID compliant with MIFID Il rules on performance disclosure, in particular by adding to the future
performance scenarios a prominent warning stating that such forecasts are not reliable indicators
of future performance, and are themselves based on past performance. We would recommend
simplifying the language and replace the wording proposed in the consultation paper with a very
simple and short warning, preferably in a substantial size and red colour of the font, such as
“Future performance scenarios are NOT reliable indicators of actual future performance.
Also, they are themselves based on past performances”.

Nevertheless, BETTER FINANCE strongly recommends to the European Authorities to look in to
already existing research and if need be to carry out additional research and consumer testing in
order to evaluate the effectiveness of such warnings in the context of behavioural insights. Since
some of the existing research seem to put into question the real impact of such warnings on the
decision-making process of consumers and retail investors it would be all the more advisable to
eliminate the future performance scenarios altogether.

Also, behavioural finance findings show that individual savers and investors rarely read the
narrative and the fine print.
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3. Other potential solutions to modify the performance information sub-
section

summary: in addition to the two amendments the ESAs envisage for the performance information sub-section of the
PRIIPs KID, the ESAs consult also on three other possibilities which the ESAs initially deem as not viable: (i) calculate future
performance scenarios using the risk-free rate of return; (ii) limit the future performance projections to only two scenarios
(stress and favourable) which could be presented either through a table (current approach) or through a graph
(considered approach), in addition to which past performance could also be added; (iii) extend the historical period used
to measure [future] performance from 5 to 10 years.

Question 7 - Do you have any comments on the analysis set out in this Section of other possible
options to improve the future performance scenarios?

BETTER FINANCE welcomes the openness of the ESAs to discuss several other options that might
be used to modify the PRIIPs KID methodology and content presentation, despite of their
preliminary finding that these are not viable:
“these options could be combined with the inclusion of past performance where available and
similar amendments to the narrative explanations to those discussed in the previous Section”.

With regard to the risk-free rate of return becoming the anchoring-variable in performance
scenario computations, BETTER FINANCE notices that the ESAs have envisaged responding to
criticism from PRIIPs manufacturers that the moderate and favourable scenarios are overly
optimistic, aiming to “remove the risk that the future performance scenarios are, due to particularly
positive or negative performance observed during the past 5 years, at a level which could be claimed
to be misleading in view of the market expectation at a given time”.

BETTER FINANCE further believes there is little value for the majority PRIIPs to base
performance projections on a risk-free rate as it does not (and cannot) capture the features and
risk profile of the products.

With regard to reducing the number of performance scenarios and changing the presentation
layout from a table to a graph, BETTER FINANCE believes the amendments point in a good
direction: as the ESAs have indicated, most retail investors tend to believe that the moderate
scenario is the most certain, although the possibility of occurrence of all performance scenarios
ranges from 0-100% equally. Consequently, eliminating the moderate and unfavourable scenario
presentation might alleviate a part of the confusion to the retail investor that the PRIIPs KID
produces now. Moreover, the idea of a graph with a darker shading between the stress scenario
curve and the favourable scenario curve might actually reinforce the prominent warning that
those represent simulations, and anything can happen to the investment and an infinite number
of outcomes are expected. Nevertheless, this effect should be submitted to proper consumer
testing.

With regard to the extension of the historical performance to calculate the SRI and performance
scenarios invariables (mean r, skew and kurtosis), BETTER FINANCE believes it would bring
value to increase the period of observation for the distribution of results analysis from 5 years to
10 years as it reduces the risk of capturing only one market cycle. The longer the observation
period (N and T), the more accurate will the variables be.

In spite of all the abovementioned observations, BETTER FINANCE is of the opinion that it is not
possible to substantially or significantly improve the information on future performance
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scenarios and we would again strongly recommend to eliminate the future performance
scenarios. We are fully aware this would require amending the Level [ Regulation, and this is one
of the reasons why we ask for an early full review of the PRIIPs package instead of this limited
and “targeted” one on the level Il Regulation.

uestion 8 - Do you have any views on how the presentation of the performance scenarios
could otherwise be improved?

Reiterating and insisting on the final paragraph from the answer to Question 7, BETTER FINANCE
is of the opinion that it is not possible to substantially improve the information on future
performance scenarios and we favour the elimination of the future performance scenarios.

4. Other specific amendments

Summary: the ESAs consider the following amendments: (i) regular investor payments products should be treated the
same as single investment or premium PRIIPs (Category 2 or 3) and the VaR-equivalent-Value calculation methodology
should be adapted of such nature to capture several moments in the PRIIP life; (ii) performance description for auto
callable products; (iii) extend the narrative text of the SRI with 300 characters for products where the SRI does not capture
all material risks of the PRIIP; (iv) change the narrative for performance fees; (v) use a 3% growth assumption for the
Reduction-in-Yield (RiY) calculation section; (vi) other minor amendments, such as adding a heading in the KID template
for the PRIIP’s term.

Question 9 - Do you agree with the proposals described in this section?

BETTER FINANCE strongly disagrees with the proposed calculation methodology for the
summary cost indicator (Reduction-in-Yield) formula as it de facto creates a new future
performance scenario, adding to the already four presented to retail investors. This is
inconsistent with the PRIIPs and MiFID II principles in several ways:

o firstly, it de facto creates a fifth and even more misleading future performance scenario
(3% future return per annum)

e secondly, it is inconsistent, irrelevant and incorrect to use a 3% annual internal rate of

return r (pt. 71 of Annex VI of the PRIIPs DR) for the calculation of the cost indicator when
the moderate scenario is close to 0% or negative, and it gives completely false
expectations and information to the retail investor of the effects of fees on their potential
profit.
For example, a typical money market fund with an annual fee of 0.50% and a recent
annual gross return of 0,50% (used as the “moderate” scenario) would currently show a
RIY cost of 100%. The ESAs’ proposal would multiply the expected return six-fold and
accordingly reduce the RIY cost indicator to 17%. That is highly misleading.

e thirdly, it will be an unjustified competitive advantage to PRIIPs with low future outcome
distribution in the 50t percentile and, respectively, disadvantage to those PRIIPs with
higher future return expectations;

o lastly, and most importantly, it essentially defeats the purpose of the SCI and RiY
calculations as these are not meant to show the “happy outcomes”, i.e. when the moderate
scenario would be positive so that the investor benefits (the i rate of return = 0%) of
something in the end, but it must make the investor aware that the risk he or she takes of
having negative returns is exponentiated by the level of fees charges by the PRIIP
manufacturer;

5. Amendments arising from the possible end of the UCITS KIID exemption

9
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Summary: the ESAs consider which provisions of the KIID Regulation should be transposed into the PRIIPs Delegated
Regulation in the circumstance where the UCITS exemption would end in order to accommodate the presentation of the
KIID-specific past performance in the PRIIPs KID.

uestion 10 - Do vou have any comments on the proposed approaches in relation to the
analysis and proposals in this section?

Not enough time to analyse.

6. Assessment of costs and benefits

Summary: the ESAs have analysed the cost-benefit impact of the proposed modifications to the Delegated Regulation by
comparing with the no-modification baseline scenario.

Question 11 - Do you have any comments on the preliminary assessment of costs of benefits?

Not enough time to analyse.

Question 12 - Are you able to provide information on the costs of including information on
past performance for different types of PRIIPs?

Not enough time to analyse.

Question 13 - Are there significant benefits or costs you are aware of that have not been

addressed?
Not enough time to analyse.

Contact persons:
Guillaume Prache, Managing Director - prache@betterfinance.eu

Aleksandra Maczynska, Executive Director - maczynska@betterfinance.eu
Stefan Voicu, Research Officer- voicu@betterfinance.eu
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