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Banking Stakeholder Group

Consultation EBA/CP/2014/20 on
Draft Technical advice on possible delegated acts on criteria and factors for intervention powers concerning structured deposits under Article 41 and Article 42 of Regulation (EU) No 600/2014 (MiFIR)
General Comments 
and Replies to Questions
By the EBA Banking Stakeholder Group
London, October 5th, 2014

General comments
We welcome this consultation on the technical advice on criteria and factors for the EBA’s intervention powers concerning structured deposits. The BSG believes that it is important for the EBA to exercise its powers where it identifies a threat to consumer, client or investor protection, the integrity of financial markets or the stability of the financial system. It is important that the criteria are sufficiently comprehensive to allow the EBA to exercise these powers effectively and that the conditions for the use of such powers are set unambiguously. We welcome the statement that these criteria are intended to be flexible, non-quantitative and non-exhaustive.

By their economic nature they represent an investment product, not a simple deposit product, and should be treated the same as standard investment product.

Structured deposits pose a particular risk to consumer protection and financial stability. Different factors which might contribute to this include:

-
Structured deposits are sold as alternatives to standard savings accounts to consumers who may have little experience of investment products

-
Commission payments can be made to intermediaries for advised and non-advised sales

-
Some products rely on complex calculations to determine the final return and/or may include structured investment strategies, which are difficult for consumers to understand

-
Consumers will find it difficult to evaluate and compare the risks and rewards of structured deposits and to find the best deal

-
There is no standard terminology which has to be used to describe these products – they can be called anything from Stock-market linked savings bonds, to protected capital accounts, guaranteed capital accounts, defensive kick-out deposit plans or wealthbuilder bonds. In particular the use of certain terms such as “guaranteed”, “protected” or “secure” may be misleading.

-
Academic research in the area of structured products has shown that the more complex the product the greater the profitability for the issuers 

-
Issuers may focus on designing products with high headline rates of return, which could encourage issuers to design risky and poor quality structured deposits, with high potential rates of return but with a low probability that these returns will be achieved.
Replies to Questions
Q01. Do you agree with the criteria and factors proposed?  
Apart from the amendments proposed below, we agree with all of the criteria and factors proposed.
Q02. Are there any additional criteria and/or factors that you would suggest adding? 
We propose the following additions and amendments to the criteria and factors proposed.

Criterion i

We propose the following additions to criterion i in section c.
· The return is dependent on whether the underlying have breached specific levels (eg Barrier or Digital products)  with the return received by the consumer differing significantly if these levels are broken (Discontinuous returns)

· The return is dependent on the performance of the underlying but the product applies caps or floors to the performance of the underlying in each particular period or the overall length of the period (Cliquet structures)

· The return is dependent on the performance of a proprietary underlying or benchmark, particularly where it is constructed or managed by the issuer or organisations connected to the issuer

· The return is dependent, in part or in full, on an event not linked to the performance of a financial market or product

Rationale

Discontinuous returns mean that there can be significant changes in the return received by the consumer due to a relatively small change in the underlying. Chart 1 shows a comparison between continuous and discontinuous returns. This can lead to increased risks for consumers and make it more difficult for them to compare the structured deposit with an alternative product for accessing the return of the underlying. Barrier products can also pose increased risks as, in some cases, the specific barrier
 might only need to be breached for 1 second over the entire duration of the product for clients to lose out on the potential return from the product. It will be very difficult, if not impossible, for retail clients to estimate the risk of the underlying breaching these barriers and therefore the products paying out very low returns.

Chart 1: Comparison of continuous and discontinuous returns
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Cliquet structures are a particular type of product where the return depends on the performance during the specific sub-periods within the overall duration of the product. Caps and floors can be applied during each of the specific sub-periods. For example, the product may divide its six-year term into 12 six-month periods, with the maximum performance in each of the six-month periods being limited to between +5% to -5%. The overall return will be the summation of the returns of the underlying in each of the six-month periods after applying the limits (known as caps and floors). Cliquet structured products are particularly complex as the overall return received by the consumer depends on both the return and the volatility of the underlying.

Products using proprietary benchmarks also increase the complexity of the product as the rules surrounding the calculation of the benchmark may not be clear to clients. Proprietary benchmarks may also have a limited track record and may have greater risk and volatility than standard benchmarks. Finally, if the issuer retains control over the proprietary benchmark then this adds the potential for a conflict of interest if decisions about the constituents of the benchmark are made to suit the interests of the issuer.

Example products

Britannia International Guaranteed Capital Bond 5 (Discontinuous returns)

The Britannia International Guaranteed Capital Bond 5 was linked to the performance of the FTSE100. If the FTSE100 was at least 10% above its initial level (subject to averaging), then the product offered a 50% return at the end of the 5-year period.

CatalunyaCaixa Extra Deposit (Discontinuous returns)

The CatalunyaCaixa Extra Deposit is linked to the performance of 3 shares (Abertis, Grifols and Gas Natural). The initial price of the shares is measured at the start of the product and then checked after 1 year and 2 years. If the final price of all shares is greater than the initial price at these dates then the product pays a return of 2.5% APR, if not then it pays a return of 0.74%-0.75% APR.

RBS Autopilot Deposit Growth Plan (Proprietary underlying)

The RBS Autopilot Deposit Growth Plan, is linked to the performance of the RBS Autopilot Index. The financial promotion explains that “The RBS UK Autopilot Index applies a strategy to determine when the Index should be linked to the performance of any combination of four diversified market sectors…or to UK inflation, as measured by the performance of the UK Retail Prices Index (RPI)” The four sectors are Emerging Equities, Commodities, Property equities and Developed Equities.

It also includes the following description of the strategy: 

“At the beginning of each month, the current level of a market sector is compared against the average performance of that market sector over the last year. The average performance of a market sector is calculated as the average of the closing levels of the market sector on the first Business Day of the last 12 months. If the current level of a market sector is above its one-year average level, this indicates that particular market sector is in a rising trend.

If a market sector is identified to be in a rising trend, 25% of the Index will link to the performance of that specific market sector for the next month. The performance of each market sector is capped at a maximum growth of 7% per month. If a market sector grows by more than 7% over the month, the performance applicable to that market sector will be the maximum 7% for that month and the Index will not reflect any increase above 7%. If the current level of a market sector is below its one-year average level, this indicates that the market sector is in a falling trend. If a market sector is identified to be in a falling trend, the Index will not link to that market sector for the next month but will instead link the 25% of the Index originally designated for that market sector to the performance of UK inflation (measured by the UK Retail Prices Index) for the following month. If all four of the market sectors are deemed to be in a falling trend, 100% of the Index would be linked to UK inflation.”

Sabadell Pole Position deposit (Non financial services underlying)

The Sabadell Pole Position deposit was divided into two sections. 50% of the deposit depended on the return from shares of Telefonica (after averaging) over either a 3-year or 5-year period. The other 50% paid a return of 4% AER with a fixed-term of 12 months. If the 2011 Formula 1 world championship was won by either Lewis Hamilton or Fernando Alonso then the return from the 12 month fixed-term product was doubled.

Criterion iii

We recommend the following additions to criterion iii:

g) Whether the clients are purchasing the product after receiving regulated investment advice or whether it is being offered on an ‘execution-only’ basis

Rationale

The risks to the clients of purchasing a structured deposit could be significantly greater if it is bought on an ‘execution-only’ basis without regulated investment advice. Without such advice there will be no assessment of whether the product meets the investment objectives and risk tolerance of the client. This should be reflected in the criteria for product intervention. 

In Denmark the banks must on their own initiative offer financial advice before the conclusion of agreements on structured deposits. This is due to the fact that structured deposits are classified as a complicated product.
 In other Member States structured deposits can currently be sold without any advice or assessment of suitability. In the UK, in addition to being available in banks they are offered on an execution only basis through online comparison sites. We recognise that MIFID 2 will change the requirements around the sale of structured deposits.

Criterion iv

We recommend the following additions to criterion iv:

e) the use of product names or terminology in the financial promotion that imply greater levels of safety  and/or return than are actually possible or likely (including but not limited to words such as ‘guaranteed’, ‘protected’ or ‘secure’);

g) Whether the information provided about the product’s features, risks and possible returns are likely to be understandable by those clients in the target market for the product and the extent to which the issuer is able to prove that clients in the target market are able to understand the information

h) The projections provided to the client concerning the possible performance of the product and whether these represent a reasonable presentation of the returns expected to be generated by the product 

i) The probability which has been communicated or not communicated to the client regarding the chance of achieving the advertised maximum or minimum return

j) Whether the financial promotion for the product includes a return calculated as an ‘Annual Equivalent Rate (AER)’

k) Whether the identity of all deposit takers which might be responsible for the client’s deposit are disclosed

l) Whether the promotion highlights that when receiving a return linked to a particular underlying, clients will not benefit from the receipt of dividends from the underlying such as a share, index or benchmark

m) Whether accurate and understandable information about the product features, risks and possible returns was provided to the distributors of the structured deposit
Rationale

To reduce the risk of inappropriate purchases it is important that information provided about the structured deposit is understandable by members of the target market. We would expect issuers to test financial promotions and gather management information to determine whether the information is understandable by those in the target market.

Product names and terminology in the financial promotion for structured products should not include terms which imply a greater degree of security and/or return than are actually possible or likely. Terms which pose a particular risk of consumer misunderstanding include the words ‘guaranteed’, ‘protected’ or ‘secure’.

Financial promotions for structured deposits typically include projections of the possible returns the product might deliver for the client. The complexity of these products mean that clients may rely on the numbers in these projections when considering whether to purchase the product. It is important that these projections are based on a reasonable assessment of the possible performance of the product. They should not represent an over-optimistic assessment of the potential return from the product. In occasions where structured products offer maximum and minimum returns, there should be clear information provided about the probability of achieving these returns. There should be an appropriate balance in the presentation of any ‘best case’ and ‘worst case’ scenarios in financial promotions and marketing documents.

As structured deposits will typically be substitutes for normal savings accounts or term deposits the promotions should display the returns available in the form of an ‘Annual Equivalent Rate’.  Unless an AER is displayed, consumers may find it difficult to calculate the AER from a headline explanation of the total return such as “35% over 6 years”.

Deposit guarantee schemes apply maximum limits to the coverage which can be received by an individual consumer. To help clients determine whether they remain within those limits it is important that the identity of all deposit-takers involved in the product are disclosed clearly. 

Example products

Credit Suisse protected capital account (Cliquet structure and unrealistic projections)

This ‘Cliquet’ structured deposit generated returns through a series of 6 month options over the lifetime of the product based on the growth of the FTSE 100.
 Any positive returns secured during any of the six month periods would be offset by any negative returns in other six month periods. The total return was calculated by taking the sum of the returns from each six month period throughout the lifetime of the product (subject to the minimum guaranteed return and a cap on the potential maximum return for each of the 6 month periods). For the maximum return to be achieved the FTSE 100 was required to steadily rise throughout the lifetime of the product. For the six year product the caps and the floors on the returns in each six month period were -5% and +5%. This meant that for the product to return the maximum 60%, the FTSE would have to return greater than 5% in each of 12 consecutive six-month periods. 

Analysis by consumer group Which? found that this would never have occurred over any six year period beginning at anytime since 1984. They complained to Credit Suisse and the regulator that the possibility of achieving the maximum return was given excessive prominence in the financial promotion and the projections provided to the consumer about the possible performance of the product. 

Extracts from financial promotions for the Credit Suisse cliquet product

Yorkshire Building Society Protected Capital Account

Minimum growth with the potential for more

PCA Tracked Growth provides a return linked to stock market performance if you hold the Plan for the full investment term. For example, if the stock market performs well you could receive growth of up to 60% gross* (equivalent to 8.14% AER‡) with the 6 year Plan – without risking your capital†.

Leeds Building Society Capital Growth Account
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Santander stock market linked savings account (Unrealistic projection)

The Santander stock market linked savings account was a structured deposit which paid a return linked to the performance of the FTSE100. The product paid 50% of the growth in the FTSE100 over 6 years and calculated the return by comparing the average value in the last six-months of the 6-year period to the starting value. The financial promotion for the product included a projection that the FTSE could rise by 80% over the 6-year term, which (after averaging) would be an annual growth rate of 10.3%.

Gilliat Deposit Kick Out – February 2012 (No AER in financial promotion)

The Gilliat Depost Kick Out – February 2012 offers a return linked to the performance of 5 shares. If a Kick Out event occurs the product matures and returns 8.25% simple interest for each year held. A Kick Out Event occurs if, on an Annual Observation Date, all five Underlyings are equal to or greater than the relevant Required Reference Level. The Required Reference Level begins at 100% of the Start Value of each of the Underlyings. This is reduced by 5% for each year of the Product Term. If after 5 years, any of the five underlyings are below the reference value then the product just returns the original capital. The return on the product can therefore be anything from zero to 41.25%, depending on what year the Kick Out event occurs. The financial promotion does not include any details of the Annual Equivalent Rate for the return of the product.

Criterion vi

We suggest the following amendments and additions to criterion vi

vi) The degree of disparity between expected return or benefit for investors and risk of loss or erosion in the real value of a client’s deposit in relation to the structured deposit, activity or practice
d) The value-for-money of the structured deposit – whether the structured deposit offers a sufficiently attractive return above the risk-free rate or an alternative cash savings account to justify the client purchasing the product

e) The value-for-money and actual returns of other, similar, structured deposits from the same issuer

f) The probability of attaining the maximum and minimum returns offered by the product

g) Whether the issuer has conducted a ‘stress test’ detailing how the product might perform in various different scenarios and the results of any ‘stress tests’ undertaken

Rationale

Unless the deposit taker defaults and the consumer has exceeded the limit of the deposit insurance scheme then consumers will typically not suffer a nominal loss from investing in a structured deposit. However, a client who receives zero return over, say, a six year period will have suffered a loss in the real (inflation-adjusted) value of their deposit. The risk of the lack of a real return on the client’s deposit should be a relevant factor for the EBA in deciding whether to exercise its product intervention powers. 

The value for money of a structured deposit should be a vital element in determining whether the EBA should exercise its product intervention powers. If the structured deposit does not offer a sufficiently attractive return over the cash (risk-free) return in exchange for the increased risk then it is a poor value product. The EBA should also take into account the value-for-money and actual returns of other, similar, structured deposits from the same issuer. These will indicate whether certain issuers have consistently offered poor value products.

There should also be a reasonable probability of attaining the maximum returns from the structured deposit – especially if these are heavily promoted in the literature. Research produced by UK consumer group Which? Showed that some structured deposits rarely, if ever, achieved their advertised maximum returns.
 We would expect issuers to have conducted ‘stress tests’ to examine how the product might perform under a range of different scenarios. If the issuer has not undertaken any ‘stress tests’ then this may be a reason for the EBA to exercise its product intervention powers.

Criterion vii

We suggest the following additions to criterion vii

c) The scale of any exit or withdrawal penalties which are payable in the event of exit or withdrawal from the product
d) The presence of asymmetric exit penalties which means that if the underlying has fallen then an exit penalty is applied but if the underlying has risen then client receives only their original deposit back
e) The mechanism and process for calculating the early withdrawal or surrender value of the product and whether any conflicts of interests around the calculation of the surrender value are managed appropriately

f) The bid-ask spread

Rationale 

There may be circumstances under which a client needs to withdraw or exit from the structured deposit before it matures. These could include that the client needs the money to cover a financial emergency or has suffered a change in their financial circumstances. It could also be the case if the client dies during the term of the product. It is important that the client does not face unfair barriers to exiting the product such as the application of excessive penalties. We are particularly concerned about the application of asymmetric exit penalties – which can be applied at the discretion of the bank. However, if the underlying has moved in favour of the client then they only receive their original capital back – with no additional return. These unfair exit penalties distort competition and result in a transfer of value from clients to issuers. 

Clients should also receive a fair reflection of the current value of their deposit. The calculation of the current value of the deposit is likely to be complicated and it will be very difficult for the client to determine whether it has been calculated appropriately. The surrender value of the product should be based on a documented and fair process, with any conflicts of interest managed appropriately. 

We also recommend that the ‘bid-ask’ spread should be added back into criterion vii. Whilst we are aware that banks will not formally quote a bid-ask spread for a structured deposit when deciding the early surrender value they may apply a bid-ask spread around a ‘central’ value.

Example products

Barclays Wealthbuilder Bond September 2010 edition (Asymmetric exit penalty)

This product contains the following term regarding the amount received should the consumer exit the product early:

“The Early Withdrawal Amount you receive will be determined on the relevant Valuation Date and may be less than the amount you originally deposited, particularly during the early years of the Account. The Early Withdrawal Amount cannot be greater than the amount you originally deposited and will not include any other amounts which would otherwise be payable if the Account were held until the Maturity Date.”

Criteria x

We suggest the following addition to criterion x

e) The qualifications held and the training received by the staff involved in selling the product

Rationale

Structured deposits are complex products and without appropriate qualifications and training the staff selling them may not understand the risks and potential returns and therefore be unable to explain them to the customer.
Submitted on behalf of the EBA Banking Stakeholder Group
David T. Llewellyn
Chairperson
� European option barriers test the value of the underlying at the maturity of the product. American option barriers test the value of the underlying at any point during the term of the product.


� Executive Order on Good Business Practice for Financial Undertakings, investment associations etc. (no. 928 af 28/06/2013) and the Guidelines for the Executive Order on Good Business Practice for Financial Undertakings (no. 9055 af 13/02/2013).


� FCA, Final Notice, Credit Suisse, 16th June 2014


� Which?, Not so simple savings, January 2013, https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/225941/13_Not_so_simple_savings.pdf


� � HYPERLINK "http://services.spresources.co.uk/SPR/Brochures/2433/Barclays%20Wealthbuilder%20Bond%20(September%202010%20Edition)%20IFA%20Literature.pdf" �http://services.spresources.co.uk/SPR/Brochures/2433/Barclays%20Wealthbuilder%20Bond%20(September%202010%20Edition)%20IFA%20Literature.pdf� 
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				Price		1		0.9		0.9		0.9		0.9		1

				Value		1000		810		710		610		510		455.5555555556

				Amount		100		100		100		100		100		100

				Value		900		710		610		510		410		355.5555555556

				Units		900		788.8888888889		677.7777777778		566.6666666667		455.5555555556		355.5555555556

				60000		64200		68694		73502.58		78647.7606		84153.103842		90043.82111094

				48000		50400		52920		55566		58344.3		61261.515		64324.59075
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