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ABSTRACT 
 
 

Under the MiFID II Product Governance rules, it is fundamental to define the target market of 
products offered to clients. The purpose of this research is to create a methodology, which defines 
and classifies financial products according to their level of complexity and risk, in order to match with 
investors’ knowledge and experience categories and find the adequate distribution strategy.  Focus 
groups’ interview techniques were applied to segment the main characteristics of investors’ 
knowledge, experience, risk tolerance and aversion preferences for PRIIPs.  
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1. INTRODUCTION  

  

1.1.  BACKGROUND AND PROBLEM IDENTIFICATION 

Financial regulatory institutions have the challenge of continuously improving supervision and the 
framework for investment community participants (manufacturer companies, distributor enterprises, 
government institutions and clients), because financial business operations are influenced by 
different factors such as technology, macroeconomic variables, product features, client requirements 
and distribution strategies.  

 

In addition, one of the purposes of the financial regulatory framework relies on the mitigation of 
asymmetries of information between parties, financial companies, and investors. Therefore, 
supervisors establish rules that ensure that companies disclose more information (product risks 
profiles, costs, pay-off scenarios, among other factors) to investors in a prompt, fair, efficient, and 
comprehensive manner. According to the ESMA Report on Trends, Risks, and Vulnerabilities (ESMA 
2019), the figure Nº 1 shows the overall number of complaints peaked in the Q2 2017 (around 2000), 
reached the bottom in Q3 2018 (around 1000) and increased afterward until Q1 2019 (around 1500). 
Equities, debt securities, and UCITS/AIF represent the main source of instrument complaints where 
equities and debts represent the biggest share of complaints in 2017 and part of 2018, but since Q3 
2018, UCITS/AIF became the instrument with more complaints. On the other hand, the figure Nº 2 
of the same report points to the main type of complaints for the last two years were execution orders, 
investment advice, and unauthorized business. Execution orders complaints has been the most 
representative in the analyzed period, reaching the peak in 1Q 2017 (around 50% of total complaints) 
and the lowest point in 2Q 2017 (around 20% of total complaints). 

 
Figure 1 - Complaints by instrument 

 

 

Source: ESMA report on Trend, Risks and Vulnerabilities (p. 25), ESMA, 2019 
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Figure 2 - Execution of orders the main cause for complaints 

 

            

Source: ESMA report on Trend, Risks and Vulnerabilities (p. 25), ESMA, 2019 

 

The principal reason for investors’ complaints (mainly arising from execution orders and investment 
advice) is to be found in an inaccurate understanding of client’s profiles (risk aversion, financial 
stability, knowledge and experience), their needs and their aims. As a result, it is important that 
producers and distributors establish procedures, which provide investors with understandable 
information about product risks and complexity. Also, it is extremely important for product 
governance purposes that producers and distributors understand their clients’ profiles and carefully 
assess their Target Market (TM).  

 

Claire, C. Boris, V. (2013) proposed in their analysis some explanations for the growing trend of 
complex products negotiations. Based on their research, the investor’s desire to invest in financial 
products with specific features has increased because their preferences have changed, or investors 
are looking for gambling opportunities. The following figures N° 3 and N° 4 shows the evolution of 
complexity products for 9 years (from 2002 to 2010) based on a sample of 55,585 financial products, 
which were negotiated in European countries. 
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Figure 3 - Evolution of the distribution of product complexity                                        

                                                 

 
Source: Claire, C. Boris, V. (2013), it was elaborated based on 55,585 products from 17 European countries, where the 

complexity is measured in function of the number of features related to the pay-off formula, also the categories from 1 

to 5 represent that lowest and highest level of complexity 

 

 

Figure 4- Average product complexity by year (Period: 2002 – 2010) 

 
 

Source: Claire, C. Boris, V. (2013), it was elaborated based on 55,585 products from 17 European countries, where the 

complexity is measured in function of the number of features related to the pay-off formula.  

 
Indeed, the previous figures show a growing trend of complex product commercialization, which 
means that some clients are prepared to invest in these kinds of financial instruments, but others are 
not able to because of their lack of knowledge and/or experience. The MiFID II regulation (Directive 
2014/65/EU) established requirements for manufacturers and distributors along the whole process 
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of financial instruments commercialization from the creation by manufacturers to the sales or advice 
by distributors. Specifically, one of the main requirements, regarding the complexity level of financial 
products, which should be taken into account even before selling or giving advice to clients, is the 
financial knowledge and background of the clients themselves. In fact, this is one of the main 
concerns of this study because the regulation already mentions all these factors (complexity, 
knowledge and experience, among others), however it did not establish procedures for measuring 
the levels of complexity of financial instruments and how to fit them into the target market category 
of knowledge and experience (basic, informed and advanced). The only exception to this is Article 
25 nº4 - MiFID II (Directive 2014/65/ EU), where the regulator reveals types of non-complex products. 
Later, ESMA published guidelines on complex debt instruments and structured deposits 
(ESMA/2015/1783), but it still lacks discussion on how to define levels of complexity. 
     

1.2. REGULATION  

The following chapter will focus on the regulatory frameworks of PRIIP’s (Package Retail and 
Insurance – Based Investment Products) and MiFID II (Markets in Financial Instruments Directive 
II). In addition, the following paragraphs will provide a brief description of the main impacts of the 
new regulations for manufacturers, distributors and investors.   

 

MiFID II regulation’s (Directive 2014/65/EU) scope applies to investment companies, credit 
institutions, and undertakings for the collective investment of transferable securities (UCITS) and 
external Alternative Investment Funds Managers (AIFMs). Indeed, the Directive 2014/65/EU 
establishes different requirements (some of which are explained in more detail in the following 
sections of the research) with the main objective being to set up comparable Product Governance 
(PG) among member states, investment firms, and clients, meaning that investment firms need to 
follow those requirements for understanding financial instruments’ features and identifying a target 
market (TM). Furthermore, they must make periodic assessments to ensure the financial instruments 
offered fulfill the clients’ needs and best interests. 

 

These companies (investment companies, credit institutions, and undertakings for the collective 
investment of transferable securities (UCITS) and external Alternative Investment Funds Managers 
(AIFMs) should make rigorous assessments (products and investors features) in order to bring more 
protection to clients (mainly for non-professional investors) and ensure suitable investment advice. 
According to the new rules, the assessment should include the following criteria: types of clients to 
whom the product is targeted, knowledge and experience, financial situation, risk tolerance, and 
client’s objectives and needs. 

 

The TM assessment is applied by both the manufacturers and distributors where those evaluations 
shall be coherent. Moreover, this new product governance requirement affects all the product life-
cycle stages and the communication process between manufacturers and distributors. In addition, 
distributors must monitor clients and make regular assessments every year in order to ensure that 
the service provided to the client is suitable.   

 

The corresponding rule of MiFID II is PRIIPs’ Regulation -1286/2014 EU which establishes the Key 
Information Document (KID) where this document brings much more information about financial 
products. The KID covers the following topics for each financial product: 

 

I. Investment products purposes; 
II. Products name and manufacturers; 
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III. Products type, objectives and intended retail investors; 
IV. Risk indicators and performance scenarios; 
V. Cost over time and composition; 
VI. Recommendation of investment horizon; 

VII. Channels for complaints. 

 

One of the focal points for this study will be risk indicators, performance scenarios and the 
recommendation of investment horizons. With PRIIPs KID, investors know the level of risk (market 
and credit risks are embedded) of each financial product, which allows them to better understand the 
risk and return of their investment decisions.   

 

The common areas for both regulations are based on the following new concepts: know your 
customer, knowledge, competence (employees and investors), appropriateness and suitability tests, 
in order to understand client needs and define the correct target market. 

 

According the reports of supervisory entities, these new rules generate the following benefits and 
costs for all stakeholders (regulatory entities, private companies and investors).  

 

Benefits: 

I. Increase in legal certainty and harmonized application of the rules across European member 
states; 

II. Enhance the degree investor protection; 
III. Improve investors’ overall confidence; 
IV. Improve quality of the products offered and sold to investors meaning investors receive 

appropriate products and services according their characteristics; 
V. Overall improvement in investment services according to the needs and characteristics of 

investors; 
VI. Reduction in miss-selling risks, complaints, legal expenditures, reputational damage; 

VII. Mitigation of supervisory arbitrage. 

 

Costs: 

I. IT investments, procedural and organizational arrangements (business, compliance and 
legal); 

II. Organizational and HR costs (employee training); 
III. Costs related to the exchange of information between distributors and manufacturers. 

 

1.3. PRODUCT GOVERNANCE 

The European product and governance framework was established through the regulations 
(Directive 2014/65/EU, MiFID II and PRIIPs) to ensure suitable and accurate investment services for 
clients’ objectives and needs, also the scope of PG covers the entire cycle of investment service 
(product creation, distribution, and post-sale services). This piece of research is focused on certain 
areas of PG such as manufacturers’ principles for creating products, a list of categories according to 
MiFID II, conflict of interest, management and inducements, monitoring processes and distribution 
strategies. 
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1.3.1. Principles for creating financial products 

The business cycle of financial instruments is divided in three general phases: production, 
distribution and post–sale, which should be improved regularly by manufacturers and distributors 
through periodically assessments. The following section describes some principles that 
manufacturers and distributors usually establish during the production and distribution phases:  

 

I. Fair value or value for money tests (VFM): Given the complexity of some financial products 
and their respective pricing formulas, the goal of VFM tests is to check financial product 
prices and expected payoffs before being launched to the market. Also, it is important to 
compare the results with an investment benchmark; 

II. Inducement policies between manufacturers and distributors, which should not create any 
bias for distributors. In other words, distributors should not be persuaded by manufacturers 
agreements for selling specific products; 

III. Establish financial market scenarios and their impact to payoff; 
IV. Establish the level of risk and reward of each financial product; 
V. Manufacturers should indicate a theoretical target market that should be coherent with 

distributors target clients. 
 

1.3.2. MiFID II target market criteria: categories 

 

1.3.2.1. Type of clients  

According to the European Working Group and EFAMA (2017) there are three main investor types 
within the scope of MiFID II: retail; professional; and eligible counterparty. This classification allows 
financial companies to bring more protection to non–professional clients and tailor their advice to 
clients’ level of knowledge and experience (basic, informed and advance). In contrast, the other kind 
of clients (professional and eligible counterparty) will receive less protection, also companies do not 
have to make any assessment of professional clients before selling financial products or giving any 
investment advice.  

 

Table 1 - Clients categorization according to MiFID II 

Professional Clients 
Non - Professional  

Clients 
Eligible Counterparties 

Credit institutions Type of clients who require  
more protections 

Credit institutions 

Investment companies Investment companies 

Insurance companies   Insurance companies 

Collective Investment institutions   Collective Investment institutions 

Pension and Manager Funds   Pension and Manager Funds 

Government institutions   Government institutions 

People who bring investment  
services 

    

                Source: Template of European Working Group and EFAMA (2017) 

 
Retail clients receive the highest level of protection, which means they are restricted from investing 
in risky products. Nevertheless, they can be categorized as professional clients before an additional 
assessment from distributors and must comply with at least two of the following requisites:  
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I. The client has carried out transactions of a significant size and in a relevant market with an 
average frequency of at least 10 transactions per quarter during the previous last four 
quarters; 

II. Has a portfolio size that exceeds EUR 500,000, including cash deposits; 
III. The client works or has performed functions in the financial sector, for at least one year. 

 

1.3.2.2. Knowledge and experience  

Clients understanding of financial products, knowledge, can be categorized according to the level of 
understanding of financial products’ elements: relevant product type, product features and 
knowledge of related areas. In contrast, clients’ experience considers the clients’ background with 
financial instrument elements such as relevant product type, features and related areas.  
 
Indeed, both areas (knowledge and experience) are complementary and shall be evaluated together, 
this means that a low level of knowledge could be compensated for by a high level of experience, 
and vice versa. Furthermore, the European MiFID II Template proposes the following classification: 
basic, informed, advanced, and expert investor in Germany. All these aspects are going to be 
described and explained in further detail in the latter sections of this research, but the main challenge 
of this study is to better understand the level of complexity of financials products and match them 
with the corresponding knowledge and experience classification.   
 

1.3.2.3. Financial situation with a focus on the ability to bear losses 

This part of the assessment focuses on the financial strength of investors to support losses or be 
able to make additional payments, which might exceed the investment amount, such as a margin 
call in derivatives products. The classification of the ability to bear losses are: 
 

i) No capital loss: the sort of investors who cannot bear losses; 
ii) Limited capital loss; 
iii) Limited capital loss level: for structured products or funds and when capital guarantee 

is provided in the primary market and is held until maturity; 
iv) No capital guarantee; 
v) Loss beyond capital. 

 

1.3.2.4. Risk tolerance and compatibility  

Investors’ risk attitudes can be categorized as: risk oriented, also known as speculative; balanced; 
and conservative. Firms must define the risk indicator criteria of financial products, to fulfill this 
requirement, PRIIPs regulation and the UCITS directive can be used. 
 
In this study PRIIPs rules are used to evaluate the risk of financial products. According to this piece 
of regulation each financial product shall be classified in the Summary Risk Indicator (SRI) from 1 to 
7 according its market and credit risk scale, the methodology’s characteristics and assumptions will 
be explained in the following section of the present report.  

 

1.3.2.5. Client’s objectives and needs 

The purpose of this section is to understand the investment goals and the needs of clients and how 
financial instruments are made to fulfill those needs as well as considering clients’ wider financial 
goals or their overall investment strategy. The clients’ goals can be fined–tuned according to the 
following specific characteristics: 
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i) Types of return profiles: preservation, growth, income, hedging, leveraged, German 
pension scheme, and others; 

ii) Time horizon: very short – term (less than 1 year), short – term (less than 3 years), 
medium term (less than 5 years) and long – term (more than 5 years); 

iii) Maturity termination: date of maturity and whether early termination is permitted;  
iv) Other specific investment criteria: green, ethical, Islamic banking, among others.  

 

1.3.3. Conflict of interest management and inducements 

According to Article 23 of the Regulation (EU) 2014/65, “investment firms must take all the 
responsibility for ensuring the identification and prevention or management of conflict of interests 
between themselves (managers, employees and tied agents, or other persons linked to them by 
control), or between one client and another that arise in the course of providing any investment and/or 
ancillary services, including those caused by the receipt of inducements by their remunerations or 
third parties and another incentive structures.” 

 

To comply with these requirements, investment firms shall not only establish steps or processes for 
mitigating conflict of interests, but must also disclose those procedures, including the nature and 
sources of the risk to their clients. This disclosure shall be via a durable medium (that includes 
periodic communications considering the type and complexity of financial instruments) and enough 
information to enable them to take informed decisions. 

 

Indeed, inducement payments for investment firms are only allowed if they improve the quality of the 
client service and/or do not prevent them from acting honestly, fairly and professionally, and in the 
best interest of the clients. What is more, all crucial details of the inducement (namely its existence, 
nature, amount, and method of calculation) must be disclosed. 

. 

1.3.4. Monitoring of financial services  

For investment advice, distributors should provide at least once a year, a document to non-
professional clients with the following information:  

 

I. If the advice was brought on the initiative of distributors or clients; 
II. If the advice was offered independently or not; 

III. Target market features such as clients’ preferences, objectives, financial situation and risk 
tolerances.  

 

As a consequence of these requirements, companies need to strengthen their employees’ policies, 
which have to comply with certain requirements such as employees’ knowledge and competence. 
Moreover, firms must differentiate not only between experienced staff (more than 6 months of 
industry experience) and between non-experienced staff, but also have to enhance their investment 
advice procedures, which should ensure accurate services according to their client’s preferences 
and needs. 

 

1.3.5. Distribution strategy 

Another important aspect of the PG with regard to regulatory requirements is the distribution strategy, 
where manufacturers and distributors should be aligned to offer appropriate financial products to 
target clients. This means that product features should be congruent with the list of categories 
assessed. In fact, manufacturers have to use at least the five categories or include more categories 
if they find that target clients shall be more restricted according to the financial product features. 
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Afterwards, distributors should add another assessment and make a granular evaluation in order to 
ensure an accurate investment service. 
 
As previously mentioned, manufacturers usually establish a potential target market at the beginning 
of the production phase, based on the five categories. Afterwards, distributors should define the 
same or a more specific target market and offer their services based on the execution-only regime, 
execution with appropriateness test, investment advice and portfolio management (all of which are 
types of distribution strategies). Indeed, distributors have to complement the target market 
assessment with appropriateness and suitability tests ensuring that services are in accordance with 
clients’ needs, characteristics, and objectives. The appropriateness checks the K&E while the 
suitability checks all the other categories previously described (financial situation and ability to bear 
losses, risk tolerance, clients’ objectives, and needs). Investor questionnaires are a fundamental tool 
in the KYC (Know Your Customer) process and ultimately to align with clients’ investment needs. 
 
The characteristics and responsibilities of each form of distribution are: 
 

I. Distributors can do execution-only in the cases of non-complex financial products (simple 
products), limited clients’ information, or when target clients take the initiative to invest in 
tailor-made products. In case of complex product distributors should do appropriateness test 
in order to check the level of client’s knowledge and experience; 

II. For investment advice, distributors should follow a more prudent approach (suitability test), 
which means that they should follow the procedures, and investment policies, that are more 
rigorous and offer more protection to target clients. On the other hand, there could be specific 
cases when distributors do not use conservative policies or procedures, therefore in those 
cases distributors must report their decisions to manufacturers; 

III. As long as distributors offer a portfolio management (suitability test) to their target customer, 
such as portfolio hedge and diversification, in such cases companies can offer financial 
products which are outside of the manufacturers’ scope.   

 
To sum up, if distributors sell products outside the positive TM or to a negative target market, 
meaning clients who are not compatible with products’ features, distributors must report and deliver 
reasons for their decision to manufactures specially for the negative TM cases.  
 
To ensure suitable independent investment advice, distributors should comply with the following 
guidelines:  
 

I. Offer a broad range of financial products available in the market; 
II. Include financial instruments from any manufacturer; 

III. Should not receive any benefits or commissions from other companies, except non-
pecuniary benefits of non-significant amount. 

 

1.4. RESEARCH RELEVANCE AND OBJECTIVES  

The impact of the MiFID II and PRIIPs frameworks on manufacturers and distributors of financial 
products is the main reason for the current research which focuses on the integration of product and 
client assessment such as the analysis of products’ risk and complexity and evaluation of clients’ 
knowledge and experience. This research tries to reinforce target market definition and contribute to 
a better PG, which allows a better matching of products to the clients’ characteristics. In order to 
accomplish those goals the thesis will: 
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I. Describe risk assessment methodology according to PRIIPs’ framework; 
II. Establish a complexity assessment methodology; 

III. Analyze the risk and complexity on a sample of financial products; 
IV. Define clients’ features by focus groups; 
V. Propose a general methodology, which joins the products and clients’ assessments 

according to MiFID II requirements for the category of knowledge and experience. 
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2. RISK AND COMPLEXITY METHODOLOGIES 

 

The risk measure focuses on the calculation of the losses of investing in financial products according 
to certain variables such as historical returns, probability of confidence, macroeconomy variables, 
among others. Specifically, this research uses PRIIPs regulatory methodology for classifying risk 
levels of financial products. The explanation of that methodology will be described in the following 
sections. Complexity measures the level of difficulty of financial products in terms of clients’ 
understanding, indeed, the proposed methodology is based on financial instruments’ features. The 
authors recognize that risk and complexity are two different dimensions of product characteristics 
but also believe that used together are better able to define the target for the knowledge and the 
experience category as clients also perceive them to be closely related (see later focus group 
analysis).     

 

Risk and complexity methodologies can be complementary in making financial products’ 
assessments and can give a holistic view of products’ features in order to match clients’ knowledge 
and experience characteristics. Knowledge and experience are subjective variables. The challenge 
of the research is to find a link between quantitative variables (risk and complexity) and qualitative 
variables (knowledge and experience). Also, there is an attempt to quantify the levels of complexity 
of financial products (PRIIPs). Finally, this research uses focus group assessments to study different 
types of clients and their patterns and in this way attempts to find a complete and integrated 
methodology for risk, complexity, knowledge and experience factors. 

                      

2.1. RISK ASSESSMENT OF FINANCIAL PRODUCTS 

According to the European Working Group and EFAMA (2017), the available methodologies for risk 
assessment of financial products are PRIIPs methodology, UCITS methodology, Non-PRIIPS & 
UCITS, Non- PRIIPS & UCITS – Spain and Non – PRIIPS & UCITS – Germany. 

 
The research relies on PRIIPs products, therefore the methodology for evaluating financial risks is 
the Packaged Retail and Insurance – based Investment Products (PRIIPs), the EU Commission 
Delegated Regulation 1286 / 2014. This regulatory framework introduced a mandatory Key 
Information Document (KID), with a standard format (3 pages), intended to be more understandable 
and transparent for retail investors. Besides transparency and a uniform document across the EU 
space, the idea was to mitigate the asymmetry of information between advisors and investors.  
 
According to the Financial Conduct Authority (2018), financial products covered by the PRIIPs 
Methodology are the following: 

 
I. Non-insurance-based investment products: UCITS, retail AIFs, derivatives, structured 

deposits, pension products, annuities, and structured securities; 
II. Insurance-based investment products with the profit or life insurance contracts, with 

bonuses, or which contain unit-linked and index-life elements; 
III. Instruments issued by securitization Special Purpose Vehicle. 

 

Additionally, PRIIP manufacturers should comply with the KID document (3 pages) that covers the 
following sections: 

 
1. Purpose  
Relevant information about the investment product. 
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2. Product 
Name, how to contact the manufacturers (website, telephone number, others) and 
competent authorities. 
 
3. What is this product? 
Type, objectives, intended retail investor and insurance benefit costs. 
 
4. What are the risks and what could I get in return? 
Risk indicator (description of risk and reward profile, summary risk indicator, possible 
maximum losses, capital protection against market risk) and performance scenarios. Under 
this regulation, there are four performance scenarios (favorable, moderate, unfavorable and 
stress scenario) wherein each scenario shows probable returns for specific market 
conditions for the recommended holding period; 
 
5. What happens if (PRIIP manufacturer) is unable to pay-out? 
Information on whether there is a guarantee scheme. 
 
6. What are the costs? 
Costs over time and composition information. 
 
7. How long should I hold it and can I take money out early? 
Recommended holding period and implications (fees and penalties) of disinvesting before 
maturity. 
 
8. How can I complain? And other relevant information 
Which authorities can provide support during complaints? 

 

2.2. SUMMARY RISK INDICATOR 

One of the new aspects of the PRIIP framework is related to the fact that the KID (Key Information 
Document) should contain the Summary Risk Indicator (SRI) for each product. This indicator 
represents a risk score for each financial product, which joins the market and credit risk information.  

 

2.2.1. Market risk measure 

PRIIP product market risks are classified into seven Market Risk Measure (MRM) classes, which 
depends on the following PRIIP categories (Annex II. PRIIPs Purpose Categories and corresponding 
MRM Class gives a brief description of the categories): 

 
i) Category 1 

The following financial instrument options, futures, swaps, forwards, derivatives instruments 
for the transfer of credit risk, financial contracts for differences and other derivatives contracts 
relating to securities, currencies, interest rates, emission allowances, financial indices, 
commodities, climatic variables, freight rates, inflation and other official economic statistics. 
All these financial instruments are classified as Market Risk Measure (MRM) class 7. 
 
In addition, PRIIP products where investors could lose more than 100% of the investment 
amount are classified as MRM class 7. Finally, the other groups of products in this category 
are those, which are priced on a less regular basis than monthly, or which do not have an 
appropriate benchmark or proxy. In this case, they are assigned to MRM class 6. 



 

13 
 

 
ii) Category 2 

PRIIP products which, either directly or on a synthetic basis, offer non-leveraged exposure of 
the prices of underlying investments, or a leverage exposure on underlying investments that 
pays a constant multiple of the prices of those underlying investments, where those products 
have at least historical prices of 2, 4 and 5 years for daily, weekly and monthly prices. 
Furthermore, the other characteristic in this category is that if PRIIP products have accurate 
benchmarks or proxies, which fulfil the same criteria of length and frequency of price history. 
For example, stock indexes such as Euro Stock 50 and S&P 500 or ETF products like a SPDR 
Gold Shares (GLD). 

 
iii) Category 3 

PRIIP products whose values reflect the prices of underlying investments, however not as a 
constant multiple of the prices of those underlying investments (non-linearity products), where 
its historical prices comprise the same features of category 2. In general, structured products 
fit into this category, such as structured deposits and notes.  

 
iv) Category 4 

PRIIP products whose values depend in part of factors not observed in the market, including 
insurance based PRIIPs, which distribute a portion of the PRIIP manufacturer’s profits to retail 
investors.  

 

Furthermore, for PRIIP products; which are in categories 2, 3 and 4, its MRM class depends on its 
annualized volatility, which is measured by value-at-risk (VaR) at a confidence level of 97.5%. The 
designation of MRM class for each PRIIP product should follow the volatility ranges. 

 

Table 2 - Market risk measure class according to PRIIPs methodology 

MRM  
Class 

VaR - Equivalent Volatility  
(VEV) 

1 < 0,5% 

2 0,5% - 5,0 % 

3 5,0% - 12% 

4 12% - 20% 

5 20% - 30% 

6 30% - 80% 

7 > 80% 

Source: Supplementing the Regulation (EU) N° 1286/2014: Key Information documents for packaged 
retail and insurance – based investment products (PRIIPs) 

 

The calculation of VaR, equivalent volatility (VEV) for PRIIP products depends on the type of 
category. The following explanation summarizes the methodology. 

 

I. For category 2, the VaR is measured using the Cornish-Fisher Expansion formula 

 
 
 



 

14 
 

 
 
Where: 

 

N: Number of trading periods in the recommended holding period 

σ, µ1, µ2: Volatility, skew and kurtosis measure of the return distribution 

 

Afterwards, the VEV is calculated by: 

 

 
 
Where: T- Represents the length of recommended holding period in years 

 

Finally, there is a disclaimer regarding the products in this category whose prices have a monthly 
frequency, therefore one additional class should increase the MRM class. 

 

II. For category 3, the VaR would be calculated at the end of the recommended holding period 
discounted to the present date, by applying the expected risk-free discount factor. The VEV 
formula is given by.  

 

 
Where: T- Represents the length of recommended holding period in years 

 

Similar to category 2, for those PRIIP products, which have prices with a monthly frequency, 
their MRM class should be increased by one additional class. 

 

This category is based on a simulation (10,000) process, where the distribution of prices or 
price levels are bootstrapped from historical returns.  

 

III. For category 4, the PRIIP products performance depends on unobserved factors. The 
market should follow robust and well-known industry, and regulatory standards for 
determining relevant expectations for these factors.  Finally, the calculation of VEV should 
be the weighted average of each VEV component if any other category types are identified 
in the product performance. 

 

2.2.2. Credit risk measure 

The credit risk assessment represents a crucial step in the identification the PRIIP exposures to the 
creditworthiness of the direct obligor, guarantor or underlying investment.  

 

According to the PRIIP framework, the obligor can be replaced by other entity according to the 
following requirements: 

 
I. If the guarantor liability is irrevocable and it has a higher credit quality, thus the credit 

assessment should be made to the guarantor; 
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II. If the PRIIP is an Undertaking for Collective Investments in Transferable Securities (UCITS) 
or an Alternative Investment Fund (AIF), the credit assessment should be made to the 
underlying investments by look through or cascade assessment methods. 

 

The credit assessment of the obligor should be defined by one or more External Credit Assessment 
Institutions (ECAI) which must be certified or registered by the European Securities and Markets 
Authority (ESMA). In case there are multiple credit assessments available of the obligator, the 
median rating shall be used. If the number of assessments is even than the lower of the two middle 
should be considered. The table below shows the credit quality set associated with two major ECAI, 
Moody’s and S&P.  

 

Table 3 - Equivalence of credit quality 

Moody's S&P Credit Quality Step 

Aaa AAA 0 

Aa AA 1 

A A 2 

Baa BBB 3 

Ba BB 4 

B B 5 

Caa CCC or less 6 

Source: Commission Implementing Regulation (EU) 2016/1800 

 

In the case there are more than one relevant obligator and the relevant obligors1 have credit ratings 
which are assigned by external credit assessment institutions, the credit assessment methods are 
based on a complete (weighted average of credit assessment for each obligor) and cascade basis 
(all risks are assessed per layer). On the other hand, for the cases where there is an absence of 
credit assessment by ECAI, the credit assessment should take into account the following procedures: 

 
I. If the obligor is a credit institution or an insurance undertaking regulated under UE law or 

equivalent legal framework to EU law and the member state where the obligor is domiciliated 
has credit quality step 3 then the credit quality should be assigned to step 3; 

II. In all other cases, the obligor should be assigned credit quality step 5. 
 

The credit measure should also take into account the financial product’s maturity or investment 
horizon according to the following table. 

 

 

 

 

 

 

 

 

 
1 Obligors are considered relevant when their exposure is equal to 10% or more of the total assets. 
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Table 4 - Credit quality step adjustment according to financial products’ maturity or 
recommended holding period 

 

 
Source: Commission Delegated Regulation (EU) 2017/653 of March 2017 

 

Afterwards, PRIIPs products are assigned a credit risk according the following equivalence.  

 

Table 5 - Mapping of credit quality steps into a credit risk measure  

Adjusted Credit Quality Step Credit Risk Measure 

0 1 

1 1 

2 2 

3 3 

4 4 

5 5 

6 6 

Source: Commission Delegated Regulation (EU) 2017/653 of March 2017 

 

Point 46 and 47 of the PRIIP regulation establish the possibility of upgraded credit risk measure (1 
or 2), according to different criteria, in particular, the existence of assets and collaterals to support 
the future payments.  
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Finally, point 49 of the same regulation enables the risk measure to be reduced by 1 class if retail 
investors have priority over the other creditors. (This upgrade is not cumulative with points 46 and 
47 described in the previous paragraphs.)  However, if PRIIP’s holders are subordinated over other 
senior creditors, the credit risk measure should be increased, 2 classes. 

 

For more details credit risk measure please check PRIIPs Commission Delegated Regulation 
(EU) 2017/653 of March 2017; Annex II, Part 2 – Methodology for assessing credit risk. 

 

2.2.3. Market and credit risk aggregation 

According to PRIIPs’ methodology, market and credit risk assessment are integrated into PRIIP’s 
product assessments where the Summary Risk Indicator (Appendix C) should follow the aggregation 
between those financial risks.  After PRIIPs’ products are assigned a risk rating, manufacturers must 
monitor the market and credit risks and if there is any relevant change, then PRIIPs products should 
be assessed and their risk rating updated.  

 

Table 6 - Aggregation of market and credit risk into the summary risk indicator 

 
Source: Commission Delegated Regulation (EU) 2017/653 of March 2017 

 

This table shows how the market risk class dominates credit risk for calculating the overall risk of 
financial products, for example, products with market risk class of 6 and 7 also have the aggregation 
risk of 6 and 7, respectively. That means the credit risk classification does not impact products with 
a high level of market risk. 

 

2.2.4. Liquidity risk 

The Summary Risk Indicator does not consider other types of financial risks such as liquidity and 
operational risks. However, according to the PRIIP framework, as long as financial products have 
high risks, which are not covered by the market and credit risk assessment, they should be stated in 
the Key Information Document (KID).  

 

The following cases are considered necessary to elicit further explanations: 

 
I. When a product is traded on a secondary market and its liquidity depends only on the 

availability of buyers and sellers; 
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II. If a financial product’s liquidity depends on the liquidation of its underlying assets, and the 
average liquidation of them is less than the regular reimbursement frequency of the product; 

III. Significant issues in terms of time or cost for disinvesting during a financial product’s horizon; 
IV. If there are any early exit penalties, discretionary redemption prices, or other significant 

limiting conditions. 

 

2.3. COMPLEXITY ASSESSMENT OF FINANCIAL PRODUCTS 

Financial Industry Regulatory Authority (2012) and Benedict et al. (2014) described some drivers, 
which influence the complexity of financial products: 

  

● Conditions for increasing or reducing pay-off amounts such as specific performance of 
underlying assets or contingencies for gains and losses; 

● Transparency and information availability of underlying assets. 

 

 Also, Claire et al.(2013) developed an algorithm for measuring the complexity of retail structured 
products. The algorithm identifies embedded features in each payoff formula by counting the number 
of characters of the formula description length and considering possible scenarios. The methodology 
relies on the classification of those product characteristics in main and facultative features, where 
every financial instrument has at least one main feature (compulsory):  

 

● Main features: Call, put, spread, pure income, digital, floater; 

● Facultative features: Initial subsidy, underlying selection, exposure modulation – upside, 
exposure modulation –downside, path dependence, exotic condition, early redemption. 

 

Also, the authors mentioned that the algorithm uses the words: “if”, “when” and “whether” for counting 
the number of pay-off scenarios. Indeed, the algorithm leans on the assumption that every feature 
(main and facultative) has the same level of complexity and they are mutually exclusive. Also, there 
is no double counting of the same feature.  

 

It is important to highlight that the Claire et al. (2013) research focused on retail structured products 
with a capital guarantee. However, this work includes all PRIIPs products which do not have the 
characteristic of capital guarantee. Because of this fact there was a need to adapt the original 
methodology for measuring the complexity of PRIIPs products. The analysis includes a sample of 
financial instruments from Novo Banco, Banco Santander Totta, BPI, JP Morgan, Société Générale 
and Barclays.  

 

For the assessment of financial instruments features, the researcher used the KIDs from the 
aforementioned banks which contained the following information: 

 

1. General information on management and advisory entity; 

2. The policy of investment; 

3. Subscription conditions, reimbursement, and transference; 

4. Charges, fees and tax conditions; 

5. Rights and liabilities of participants; 

6. Liquidation conditions; 

7. Historical returns and risks results;  
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8. Target investor profile. 

 

The proposed modifications of the complexity methodology established by Claire et al. (2013) are 
related to both the main, and facultative features:  

 

● Regarding the main feature categories, this research proposes the use of the PRIIPs 
categories according to the EU regulation, instead of the primary structure (call, put, spread, 
pure income, digital and floater). This adjustment in the methodology was made because it 
allows the integration of the risk methodology of the PRIIPs wherein the main features are 
mutually exclusive. 

 
● For the facultative features (“Appendix C. “Facultative Features of PRIIP Products”), there 

are other changes such as initial subsidy, exposure modulation limited downside, underlying 
selection, early redemption and path dependence features and exposure modulation limited 
upside. At this stage it is important to bear in mind that the original study focused on capital 
guarantee products, which is not the case for PRIIPs. 

 

i) Initial subsidy: The methodology does not take into account this facultative feature 
because it brings protection to investors and thus does not increase the risk 
exposure and complexity as it otherwise would were it to be kept in the methodology. 

 
ii) Exposure modulation, increased downside: This feature is classified in reverse 

convertible and precipice characteristics, where both cases refer to a product that 
is a capital guarantee unless a performance criterion is not satisfied. The argument 
for not considering this feature for complexity purposes concerns to two main 
reasons: 1) downside features observed in the sample do not seem to bring higher 
level of complexity and understanding of the product, besides most KIDs already 
state if the product description if capital is at risk or guaranteed and 2) this feature 
is better captured by the risk methodology which takes into account the all potential 
losses of the financial products. So, if the complexity assessment also considers 
this feature, products would be penalized twice (risk and complexity vectors) without 
further insight in the matter. 
 

iii) Underlying selection: proprietary selection and allocation; the analysis of funds and 
structured products showed some strategies for asset selection and allocation in 
portfolios which are not a replication of passive strategies of well-known indexes. 
Because of this, the methodology includes this feature as a subcategory of the 
underlying selection feature of the complexity assessment.  

  

iv) Path dependence: barrier option; this feature is split between knock-in options (it 
has no payoff until the underlying reaches a certain price) and knock – out (it ceases 
to exist if the underlying reaches a specific price). The methodology includes this 
feature as a subcategory of path dependence due to a trigger factor depends on 
price fluctuations. 

  

v) Early redemption: autocallable; if a condition is satisfied, it automatically matures, 
and investors’ capital and interests are paid but could be affected. Because the main 
characteristic is regarding to the product’s change in maturity, hence we added the 
autocallable in early redemption type feature. 
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vi) Exposure Modulation, Limited Upside: in this facultative there were some changes, 
namely in the renaming of features and the inclusion of a new feature called 
cumulative. Starting with renaming, the original authors cap feature was renamed 
to participation and cap designation was included in the fixed upside feature as we 
believe it describes better each of those features. The inclusion of the new 
cumulative feature to reflect structure products where previous coupons paid are 
deducted to later coupons, which ultimately limits the upside of the payoff. 

 

The final table with the detailed information of all the categories can be found in Appendix B. 

 

Table 7 - PRIIPs products’ features in the complexity assessment 

    Facultative Features 

    

Underlying  
Selection 

Exposure 
Modulation  

Limited Upside 
Path Dependence Exotic Option Early Redemption 

Main  
Features 

PRIIP Category 1           

PRIIP Category 2           

PRIIP Category 3           

PRIIP Category 4           

 

There is no consensus for defining the highest level of complexity for all financial instruments in the 
market, nevertheless, after reviewing some financial regulators reports released by ESMA (for the 
European Union) and the FCA (for the United Kingdom), there is an inference about the direct link 
between risk and complexity of financial products. Therefore, for the purposes of this study, the 
assumption for calibrating the complexity scale is based on, those products with a higher level of 
restrictions for selling or distributing imposed by regulators, where those restrictions are not only due 
to products being riskier but also due to the difficulties for clients to understand their exposures (risk 
and return profile) to this kind of financial instruments.  

 

In addition, ESMA established the guidelines for complex debt instruments and structured deposits 
(ESMA, 2017) and both financial regulators (ESMA and FCA institutions) banned to sale, marketing 
and distribution of binary options (EU 2019/509 rules). The main reason for banning the 
commercialization of binary options relies on the gambling features (high returns and total investment 
losses) but also the lack of transparency (software manipulation of prices and payout calculations). 
Moreover, the guidelines for debt instruments and structured deposits were established for a 
cautious selling process and distribution of these kinds of products due to their level of complexity 
and risk. Additional advantage features in debt instruments and structured deposits such as complex 
guarantee mechanism, multiple variables for calculating returns, the complex relationship between 
return and relevant variables, unfamiliar variables, and the unilateral right to terminate the contract 
before maturity increase the level of risk and complexity are also included. 

 

After the analysis of a broad spectrum of products (binary options, debt instruments, and structured 
deposits), we conclude that the highest level of complexity leans on debt instruments with complex 
mechanisms to determine the clients’ payoff. We also found that these products have 5 
characteristics distributed between main and facultative features (Annex D - Complexity features of 
binary options, debt instruments, and structured deposits). This analysis corroborated the notion that 
binary options and debt instruments embedding a derivative are not such complex products when 
compared to other products that have more than two or three features. Furthermore, it is important 
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to mention that this proposed scale of complexity could change if new products come onto the 
markets, but from our sample, we believe the 5 features or more represent a high degree of 
complexity. For the purposes of this study, we capped the complexity to 5 or more features. 
Considering our product sample, the non-professional clients and the results of the focus group 
methodology we conclude that the 5 features seem to be a suitable threshold for product complexity. 
Even for the most advanced type of investors, it is difficult to discern further features and levels of 
complexity. Also, increasing levels of complexity beyond 5 does not seem to bring further insights to 
this research.     

 

Ultimately, the methodology for calculating the complexity level of financial products is the sum of a 
number of main features (always equal to 1 because types of categories are exclusive) and the 
number of facultative features that result is multiplied by 20, thus the complexity scale is from 20 to 
100. Subsequently, the assumptions for this methodology are that each main and facultative feature 
has the same level of complexity and the complexity level of main features and subcategories of the 
same facultative features are not cumulative. 
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3. FINANCIAL PRODUCTS’ ASSESSMENTS 

   

This chapter shows the analysis of complexity and risk levels of a sample of 19 financial products 
such as forwards, swaps, options, structured deposits, ETF and funds (Annex D – Risk and 
Complexity Allocation of a Sample of Financial Products). The issuers of those products are Novo 
Banco, Banco Santander Totta, Banco BPI, JP Morgan, Societé Genéralé, Black Rock and 
Barclays.  All the information is publicly available and was downloaded from the bank’s websites. 
The major source of information was the financial products Key Information Document (KID) or in 
the case of funds the Key Investor Information Document (KIID). 

 

The analysis is divided according to the type of product and is focused on the drivers of complexity 
and risk levels, it is important to mention that risk levels are already stated by the banks in their KID 
documents and funds KIID.  

 

In the funds (UCITS) sample, it’s not clear what type of derivatives (forwards, futures, swaps, options) 
were being used and the frequency of the use of those derivatives. Some KIIDs descriptions are 
standard and just mention that derivatives could be used for hedging or positioning purposes. For 
the research’s purposes, the assumption is that funds’ portfolios have only European options 
because we do not want to penalize fund products for lack of information in the KID documents.   

 
Before the description of the PRIIPs products it’s important to mention the challenge of finding a one 
size fits all methodology for complexity. OTC Derivatives are a good example of this difficulty given 
that these financial instruments are not considered typical investment/saving products but could be 
used for risk management purposes and hedging practices.   
 

Derivates (currency forwards, options and interest rate swaps) 
 

For regulatory requirements all derivatives have a risk level of 7, which means these are the riskiest 
financial products, however, the research proposed the distinction for the use of this kind of product. 
That means if investors use derivatives for hedging purposes the risk level of 7 is not considered in 
the assessment of complexity and risk levels because those products mitigate the total risk exposure, 
instead of increasing.  
 

On the other hand, in the sample of products (foreign exchange forward and interest rate swap ) all 
of them have a complexity level of 20, in other words, those products have the highest level of risk 
and a low level of complexity. For this reason, it is crucial to know the clients’ purposes of buying 
those products because they are plain vanilla derivatives, in other words, an investor with low and 
medium level of knowledge and experience could access those products for hedging purposes. 
Otherwise, their risk exposure could be very high and not appropriate for these kinds of clients.  

 

The product sample has a product with the name “Forward Plus” from the institution of Novo Banco 
which has a call and put option for the EUR-USD exchange rate with a 1 year maturity where both 
options have the same strike price, so the client does not pay a premium for this product. Besides 
the ‘vanilla option’ this product has a knock-in facultative feature and thus a complexity level of 40. 
This last product also has a risk level of 7 given it is an OTC derivative.  
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Structure Products 

 

In the sample there are 7 structure products from JP Morgan Chase & Co., Société Générale, 
Barclays and Banco Santander Totta. 

 

● Product – JP Morgan EUR Mundial 2018-2021 

This is a structured bond that can be terminated before maturity. The early termination feature, 
coupon payments and capital loss depend on the underlying’s stocks performance (Adidas AG, Coca 
– Cola Company, Hyundai Motor, and McDonalds Corporation). 

 

Its main feature is deemed to be category 3, mainly because of the non-linear payoff feature. Its 
facultative features are: 

 

● Underlying selection- in this case, we have two types of sub-facultative features which are 
proprietary selection and allocation and worst of option. For the proprietary selection and 
allocation is shown by the interests and reinvestment payments that depend on the returns 
of the underlying pool of stocks, also the choices for the composition of the selected basket 
and the respective underlying depend on the structuring team or client requests. On the 
other hand, the worst option feature is reflected by the payoff of coupons which depends on 
the stock with the worst performance of the pool. Also, capital is at risk with a maximum loss 
possible of 10% if the stock with the worst performance ends up at maturity with a 
depreciation. Indeed, the product has two sub-facultative features, but for complexity 
measures, we only count as 1 facultative according to the methodology of complexity.  

● Path dependence- catch-up; the coupons are rolled up in case previous coupons are not 
paid and compensated in the following period; and knock in, investors receive interest if a 
stock’s price with the worst performance from the pool of stocks is higher than the barrier 
price of that stock in the previous coupon date.  

● Early Redemption- autocallable, the reimbursement happens when a stock’s price with the 
worst performance from the pool of stocks is higher than or equal to a threshold price. 

 

This structured product has a complexity level of 80 because of the three facultative features (the 
product actually has 5 facultative features but given some are from the same type it does not 
accumulate; Underlying selection - worst of and proprietary selection, Path dependence – catch up 
and knock-in and, Early Redemption-autocallable) and one main feature (category 3) with an SRI 
level of 2. Meaning a low level of risk due to issuer credit quality, product payoff low volatility and 
limited downside risk (10% capital at risk) but with a high level of complexity because of all the 
product’s features. 

 
● SG EUR Dividendo Europeu 2018 – 2023 

This is a debt instrument without collaterals and with the underlying of STOXX Europe Select 50 
Price EUR. The product has a fixed investment horizon and the coupon amounts depends on 
underlying’s performance. If the performance is higher than a coupon barrier, investors will  receive 
a total coupon amount, otherwise they will receive fewer coupons.  

 

This product has the following facultative feature: 

 

● Path dependence- knock-in; If the underlying price is equal to or higher than the coupon 
threshold (barrier coupon). 
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The product has a complexity level of 40 because of the one main feature (category 3) and a 
facultative feature (barrier) with a risk level of 2, so this product has low level of risk (capital guarantee 
and low credit risk) and complexity. 

 
● SG EUR Revolução Automóvel 2018 – 2023 and SG EUR Empresas Chinesas 2018 – 2023 

These products are debt instruments without collaterals and use an underlying a pool of stocks. The 
pool of assets of SG EUR Revolução Automóvel 2018 – 2023 are Daimler AG, Valeo SA, and Orange 
SA, and for the other product, its stocks are Alibaba, Tencent Holdings, BYD Co and Sunny Optical 
Technology Group. Those products have fixed investment horizons with total capital guarantee at 
maturity dates. Their facultative features are: 

 

● Underlying selection- proprietary selection and allocation; in both cases the pool of stocks 
do not replicate a well-known index. 

● Path dependence- knock-in; if the price of each underlying is equal to or higher than a 
coupon barrier, investors will receive total coupons, otherwise they will receive fewer 
coupons 

 

Both products have a complexity level of 60 because of the one main feature (category 3) and two 
facultative features with a risk level of 1. 

 

● SG EUA Europa Autocall 2019 – 2024 

This product is a debt instrument without collaterals where the coupons payments depend on 
underlying’s performance (EURO STOXX 50 and S&P 500) with total capital at risk and dependent 
on the performances of the indices. If the underlying’s level is higher than the coupon barrier, 
investors will receive coupons otherwise they won’t receive coupons. The facultative features for this 
product are: 

 

● Underlying selection- worst of option; the payoff of coupons depends on the stock with the 
worst performance of the pool.  

● Path dependence- catch-up; the coupons are rolled up in case previous coupons are not 
paid and compensated in the following period; and knock in, investors receive interest if the 
index price level with the worst performance is higher than the barrier level 80%. Also, capital 
has a barrier level of 60%, meaning that at maturity if the index with the worst performance 
is below 60% of initial value than capital is at risk and investor has the corresponding loss. 
This product offers no capital protection. 

● Early Redemption- autocallable, the reimbursement happens when the index price with the 
worst performance is higher than or equal to a threshold level (100%). 

● Exposure Modulation, Limited upside – cumulative; previous coupons paid are deducted 
from the payoff of future cupons. 

 

This structured product has a complexity level of 100 because of the four facultative features (the 
product actually has 5 facultative features but given some are from the same type it does not 
accumulate; Underlying selection - worst of, Path dependence – catch up and knock-in; Early 
Redemption- autocallable; Exposure Modulation, Limited upside – cumulative) and one main feature 
(category 3) with an SRI level of 4.  
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This structure product has an intermediate level of risk (SRI=4). Although, the issuer credit quality, 
product payoff has a potential high downside risk (all capital at risk) and a high level of complexity 
because of all the product’s features. 

 

● Barclays FRN Floor Euribor 3M (2019 – 2024) 

The product was created to receive interest payments base on the reference interest rate and 
reimbursement payment of the notional amount at the maturity date. The reference interest rate is 
3M EURIBOR and if that reference interest rate is lower than 0.5%, investors will receive an interest 
of 0.5%. Otherwise, investors will receive interest equal to the reference rate. This product has a 
floor rate, but this is not considered a facultative feature as it does not add complexity and also brings 
investor protection. Because of this, the product ‘s complexity level is 20 (just the main feature) and 
a risk level of 1. 

 

● Depósito USD Índices sectórias Europa 

This structure deposit has three underlying (EURO STOXX Insurance, EURO STOXX Industrial and 
Good Services and STOXX Europe 600 Basic Resources) and an investment horizon of 2 years. At 
maturity date, the remuneration payment is 40% of the quarterly returns of underlying with minimum 
value of 0.6% and maximum of 10%. The facultative features of this products are:  

 

● Path dependence - Asian option and averaging; The final return is determined by the 
average of the underlying’s indices and according to the quarterly returns of those indices. 

● Exposure modulation limited upside -participation and a cap; The return is based on the 
participation of 40% of the previous averages with a cap level of 10%, meaning that the final 
payoff can´t be higher than 10%. There is also a floor (0.60%) which for the same reason as 
previously explained is not considered a facultative feature.   

 

The structured deposit has a complexity level of 60 (1 main and 4 facultative features, with 2 
facultative features from the same type and thus not cumulative, ending only 2 facultatives) and a 
risk level of 2. 

 

Finally, the results of complexity and risk analysis of these structure products and deposits showed 
there is not a pattern or correlation between risk and complexity levels, in other words, a higher level 
of risk does not mean necessarily a correspondingly higher level of complexity, and vice versa. Some 
probable explanations for that could be because of additional features (selection of a pool of assets 
with, path dependence-worst off, early redemption, cap and participation), tend to reduce payoff and 
consequently the value of the structure products commercialized. 

 

Funds 

 

The assessment was made using 8 funds from Banco Santander Totta and BPI banks, also it is 
crucial to mention that most of those products could use derivative instruments in their portfolios 
according to their KID (see SRI and risk description). It is not clear what derivatives instruments are 
being used and their main use, hedging or directional bet exposure. Even though, we believe it’s an 
important matter in terms of complexity (the ability of investors to understand the impact of those 
instruments in the portfolios), given the lack of detailed information, and the fact that most of the 
sample includes harmonized funds (meaning more control and restrictions), for the purpose of this 
research we will not differentiate funds which use those financial instruments.  
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i) Banco Santander’s Funds 

In the sample, there are two funds from Banco Santander Totta (Santander Ações América and 
Santander Select Dinâmico), where the prospect documents for each product mentions relevant 
specification about the portfolios such as: 

 

● For Santander Ações América, the portfolio has at least 85% of the total capital in a stock 
which are negotiated in the NY Stock Exchange, NASDAQ and American Stock Exchange.  

● For Santander Select Dinâmico, the portfolio has stocks that represent between 50% and 
80% of the total capital, also it can invest in emerging markets. 

 

Both products have a complexity level of 40 because they have a facultative feature (Proprietary 
selection) and the main feature (category 2), but the risk levels are different for Santander Ações 
América and Santander Select Dinâmico corresponding to the risk of 5 and 4, respectively. That is 
because the second product has a higher diversification of the types of products’ exposures and 
markets. 

 

ii) Banco BPI’s Funds 

The fund product names are Seleção Fundo de Investimento Imobiliário Aberto, BPI Agressivo 
Fundo de Investimento Aberto Flexível, BPI America, BPI Obrigações Mundiais and BPI Taxa Fixa. 
All of them have the same level of complexity equal to 40 (category 2 and proprietary selection and 
allocation features), but different levels of risks. The products with lower level of risks correspond to 
fixed rate, debt instruments and real estate, whose risk levels are 2, 3 and 2, respectively. On the 
other hand, the funds  America  Classe D and E have higher level of risk because the portfolio 
allocation focused mainly on stocks where America Classe D is unhedge for exchange currencies 
(risk level 6) while America Classe E is hedged against currency risk (risk level 5). 

 

Exchange Trade Fund - SPGP 

 

The iShares Gold Producers UCITS – ETF issued by Black Rock company is a fund which invests 
in equity securities of a group of 51 companies in the gold sector (exploration and production 
activities), where those companies are included in the index on a free-float-adjusted market 
capitalization-weighted basis that means only shares available to investors (excluding shares closely 
held by control groups, other publicly traded companies, and government agencies). Also, the 
objective of the fund is to reflect the return of the S&P Commodity Producers Gold Index (fund’s 
benchmark index) and it may use financial derivative instruments for achieving that objective. Its 
risks are related to the concentration in specific sectors, countries, currencies, and companies; 
indeed, the main stocks and geographical exposure of the fund are: 
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Table 8 - Principal securities of the SPGP Fund  

Companies Composition 

Newmont 12.91% 

Barrick Gold Corp 12.04% 

Franco Nevada Corp 11.04% 

Newcrest Mining LTD 6.38% 

Agnico Eagle Mines LTD 5.61% 

Kirkland Lake Gold LTD 4.61% 

Anglogold Ashtanti ADR REPTG 4.07% 

Royal Gold Inc 3.41% 

Kinross Gold Corp 2.95% 

Northern Star Resources Ltd 2.77% 

Overall representation of the Fund 65.79% 

 

Source: Black Rock (2020), Information Sheet – iShares Gold Producers UCITS ETF USD  

 

Figure 5 - Geographical exposure 

 
Source: Black Rock (2020), Information Sheet – iShares Gold Producers UCITS ETF USD  

 

Its main feature is deemed to be category 2, mainly because of the constant multiple of stock prices 
(gold mining companies) feature. Its facultative feature is: 

  

●     Underlying selection - proprietary selection and allocation; the ETF return depends on the 
performance of the index composition. Even the fund tries to replicate the S&P Commodity 
Producers Gold Index it does not mean that fund always has the same performance as the 
index. 

  

This structured product has a complexity level of 40 because of the facultative feature and one main 
feature (category 2) with an SRI level of 7. Meaning a high level of risk due to high sensitivity to any 
localized economic, market, political and regulatory events related to the gold sector, but with a low 
level of complexity. 
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Alternative Investment Funds 

 

“Hedge funds are private investment vehicles that manage portfolio of securities and derivative 
positions using a variety of strategies. They may use long and short positions and may be highly 
leveraged, and some aim to deliver instrument performance that is independent of a broad market 
performance”. (CFA Institute, 2020)  

 

This kind of investment fund is usually classified according to the strategy, and because the research 
focuses on European regulations such as MiFID II and PRIIPs; we decided to use the Guidelines on 
reporting obligation under Articles 3 and 24 of the AIFMD (ESMA, 2014) for classifying investment 
strategies. According to those guidelines, alternative investment fund managers (AIMFs) shall report 
their obligations to national competent authorities (NCAs) of the predominant alternative investment 
fund (AIF), the classification of AIF is: 

 

• Hedge fund; 

• Private equity fund; 

• Real estate fund; 

• Fund of funds; 

• Other; and 

• None 

 

Furthermore, the guidelines mentioned that the methodology for choosing a predominant AIF is 
based on the net asset value (NAV) of each fund in EUR currency. After the identification of the main 
AIF, AIMFs should bring the breakdown of the investment strategies used in that fund according to 
the template provided by ESMA. Specifically, for hedge funds the strategies are divided on:  

 

• Equity: long bias; 

• Equity: long/short; 

• Equity: market neutral; 

• Equity: short bias; 

• Relative value: fixed income arbitrage; 

• Relative value: convertible bond strategy; 

• Relative value: volatility arbitrage; 

• Event driven: distressed/restructuring; 

• Event drive: risk arbitrage/merger arbitrage; 

• Event driven: equity special situations; 

• Credit long/short; 

• Credit asset based lending; 

• Macro; 

• Managed futures/CTA: fundamental; 

• Managed futures/CTA: quantitative; 

• Multi-strategy hedge fund; 

• Other hedge fund strategy.  

 

Hossein, N (2017) argued that hedge funds and hedge funds products have a negative reputation 
about complexity and lack of transparency due to the existence of information asymmetry, also he 
mentioned that hedge funds use the regulatory arbitrage opportunities among financial markets 
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(transparent and opaque jurisdictions) because the cost of looking these kind of opportunities is lower 
than the returns. Indeed, for the European Union regulation (ESMA, 2014) there is an effort to try to 
harmonize the reported information of the AIFs by providing guidelines such as predominant fund 
strategy, the characteristics of the different investment styles, assets and instruments included in 
each strategy, among others. However, there is still a lack of detailed information in order to define 
product complexity, and one of the main reasons for that incapacity for making an accurate measure 
of the risk and complexity in hedge funds products is that they could incorporate multi-strategies 
which are very dynamic in their levels of allocation and asset/instrument turnover. For these reasons, 
we did look at this type of PRIIP and left it out of the scope of this research, though, we believe it 
could be a future and important extension of our study.  
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Figure 6 - Complexity and risk assessment of derivatives, funds and structured products 
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This chart leads to some comments and findings: 

 

● As we discussed it seems there is no direct tie between risk and complexity. Though, clients may 
perceive them to be close concepts we prove in this framework that they are different vectors but 
can complement each other and could be used together and help define the target market (TM) 
for knowledge and experience (K&E), which is a very qualitative category. This research can be 
important in helping to consolidate these two vectors, risk, and complexity for product governance 
(PG) purposes and distribution strategy choices.  

 

● PRIIPs methodology risk classification seems to penalize OTC derivative products too much, 
considering the market risk measure (MRM) equals 7 and the summary risk indicator (a matrix 
combination between MRM and CRM) classifies these products always in the worst risk SRI 
category. Besides the regulator does not distinguish long and short in OTC derivatives. Options 
are good examples because in a long position the maximum the investor is expected to lose is 
the premium. In the perspective of investment, a long option buyer may lose the entire premium, 
but in terms of the risk, it would never be comparable to a short position in options. Also, the 
regulator seems to neglect the importance of OTC derivatives in terms of hedging practices. We 
believe that the risks of OTC derivatives should be attenuated in the PRIIP regulation when 
involving hedging practices. 

 

● The fund Industry use of derivatives could have been considered and we believe it’s important 
issue. In this research and given the reasons (lack of information and harmonization) explained 
previously we did not differentiate funds. In order to account this distinction among funds, we 
would need to create a new facultative feature only for the fund industry. If this distinction was to 
be included, we would see some funds increase by 20 their level of complexity. But again, this 
distinction would need more granular information not only in the frequency and types of 
derivatives used in order differentiate funds, otherwise by the simple KID description most funds 
would see their complexity factor penalized. 

 

● Finally, and related to the previous point, given the differentiation of the AIFs industry its important 
to find a similar methodology which will enable the industry to differentiate and dissect the level 
of complexity of each type of strategy allowing this typology of funds to be available to a broader 
investor base and suitability with their K&E profile.  
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4. INVESTORS’ KNOWLEDGE AND EXPERIENCE   

 

The London Economics & Ipsos (2014) conducted research to improve the Key Information Documents 
(KID) where the investigation process is divided in two phases: quantitative and qualitative. The 
quantitative part applied online surveys and the qualitative established focus groups. Based on this 
research, it is stated how the qualitative methodology was crucial for the preparation of the KID. 
Participants brought further details about the understanding of specific parts of the document and how a 
modification in the document’s presentation influences their understanding.  

 

Due to this, the qualitative assessment is more consistent with the aims of this thesis because there are 
variables (knowledge, experience, investment profile), which are difficult to quantify. In addition, qualitative 
assessments provide a better platform that allows the sharing of ideas, experiences, feedback as well as 
revealing attitudes and behavior in a more natural way (Krueger and Krueger, 2012).  

 

4.1 QUALITATIVE  RESEARCH 

The type of participants in the focus groups are divided in three main groups according to: their financial 
literacy, financial experience and investment activity. In fact, this proposal segmentation is based on, the 
regulatory framework for categorizing investor clients:  

 

I. Low and medium financial literacy and experience: people with studies (undergraduate, 
postgraduate or PhD) in subjects related to investments such as finance, economics and risk 
management, or they have worked for more than one year in departments related to investments. 
As an example, trading, brokering and technical support of financial products. In this group, 
people have a maximum of one of these characteristics but not both. 

 

II. High financial literacy and experience: people have both features, studies (undergraduate, 
postgraduate or PhD) related to investment issues such as finance, economics and risk 
management and a professional background of more than one year. 

 

III. Low/medium active investor: people do not have both features, which is to carry out financial 
transactions in the relevant markets (London and New York stock markets) with an average 
frequency of 40 transactions annually during the last year, but also to have a portfolio higher than 
EUR 500,000. 

 

IV. High active investor: people have both characteristics to carry out financial transactions in the 
relevant markets with an average frequency of 40 transactions annually during the last year, or 
to have a portfolio higher than EUR 500,000. 

 

Each focus group had between 6 to 8 participants where the moderator’s role was to assess their 
knowledge and experience regarding their knowledge of risk and complexity methodologies of the present 
research. To achieve that goal, the moderator used the Focus group guidelines (Appendix F), which 
allowed them to make a homogeneous evaluation for all types of target groups (subcategories of retail 
investors) and realize the main features in common and difference among them. The focus group was 
divided in three stages: 

 

I. Assessment of the knowledge and experience of stocks, fixed income instruments and derivatives 
where those products have a plain vanilla appearance which means without adding any 
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facultative feature. For this purpose, the moderator asked participants about the main 
characteristics of each product, but also asked about their background and familiarity with those 
financial instruments. The answers to those questions allowed the classification of each group’s 
knowledge and experience of simple products and participant’s perceptions of product risk and 
complexity; 

 
II. Evaluation of the understanding of facultative features that are used in the complexity 

methodology. Before the questionnaire started, the moderator gave a brief explanation of each 
facultative feature. In addition, there was an assessment of the participant’s perception about how 
those features are aligned with their investment profile; 

 

III. In the final part of the assessment, before starting with the questions, the moderator explained to 
participants about the risk and complexity methodology and brought a summary about the main 
drivers for the risk and complexity scale. Then the moderator asked about which levels of risk and 
complexity are more accurate according to their investments profile.  

 

Table 9 - Types of target participants for the focus group  

Target 1 Target 2 Target 3 

Low/Medium Financial  
Literacy and Experience 

High Financial 
 Literacy and Experience 

High Financial 
 Literacy and Experience 

Low/Medium Active Investor Low/Medium Active Investor High Active Investor 

 

The assigned number of target groups were designed in order to better match the 3 types of investors in 

category knowledge and experience (K&E) of MiFID II, basic (Target 1), informed (Target 2) and advanced 

(Target 3). 

 

4.2. TESTING APPROACH 

The scale of participants’ answers to each part of the focus assessment have the following interpretation: 

 

i. The first part of the assessment represents the comprehension and expertise with plain vanilla 
financial products. The process works by identifying which risks are linked to them and how 
financial variables (interest rates, exchange currencies, underlying assets, credit rating) impact 
the risk and return, where the score 1 means very low comprehension and low expertise of plain 
vanilla financial products and 10 means very high comprehension and expertise of this kind of 
products. 

ii. The second phase of the evaluation describes the understanding of facultative features and how 
they influence the risk and return of financial products, but also the results of this assessment 
shows the perception of participants about how those additional features are attractive for taking 
investment decisions. The score 1 means very low understanding and attractiveness, and 10 
means very high understanding and attractiveness. 

iii. The final phase of the focus group is the evaluation of the participants preferences of financial 
products’ risk and complexity level, where the score 1 means low preference for a level of risk 
and return score 10 means very high preference a level of risk and complexity.   
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4.3. RESULTS FROM FOCUS GROUP DISCUSSIONS 

Before describing the results of the focus groups, it is relevant to mention the limitation in contacting 
people in the target 3 category (active investors with high financial literacy and experience), because of 
this, the study created focus groups of people from target groups 1 and 2. The participants have different 
professional backgrounds such as IT specialists, marketing analysts, and financial analysts from banking 
and insurance institutions. 

 

Table 10 - Focus group discussion participants’ demographics 

Demographics Target 1 Target 2 

Number of participants 6 7 

Gender 
Female: 3 Female: 2 

Male: 3 Male: 5 

Age 24 to 38 26 to 44 

Academic Degree 

Bachelor: 1 Postgraduate: 1 

Postgraduate: 2 Master: 6 

Master: 3   

Professional Experience  
Areas 

Marketing Mergers & Acquisition 

IT Risk Management 

Market Research Actuarial 

 

Comparing the results of groups 1 and 2, we find there are more differences than similarities between 
them, for instance, participants of target 2 have a higher understanding of investment strategies such as 
diversification and hedging. Indeed, this group finds it more attractive to invest in financial products with 
additional facultative features because they can use those features according to their investment 
expectations. However, the participants from target 1 show more interest in making investments in reliable 
companies, for instance, financial institutions with a good reputation or well–known brands, because they 
don’t have enough knowledge about how financial markets work and need to trust companies’ services. 
Therefore, they prefer institutions, which bring understandable and summary information about how they 
can invest in financial markets according to their profiles. For example, some of them commented that 
they could access information about their portfolios such as historical returns, financial news, and no – 
trading costs or brokerages via apps. 

 

After asking the questions of the first part for the focus groups, the main difference in the knowledge of 
financial products focused on the derivatives products, because many of the participants of group 1 
understand little or nothing about forwards, swaps, futures, and options. Nevertheless, it is relevant to 
mention that even their lack of experience and knowledge about derivatives, they could use them for 
hedging purposes such as mitigation the currency risk.  

 

In the second part of the focus groups, group 2 showed more understanding of the concepts of facultative 
features and more interest in investing in financial products with those features because they could 
diversify their portfolios and apply some investment strategies. After analyzing both groups’ answers about 
facultative features, the assessment demonstrated that all facultative features have the same level of 
complexity due to most of the participants from target 1 saying that they found difficulties in understanding 
each facultative features and did not realize how the aggregation of complexity features impact on 
financial products’ risk and return, so they did not differentiate one feature more or less complex than 
others. Nevertheless, the participants from target 2 found comprehensible each facultative feature and 
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did not think that one feature is more difficult than another. Moreover, the participants from both groups 
showed differences in the comprehension of financial products’ features (mainly for facultative 
characteristics) and that was expected because people from the first group have a lack of experience and 
knowledge; however, both groups show similarities regarding the high level of risk-averse.  

  

In the last phase of the focus group, the purpose is to identify the level of preferences of participants for 
risk and complexity according to the study’s methodology, the majority of participants from target 1 showed 
more interest in investment products with risk levels of 2 and 3 and complexity level of 40 because they 
could support losses up to that level of risk (12% of losses) and understand financial products with just an 
additional facultative feature. But, most people from target 2 revealed a greater preference for products 
with risk levels of 3 and 4, and also with complexity levels of 40 and 60 because they could support losses 
up to 20% of the total capital and regarding the complexity, they said that their main concern was that a 
higher level of complexity implies a higher level of risk and their risk-averse level is similar to the first group 
because of lack of capacity for supporting losses (the third category for manufacturers according to MiFID 
II regulation). Indeed, the lack of experimental information about group 3 is a limitation for this study. 
Nevertheless, general characteristics of those kinds of investors could be described by the regulatory 
approach “Article 317-B of the Title VI – Intermediation of the CMVM Regulation the CMVM”, for instance, 
investors with professional experience in this area that allows them to understand complex and risky 
products, also high capitals allow to them support more losses and be less risk-averse in comparison to 
target groups 1 and 2. The research considered the commented Portuguese regulation (Article 317 – B) 
in the definition of people’s characteristics for the focus groups because our analysis was of Portuguese 
people, so we believe that the investors’ features (knowledge, experience, financial situation, among 
others) may vary from country to country within Europe. 
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5. CONCLUSIONS, LIMITATIONS AND EXTENSION TO THIS STUDY 

 

Before we move onto the conclusions of this research it is important to reiterate that complexity is still an 
open issue and that we believe it needs more debate from the financial industry participants and ultimately 
needs to be clarified by the regulators.  

 

There might be different approaches for this issue in the market some more quantitative others more 
qualitative but it’s very important and recommendable that manufactures have an auditable methodology 
in place. Also, there is a need for clearer communication between manufacturers and distributors and the 
existence of a complexity methodology might also contribute for a better exchange of information.  We 
see more advantages in terms of market transparency of a uniform complexity methodology and 
consequently a clearer K&E categorization. But we also understand the difficulties of the task, such as 
the different type of instruments available and characteristics of the investors among different regions and 
markets in the EU space.     

 

This study was an attempt to tackle the issue in a more quantitative way by defining and finding levels of 
complexity among a sample of products and representative of the types of products available in the 
Portuguese market but could also be a guide to any other EU country where MiFID II and PRIIPs 
regulations are effective. The only exception was the insurance products and AIF which were not covered 
in this work. We also tried to find a one size fits all approach for the PRIIPs which increases the already 
challenging task.  

 

Also, it’s important to refer that this master thesis, as like other similar academic works, was elaborated 
under very limited resources and with particular impact on focus group study (quality and sample size) 
but in our opinion it does not undermine the goals and the motivation of this work. Hopefully, this study 
could be a starting point for a broader discussion of the subject which for the authors would be the best 
reward of this work. Next, we discuss some of the main findings of this research.  

 

As shown in figure 1, section 3, the assessment of a sample of financial products revealed that derivatives 
have a lower complexity level in comparison to other products like structured products, but the highest 
risk level (SRI equals to 7) according to the regulation. The PRIIPs methodology risk classification seems 
to excessively penalize OTC derivative products and it does not distinguish long and short positions in 
derivatives. Options are a good example because in a long position the maximum you could expect to 
lose is the premium. In the perspective of investment, a long option buyer may lose the entire premium, 
but in terms of the risk, it would never be comparable to a short position in options. Also, the regulator 
seems to neglect the importance of OTC derivatives in terms of hedging practices. We believe that the 
risks of OTC derivatives should be attenuated in the PRIIP regulation when they involve hedging practices.   

 

The other finding is that it seems there is no direct correlation between risk and complexity among the 
sample of financial products because facultative features (proprietary selection and allocation, path 
dependence, early redemption and exposure modulation – limited upside) impact in different ways 
financial products’ risk and complexity. In fact, the proprietary selection and allocation feature may 
increase diversification but in conjunction with the worst of feature it increases the specific risk of the 
structured products. Also, path dependence and early redemption features can lower products payoffs 
and thus should be analyzed carefully and individually. Though, clients may perceive risk and complexity 
to be close concepts we prove in this framework that they are different vectors but can complement each 
other and should be used together in defining the target market (TM) for knowledge and experience (K&E), 
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which is a very qualitative category. This research can be important in helping to consolidate these two 
vectors, risk, and complexity for product governance (PG) purposes and distribution strategy choices. 

 

By contrast, the focus groups show some results about Portuguese people’s characteristics for making 
investment decisions, basic investors (target 1 of the focus group) may invest in products with risk level 
less or equal to 3, and complexity level less than 40, and for informed investors (target 2 of the focus 
group) could invest in structured products with risk and complexity levels less than 4 and 60, respectively. 
In addition, the sample analysis showed that funds have a common pattern for risk and complexity levels, 
in general funds have a low level of complexity where most of them have a complexity level of 40, but 
their risk levels varied according to portfolios’ characteristics. Also, portfolios with fixed-rate products, debt 
instruments, and real estate assets have a low level of risk, the sample revealed a maximum risk level of 
3, however portfolios with a majority allocation in stocks showed a higher level of risk, where the 
diversification in financial markets (develop markets, emerging markets, among others) reduces risk 
exposures.  

 

The best distribution strategy recommended for each type of investor and for the available products in the 
sample. According to these results, the research can make a generalization about the execution with 
appropriateness (type of distribution strategy) where basic clients can invest in portfolios with risk and 
complexity level up to 3 and 40 such as funds of fixed-rate products, debt instruments, and real estate 
assets, and for informed clients, they can also invest in portfolios with risk and complexity level up to 4 
and 60, for instance, funds whose portfolios are stocks with risk level up to 4. So, in the case of funds, 
and despite the levels of complexity (40) being similar (see figure 6), the risk profile of some funds (SRI 
above 3) should require a more cautious distribution strategy and thus the appropriateness test for K&E 
category.  

 

The focus group assessment, the characteristics of derivatives complexity and the shortcomings of the 
regulation described in the end of section 3 leads us also to conclude that both type of investors (target 1 
and target 2 group) could invest in derivative products in order to mitigate portfolios’ risk and thus for 
hedging purposes. 

 

Even though this study did not have access to advanced investors, the empirical analysis revealed that 
the main difference between informed and advanced clients is the factor of having enough capital to 
support losses. Indeed, according to the regulation, one of the characteristics that advance investors have 
is portfolio amounts greater than EUR 500,000. The focus group to target 2 (this is the equivalent of 
informed investors) showed that participants have enough knowledge and experience to invest in risky 
and complex products, but they are risk-averse like basic investors because of the lack of sufficient capital.  

 

So, another conclusion of this work is that for distribution strategy proposes it’s very important to have an 
holist view and consider the other MiFID II categories such as the financial situation and the ability to bear 
losses and clients objectives and needs. Indeed, through focus groups the researcher realized the 
relevance of these other factors and not only products’ risk and complexity features (risk tolerance and 
K&E categories) but all clients’ characteristics and needs. 

 

Finally, we conclude that in the fund industry and mainly in the AIFs there still some more investigation to 
be done in terms of the thematic K&E and complexity. We do not think this is limitation of this work but 
instead a future development. Before we get to that point, we believe there is still some challenges that 
may have to be overcome such as uniformization and information disclosure about investment strategies 
and styles. As a future extension of this work we propose a similar study and approach for the complexity 
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level of AIFs. In the UCITS industry it could also be recommended to differentiate funds and their use of 
derivatives, hedging purposes or taking views mainly on funds where the underlying asset and allocation 
strategy is associated to higher levels of risk.       
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7. APPENDIX   

APPENDIX A. PRIIPS’ PURPOSE CATEGORIES AND CORRESPONDING MRM CLASS 

 

Purpose  

Category 
Description  

MRM  
Class 

1 

a) PRIIPs where investors could lose more than the amount they invested. 
 
b) PRIIPs or underlying investments of PRIIPs which are priced on a less regular basis than monthly, or which do not have an 
appropriate benchmark or proxy, or whose appropriate benchmark or proxy is priced on a less regular basis than monthly. 

Category 1 should be Class 7 or Class 6 when that 
corresponds to the exception of the PRIIPs 
referred to in point 4c   

2 

Covering PRIIPs which, either directly or on a synthetic basis, offer non-leveraged exposure to the prices  
of underlying investments, or a leveraged exposure on underlying investments that pays a constant multiple of the prices of 
those underlying investments. Where at least 2 years of historical daily prices, or 4 years of historical weekly prices, or 5 years 
of monthly prices are available for the PRIIP, or where existing appropriate benchmarks or proxies fulfil the same criteria for 
length and frequency of the price history. 

VaR should be calculated from PRIIPs'  
distribution of returns or proxy price during the 
past 5 years with frequency at least monthly 

3 

PRIIPs' values reflect the prices of underlying investments, but not as a constant multiple of the prices of those  
underlying investments, where at least 2 years of daily prices of the underlying assets, 4 years of weekly prices  
or 5 years of monthly prices, or where existing appropriate benchmarks or proxies fulfil the same criteria for length and 
frequency of the price history. 

VaR should be calculated from PRIIPs'  
distribution of returns at the recommended holding 
period 

4 
PRIIPs' values depend in part on factors not observed in the market, including insurance based PRIIPs which  
distribute a portion of the PRIIP manufacturers' profit to retail investors. 

Components of the PRIIP that contribute to the 
performance should be identified and calculated its 
VEV measure.  
Finally, the overall VEV of the PRIIPs is the 
weighted average of each component's VEV. 

 

Source: European Commission (2017), supplementing the Regulation (EU) N° 1286/2014: Key Information documents for packaged retail and insurance – based investment products 

(PRIIPs)Appendix C. Clients Categorization according to MiFID II 
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APPENDIX B. FACULTATIVE FEATURES OF PRIIP PRODUCTS  

Facultative Feature Sub - Facultative Feature Name 

Underlying  
Selection 

Best Option: the return is based on the best performing underlying assets 

Worst Option: the return is based on the performance of worst performing underlying 

Himalaya: A pre-selected number of best - performing assets are permanently removed, or frozen at their performance level, at the end of each period until the end of 
the investment 

Kilimanjaro: The lowest performing assets as well as the best performing assets have been progressively eliminated, or ignored from the subsequent calculations, 
during the investment period 

Rainbow: Best performing assets are weighted more heavily than those which perform less well 

Proprietary Selection and Allocation: Basket of financial products (bonds, stocks, treasury bills, among others) which is not a replication of passive strategy of well-
known indexes 

Exposure Modulation  
Limited Upside 

Participation: The return is based on the participation underlying assets 

Fixed Upside (Cap): The maximum level of performance of a basket of assets is predefined at fixed return 

Cumulative: Previous coupons paid are deducted from the payoff of future coupons 

Flip flop: The coupons are fixed in the first periods, and the distributor has a right to switch you into a floating 

Path  
Dependence 

Cliquet: the final return is determined by the sum of returns over some pre-set periods 

Asian Option: the final return is determined by the average underlying returns over some pre-set periods 

Parisian Options: the value of the return depends on the number of the days in the period in which conditions are satisfied 

Averaging: the final index level is calculated as the average of the last readings over a given period (more than one month) 

Delay: Coupons are rolled up and paid only at maturity 

Catch up: If a coupon is not attributed in a given period because the condition required for the payment is not met, then that missed coupon and any subsequently 
missed coupon will be rolled-up and attributed the next period when the condition is met  

Lookback: the initial / final index level is replaced by the lowest / highest level over the period 

Barrier Options: Knock - in options means it has no payoff until the underlying reaches a certain price, and Knock-out option ceases to exist  
if the underlying asset reaches a predetermined barrier during its life  

Source: Claire et al. (2013), “The Retail Structured Product Typology”. This table was adjusted to incorporate PRIIP’s products 
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APPENDIX B. Facultative features of PRIIP products  
 

Facultative Feature Sub - Facultative Feature Name 

Exotic Option 

American Option: the conditions must be satisfied during the whole considered period 

Range: the performance of underlying is within the range  

Target: the sum of the coupon reaches a predefined level 

Moving strike: the conditional level are moving 

Bunch: the top barrier / cap concerns each asset whereas the bottom barrier concern the whole basket 

Podium: the underlying is a basket and the final returns depend on the number of shares satisfying conditions 

Annapurna: the condition must be satisfied for any security in the underlying basket 

Early Redemption 

Callable: The issuer can terminate the product on any coupon date 

Putable: The investor can terminate the product on any coupon date 

Autocallable: If a condition is satisfied, it automatically matures, and the investor's capital and interests are paid but could be affected 

 

Source: Claire et al. (2013), “The Retail Structured Product Typology”. This table was adjusted to incorporate  PRIIP’s products 
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APPENDIX C. COMPLEXITY FEATURES OF BINARY OPTIONS, DEBT INSTRUMENTS AND STRUCTURED DEPOSITS  

 

Category Instrument List of Examples 
Main 

Features 

Facultative features 
  
  

Total number  
of Features 

Debt Instruments  
embedding a derivative 

Convertible and exchangeable bonds Category 2 Path Dependence   
    

2 

Indexed Bonds and turbo certificates Category 2 
Exposure Modulation  

Limited Upside 
  

    
2 

Callable and putable bonds Category 2 Path Dependence 
Early 

Redemption     
3 

Credit linked notes Category 2 
Underlying  
Selection 

Early 
Redemption     

3 

Debt Instruments 
incorporating  
a Structure making it 
difficult for  
the client understand the 
risk 

Debt instruments the return of which is 
dependent  
on the performance of a defined asset pool 
Examples: 
Asset Backed Securities  
Collateralized Debt Obligations (CDOs) 
Commercial Mortgage Backed Securities 
(CMBS) 

Category 1 
Underlying  
Selection 

Path 
Dependence 

Early 
Redemption 

  

4 

Debt Instruments 
incorporating  
a Structure making it 
difficult for  
the client understands the 
risk 

Debt instruments with complex mechanisms to 
determine or calculate the return.  
 
Examples 
Debt instruments structured in such a way that 
the anticipated revenue stream may vary 
frequently and/or markedly at different points 
of time over the duration of the instrument 
either because certain pre-determined 
threshold conditions are met or because 
certain time-points are reached 

Category 2 
Underlying  
Selection 

Path 
dependence 

Exposure 
Modulation  
Limited 
Upside 

Early 
Redemption 

5 
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APPENDIX C. Complexity features of binary options, debt instruments and structured deposits  

 

Category Instrument List of Examples 
Main 

Features 
Facultative features 

Total number  
of Features 

Structured Deposits 
Incorporating a Structure 

Making it Difficult  
for the client to 

understand the risk of 
return 

More than one variable affects the return received 
 
Examples: 
- Structured deposits where a basket of instruments or 
assets have to outperform a specified benchmark for a 
return to be paid; 
 
- Structured deposits where the return is determined by 
the combination of two or more indices. 

Category 3 Underlying Selection 
Path 

dependence 
Early 

Redemption 
  4 

The relationship between the return and relevant 
variable or the mechanism to determine or calculate the 
return is complex.  
Examples: 
- structured deposits structured in a way that the 
mechanism under which the price level of an index is 
reflected in the return  
involves different market data points (i.e. one or more 
thresholds have to be met), or several index 
measurements at different dates; 
 
- structured deposits structured in a way that the capital 
gain or interest payable step up or down in certain 
specific circumstances; 
 
- structured deposits structured in a way that the 
anticipated revenue stream may vary frequently and/or 
markedly at different points of time over the duration of 
the instrument. 

Category 3 Underlying Selection 
Path 

dependence 

Exposure 
Modulation  

Limited Upside 

Early 
Redemptio

n 
5 

Binary Options 

60 Seconds Binary Options 

Category 1 Exotic Option 
Early 

Redemption 
    3 

Long-term Options 

Pairs 

Day Up/Down Binary Options 
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APPENDIX D. RISK AND COMPLEXITY ALLOCATION FOR A SAMPLE OF FINANCIAL PRODUCTS  

Product Name 
Company  

Issuer 
Type of  
Product 

Main 
Facultative  

Feature 

Facultative Feature  
(1) 

Facultative 
Feature  

(2) 

Facultative 
Feature  

(3) 

Facultative 
Feature  

(4) 

Complexity  
Level 

Risk  
Level 

Forward EUR/USD 3,6,9, 12M 
(Exportation/ Importation) 

Novo 
Banco 

OTC  
derivatives 

Category 1         20 7 

Interest rate Swap 
EUR6M 5Y 

Novo 
Banco 

OTC  
derivatives 

Category 1         20 7 

Forward Plus: Opções de 
Compra e Venda de Divisas a 

Prazo 

Novo 
Banco 

OTC  
derivatives 

Category 1 
Path Dependence: 

Knock- in  
      40 7 

JP.Morgan EUR Mundial  
2018-2021 

JP 
Morgan 

Structured  
Product 

Category 3 

Underlying Selection: 
Proprietary Selection 

and Allocation 
& 

Worst of Option 

Path Dependence: 
Catch up  

& Knock-in 

Early Redemption: 
Autocallable 

  80 2 

SG EUR Dividendo Europeu  
2018-2023 

Societé 
Générale 

Structured  
Product 

Category 3 
Path Dependence: 

Barrier options  
(Knock-In) 

      40 2 

SG EUR Revolução 
Automóvel 2018-2023 

Société 
Générale 

Structured  
Product 

Category 3 
Underlying Selection: 
Proprietary Selection 

and Allocation 

Path Dependence: 
Barrier (Knock-In) 

    60 1 

Source: KID (Key Information Documents) provided by Banco Santander Totta, Novo Banco, Banco BP and Black Rock 
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APPENDIX D. Risk and complexity allocation for a sample of financial products  

Product Name 
Company  

Issuer 
Type of  
Product 

Main 
Facultative  

Feature 

Facultative Feature  
(1) 

Facultative 
Feature  

(2) 

Facultative 
Feature  

(3) 

Facultative 
Feature  

(4) 

Complexity  
Level 

Risk  
Level 

SG EUR Empresas Chinesas 
 2018-2023 

Société 
Générale 

Structured  
Product 

Category 3 
Underlying Selection: 

Proprietary Selection and 
Allocation 

Path 
Dependence: 

Barrier (Knock-In) 
    60 1 

SG EUA Europa  
Autocall 

Société 
Générale 

Structured  
Product 

Category 3 
Underlying Selection: 

Proprietary Selection and 
Allocation 

Path 
Dependence: 

Catch up 

Early Redemption: 
Autocallable 

Exposure 
Modulation  

Limited upside 
& Cumulative 

100 4 

Barclays FRN Floor  
Euribor 3M 2019-2024 

Barclays 
Structured  

Product 
Category 3         20 1 

Depósito USD Índices  
Sectoriais Europa 

Banco 
Santander  

Totta 

Structured  
Deposit 

Category 3 
Exposure Modulation 
Limited Modulation:  
Cap & Participation 

Path 
Dependence: 
Asian option  
& Averaging 

    60 2 

Santander Acções 
América 

Banco 
Santander  

Totta 
Funds Category 2 

Underlying Selection: 
Proprietary Selection and 

Allocation 
      40 5 

Santander Select  
Dinâmico 

Banco 
Santander  

Totta 
Funds Category 2 

Underlying Selection: 
Proprietary Selection and 

Allocation 
      40 4 

BPI Seleção 
Fundo de Investimento 

Imobiliário Aberto 
Banco BPI Funds Category 4 

Underlying Selection: 
Proprietary Selection and 

Allocation 
      40 2 

 

Source: KID (Key Information Documents) provided by Banco Santander Totta, Novo Banco, Banco BPI and Black Rock 
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APPENDIX D.  Risk and complexity allocation for a sample of financial products  

 

Product Name 
Company  

Issuer 
Type of  
Product 

Main 
Facultative  

Feature 

Facultative Feature  
(1) 

Facultative 
Feature  

(2) 

Facultative 
Feature  

(3) 

Facultative 
Feature  

(4) 

Complexity  
Level 

Risk  
Level 

BPI Agressivo  
Fundo de Investimento Aberto 

Flexível 

Banco 
BPI 

Funds Category 2 
Underlying Selection: 

Proprietary Selection and 
Allocation 

      40 4 

BPI Obrigações  
Mundiais 

Banco 
BPI 

Funds Category 2 
Underlying Selection: 

Proprietary Selection and 
Allocation 

      40 3 

BPI Taxa Fixa 
Banco 

BPI 
Funds Category 2 

Underlying Selection: 
Proprietary Selection and 

Allocation 
      40 2 

BPI América Classe D  
(Without derivatives) 

Banco 
BPI 

Funds Category 2 
Underlying Selection: 

Proprietary Selection and 
Allocation 

      40 6 

BPI América Classe E 
(With derivatives) 

Banco 
BPI 

Funds Category 2 
Underlying Selection: 

Proprietary Selection and 
Allocation 

      40 5 

iShares Gold Producers UCITS 
Black 
Rock 

ETF Category 2 
Underlying Selection: 

Proprietary Selection and 
Allocation 

      40 7 

 

Source: KID (Key Information Documents) available in Banco Santander Totta, Novo Banco, Banco BPI and Black Rock website 
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APPENDIX E. FOCUS GROUP GUIDELINE  

 

Part I. 

The questions for evaluating the main features are:  

● Q1.  What is the definition of each financial product? 

 

● Q2. Which variables affect financial products’ risk and return? 
 

Main Feature 
Question

s 

Score 

1 2 3 4 5 6 7 8 9 10 

Stocks 
Q1                     

Q2                     

Debt Instruments 
Q1                     

Q2                     

Futures 
Q1                     

Q2                     

Options 
Q1                     

Q2                     

Forwards 
Q1                     

Q2                     

Swaps 
Q1                     

Q2                     
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APPENDIX E Focus group guideline 

 

Part II. 

 

The questions for evaluating the facultative features are:  

● Q1. How each facultative feature influences in the financial products’ risk and return? 

 

● Q2. How do you evaluate the level of complexity of each facultative feature?  

 

Facultative Features Questions 
Score 

1 2 3 4 5 6 7 8 9 10 

Stocks and Fixed Income 
Features 

Q1           
          

Q2                     

Underlying Selection 
Q1                     

Q2                     

Exposure Modulation  
Limited Downside 

Q1           
          

Q2                     

Exposure Modulation  
Limited Upside 

Q1           
          

Q2                     

Path Dependence 
Q1                     

Q2                     

Exotic Option 
Q1                     

Q2                     

Early Redemption 
Q1                     

Q2                     
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APPENDIX E. Focus group guideline 

 

Part III. 

The question for evaluating this part of focus group is:  

 

● How do you evaluate each level of risk and complexity according your investment profile and preferences?     

 

 

Risk and Complexity  
Level 

Score 

Risk Level 1 2 3 4 5 6 7 8 9 10 

1                     

2                     

3                     

4                     

5                     

6                     

7                     

Complexity Level Score 

20                     

40                     

60                     

80                     

100                     

 

Disclaimer: Where Level 1 means the worst level of risk or complexity according to their investment preferences, and level 10 means the best level of risk or complexity according their 

investment preferences. 

 



 

52 
 

 

APPENDIX F Key information documents of a sample of products 
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