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Stress Test / Scenario Analysis 
A comparison: 

1) FCA retail structured products guidance 
2) PRIIPS KID Regulation  
3) MiFID II 

 

FCA Guidance1 PRIIPs KID2 MiFID II3 

BACKGROUND 

Firms must be able to determine and evidence that 
structured products have a reasonable prospect of delivering 
economic value to customers in the target market.  

Firms must evidence this via robust stress testing as part of 
the product approval process. Products that fail this process 
should not be manufactured nor distributed.  

FG 12/09 - stress tests should be built into the product 
approval process, with defined triggers for when they are or 
are not to be applied (they may not need to be applied, for 
example, in very simple repetitions of a recent product). 

FG 12/09 – FCA criticised firms where stress-testing was 
not routinely carried out, and it was not clear how the 
results of tests actually fed back into the design of the 
particular product being tested, or into future products 
generally. 

FG 12/09 - Firms should ensure therefore that stress tests 
are robust, which will require the procedure to allow for 
challenge (or, for example, they may be carried out 
independently of the product design team). 

Article 3(1) (EU) 2017/653 - PRIIP 
manufacturers shall comply with the 
methodology for the presentation of 
performance scenarios, as set out in Annexes 
IV and V (to be included in the section entitled 
‘What are the risks and what could I get in 
return?’ of the key information document) 

 

 

STRESS TESTS (EXTERNAL RISKS) 

Firms should adequately stress-test products to identify how 
they are likely to perform in a range of market conditions, 
and how the customer could be affected. 

Article 3(3) (EU) 2017/653 - manufacturers 
shall include four appropriate performance 
scenarios. The four performance scenarios 
shall represent: 

• a favourable scenario  

• a moderate scenario 

• unfavourable scenario  

• a stress scenario4 (this is based on 
calculations as set out in Annex IX, 
para 10 & 11 of Delegated Reg 
2017/653 8 March 2017) 

 

PROD 3.2.12  

Manufacturers must undertake a 
scenario analysis of their 
financial instruments to assess:  

(1)  the risks of poor outcomes 
for end clients posed by the 
financial instrument; and  

(2)  in which circumstances 
those poor outcomes may 
occur. 

 

PROD 3.2.13 

In conducting the scenario 
analysis manufacturers must 
assess their financial instruments 
under negative conditions 
covering what would happen if, 
for example: 

(1)  the market environment 
deteriorated  

 

For structured products, stress-tests should be forward-
looking as well as backward-looking, given the limited 
value of ‘past performance’ in replicating potential future 
returns. For structured products: 

• stress tests should analyse the resilience of the 
product over its proposed term, in particular so that 
the product’s risk profile may be properly assessed 

• where there is a value for money test versus an 
alternative, such as a comparison with the returns from 
cash products, there should be a sufficiently demanding 
hurdle rate (or ‘threshold’) to reflect the opportunity 
cost of the ‘next best’ use of the customer’s money (see 
also “simulations” and reasonable comparison” below), 

• the output from the stress-testing and modelling 
exercises should be considered by the firm as part of 
its new product approval process both for the initial 
and any subsequent tranches 

 

 

                                                     
1 TR15/2: Structured Products: Thematic Review of Product Development and Governance & FG 12/09 Finalised Guidance Retail Product 

Development and Governance – Structured Product Review 
2 Packaged Retail and Insurance-based Investment Products (PRIIPs) – Regulation (EU) No 1286/2014 and Commission Delegated 

Regulation (EU) 2017/653 
3 PS17/14 Annex T Product Intervention and Product governance Sourcebook (PROD) 
4 This is based on calculations as set out in Annex IX, para 10 & 11 of Delegated Reg 2017/653, 8 March 2017 
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Simulations (product creation) 

Simulations should be carried out to understand the 
expected profitability of the product from the investor’s 
point of view. Since a structured product is constructed with 
a view to generating different potential outcomes, those 
same outcomes can be graded in terms of probability. 

• While a cash comparison tool is appropriate for 
structured deposits, in the case of an investment 
product with a more volatile underlying such as equity 
index, a forecasting measure is more appropriate. There 
should be a policy determining minimum acceptable 
thresholds for the positive outcomes. 

• However, any such simulations (and the policy 
framework within which they are run) should ensure 
that there is not an excessive focus on asset classes and 
indices that have generated high recent returns (and 
hence have headline returns that are highly marketable 
to investors), even though these high recent returns 
may be a sign of potential reversal of the trend of such 
returns in these same asset classes or indices. 

• Stress-test assumption sets incorporating correlations 
between market variables, together with broader 
economic assumptions, may be useful in establishing 
such a policy framework. These assumptions should be 
reasonable, and based on publicly-available data. Firms 
should establish thresholds on the probability of 
stressed outcomes that are likely to be acceptable to the 
target audience. 

Firms should consider what a reasonable comparison is 
for the next best use of the investors’ money.  
Any assumptions made must be: 
• reasonable;  
• based on publicly available data; and 
• should not result in a misleadingly favourable 

impression of potential returns.  

Probability thresholds: Firms should establish thresholds 
on the probability of stressed outcomes that are likely to be 
acceptable for the intended target market. 

Model outcomes both in the case of a product’s performing 
within its design parameters, and in the case of possible 
failure of a design feature. 

SCENARIO ANALYSIS (INTERNAL RISKS) 

FG 12/09 
‘Scenario’ testing includes internal and qualitative risks, 
such as the failure of the firm’s systems or larger than 
expected volumes. This is a necessary part of risk 
management, but cannot replace quantitative assessment of 
external, primarily financial risks (market stresses, 
including interest rates; where applicable, currency risks, 
etc.)5 
 

 PROD 3.2.13 
In conducting the scenario 
analysis manufacturers must 
assess their financial instruments 
under negative conditions 
covering what would happen if, 
for example: 
(2) the manufacturer or a third 
party involved in manufacturing 
and/or the functioning of the 
financial instrument experiences 
financial difficulties or other 
counterparty risk materialises; 
or  
(3) the financial instrument fails 
to become commercially viable; 
or  

Collateral management (throughout life of the product) 

Collateral management (for structured investment products) 
should form part of robust practice in a firm’s prudential 
risk management and include an ordered, comprehensive, 
and documented process. In particular, the collateral 
management for structured products should focus on: 

                                                     
5 Para 9.12 Finalised Guidance Retail Product Development and Governance – Structured Product Review (March 2012)  
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Liquidity: any collateral posted should have transparent 
pricing, and a settlement cycle no longer than the date of 
expiration of the product and/or in line with redemption 
dates. The assets should be easily convertible into cash at 
those key dates. The greater the actual or potential maturity 
mismatch between the collateral and the redemption dates 
of the product, the more important it is to ensure liquidity in 
the underlying collateral. 

Valuation: collateral must be capable of being valued 
independently of the structure of the product, although in 
relation to the liabilities embedded by the issuing 
institution. 

Issuer credit quality: the credit quality of the collateral 
issuer is an important element. The firm’s internal policy 
should require minimum credit quality requirements (e.g. 
minimum credit ratings) of the instruments, and require the 
revision of haircuts in certain circumstances (e.g. 
downgrade of the issuer credit rating) in the event of 
downgrades. The credit quality should be monitored 
continually and not just at issuance. 

Credit support annexes: any credit support annex (CSA), 
be it a ‘one-way’ or ‘two-way’ CSA, should ensure that 
collateral is posted to the product by the hedge counterparty 
and/or seller of the product, and that this collateral posting 
covers both the principal component of the product (in case, 
for example, the value of the collateral declines due to 
deterioration in credit quality) and also the return 
component of the product (in case, for example, the 
derivative that provides the pay-off to investors becomes in-
the-money to the product). 

Segregation: the collateral backing the product should also 
be appropriately segregated via the legal structure of such 
product, so that it could not fall into the bankruptcy estate 
of the seller of the product provider, thus rendering 
ineffective the product’s capital protection. 

Asset concentration: firms should embed some limits on 
asset concentration (for instance, limiting concentration in 
any one issue, sector or country, where this would introduce 
excessive credit risk), use prudent discount rates for 
valuation, and ensure they identify specific operational and 
legal risks. 

(4) demand for the financial 
instrument is much higher than 
anticipated, putting a strain on 
the firm’s resources and/or on the 
market of the underlying financial 
instrument. 
 

 

 


