
EDHEC-Risk 
Institute  
Research Insights

SUMMER 2012 
 

INVESTMENT & PENSIONS EUROPE





2012 SUMMER INVESTMENT&PENSIONS EUROPE

The EDHEC-Risk Days Europe conference, 
which was held at The Brewery in London from 
27–29 March, was the latest opportunity for 

EDHEC-Risk to showcase the results of its research 
chairs and programmes to an audience of over 800 
professionals from the institutional investor and 
fund manager communities. The EDHEC-Risk Days 
conferences enable participants to have access to the 
latest in financial theory and research and to debate 
and discuss these issues with our researchers, who not 
only have cutting-edge knowledge of analytical and 
research methods in finance, but are also fully aware 
of the consequences of these methods for the financial 
industry. 

It is not possible to include all of the research 
results presented at the EDHEC-Risk Days Europe 
conference in this supplement. Topics ranged from 
the risks and benefits of exchange-traded fund invest-
ments, the performance of equal-weighted portfolios, 
the new forms of equity indices and the benefits of 
inflation-linked corporate bonds to the protection 
afforded by the AIFM directive, management of 
portfolio volatility, skewness as an asset class and the 
determinants of private equity investments’ returns. 
But we can focus on five subjects of particular current 
importance for European institutional investors. 

For European insurance companies, the pending 
implementation of the Solvency II directive provides 
a significant challenge in that the capital requirement 
associated with equity investments is prohibitive. In 
order to alleviate this issue, in research supported by 
Russell Investments, EDHEC-Risk has designed new 
benchmarks for European insurance companies that 
are representative of a dynamic allocation strategy 
to equities. The aim of the initiative is to enable all 
European insurance companies which do not have 
a full internal risk mitigation model to be able to 
avail themselves of an objective academic reference 
to manage the risk of their equity investments. The 
benchmarks, based on dynamic core-satellite and 
life-cycle investing techniques, will allow investors to 
respect a maximum drawdown or maximum loss limit 
for specific horizons.

One of the key issues facing European fund indus-
try professionals at present is that of non-financial 
risks. In research supported by CACEIS as part of the 
Risk and Regulation in the European Fund Manage-
ment Industry research chair at EDHEC-Risk Insti-
tute, we have surveyed professionals for their views 
on non-financial risks and the possible regulatory 
and industry solutions. Top of their list of concerns is 
transparency, information and governance, followed 
by the financial responsibility of the fund manage-
ment industry, but the survey also covers themes such 
as restitution and depositary liabilities, distribution 
and judicial powers of investors. It is troubling to note 

that the principal regulatory priorities for respond-
ents are absent from recent regulatory initiatives.

We also present the results of our latest EDHEC 
European ETF Survey, supported by Amundi ETF. 
Over the past decade, ETFs have stood out for their 
fast growth. Last year’s survey results suggested that 
the ETF market had entered a phase of increased 
maturity and investors were now embracing more 
advanced ways of trading ETFs and more innovative 
ETF products. This year’s results of our pan-European 
survey suggest that, while investors are using ETFs 
far more heavily for dynamic strategies and specific 
sub-segment exposure than in the past, the main use 
of ETFs remains long-term buy-and-hold investment 
in broad market indices. Investors are also moving 
towards applying ETFs more for portfolio optimisa-
tion as well as risk management, and continue to 
have a demand for ETFs mainly as index replicating 
products, rather than as active funds.

In the area of the optimal management of pen-
sion assets, previous EDHEC-Risk research, 
conducted as part of the BNP Paribas Investment 

Partners research chair on Asset-Liability Manage-
ment and Institutional Investment Management, has 
shown that an effective way to align the incentives 
of shareholders and pensioners without any complex 
adjustment to the pension plan structure consists of 
enlarging the set of admissible investment strategies 
so as to include dynamic risk-controlled strategies. 
The latest research from the BNP Paribas IP research 
chair provides a formal analysis of the benefits that 
would arise from a variety of more complex dynamic 
liability-driven investing strategies designed to 
maximise stakeholders’ welfare within an integrated 
asset-liability management context.

Finally, the article on the shift towards hybrid pen-
sion systems in Europe, which is drawn from the AXA 
Investment Managers research chair at EDHEC-Risk 
Institute on Regulation and Institutional Investment, 
examines recent developments and the major risks 
of retirement systems, from both the sponsor and 
pension risk perspective, while focusing on European 
pension schemes. The article looks at plan design and 
governance, with the aim of moving towards an ideal 
retirement plan, and it analyses the challenges for the 
financial management of hybrid pension plans.

I wish you a pleasant and informative read and 
would again like to thank our friends at IPE for sup-
porting this Research Insights supplement and for 
allowing EDHEC-Risk Institute to put forward what 
we hope are optimal solutions to the primary issues 
facing the European financial industry today.

Noël Amenc, Professor of Finance, EDHEC Business 
School, and Director, EDHEC-Risk Institute
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convenience with predetermined conclusions 
than a genuine scientific enquiry. It is pitiful 
all the same to observe that French academics 
forget all methodological precautions when 
affirming that it is not because the causal link 
cannot be shown that it does not exist, because 
the absence of link had not been shown either! 
If that kind of reasoning was transposed to the 
judicial system, the prisons would doubtless be 
full of innocent people.

In truth, derivatives markets require 
speculators in order to be liquid and efficient, 
and derivatives ultimately help towards better 
management of the risk of commodity price 
variations. Derivatives are not the problem but 
are part of the solution. The answer to food 
price volatility is not to prosecute or block 
markets, but to use them better. A number of 
market-based solutions could potentially help 
developing countries better manage commod-
ity price volatility, including increasing access 
to risk-hedging instruments. One sensible use 
of financial engineering is for hedging volatile 
food price risk with appropriate commodity 
derivatives contracts. 

Ultimately, EDHEC-Risk Institute’s 2011 
position paper reveals that Sarkozy’s view that 
“the financialisation of agriculture markets 
.… is a contributory factor in price volatil-
ity” is contradicted by Dr Pierre Jacquet, 
chief economist of the Agence Française de 
Développement, who notes that a number of 
market-based solutions could potentially help 
developing countries better manage commod-
ity price volatility, including increasing access 
to risk-hedging instruments.

Increasing banks’ capital 
requirements during the financial 
crisis: a smart idea?
As in the Solvency II regulation for insur-
ance companies, bank regulation should have 
two levels of capital requirements: a strict 
minimum beneath which the bank is legally 
bankrupt and a target capital requirement that 
can be managed. Unlike Solvency II, which 
may require a hard target, ie, a nearly fixed 
capital requirement, banking regulation should 
require soft targets: the difference between 
available and minimum capital should be a 
buffer.

Prudential regulations must impose the use 
of truly loss-absorbing buffers, ie, regulators 
must oblige institutions to develop internal 
policies to hold some buffers above the strict 
regulatory minimum, to a level aligned with 
their own assessment of the degree of stress 
they are facing: high during periods of above-
average profitability, medium when business 
is as usual, and low when a crisis occurs. 
Naturally, a low buffer – available capital close 
to the regulatory minimum – requires the 
institution to have a recovery plan that allows 
it to restore its buffer over the medium term.

At each point in time, buffers give some 
flexibility to regulated institutions, allow-
ing them to invest or sell according to their 
projected health and medium-term policies. 
The risk of uniform regulatory-driven selling 
pressure that results in abnormal market 
conditions and increased fragility should thus 
be significantly mitigated. Developing less 
pro-cyclical prudential regulations requires 
fostering risk management practices that are 
suitable for individual banks as well as for the 
banking sector as a whole rather than requir-
ing more capital during downturns, as regula-
tors may be tempted to do when the sector is 
in bad shape.

As such, during the 2008 crisis the lack of 
any real visibility on the capital required to 

It has become fashionable to blame the 
financial industry for its alleged role in the 
current crisis. It is certainly true that high-

flying bankers, who often arrogantly flaunt 
their large bonuses and academic achieve-
ments, are the perfect scapegoats. However, 
with the facts at hand, this search for an ideal 
culprit is perhaps a bit too simple to be fair. 
In the present article, we review several issues 
over the past five years in which political 
expedience seems to have taken precedence 
over scientific facts. 

Hedge funds and the subprime 
crisis, or how to intervene when 
it’s too late
French President Nicolas Sarkozy had previ-
ously distinguished himself in 2007 by blaming 
hedge funds, and speculators generally, for 
the emerging subprime crisis, even though 
this was palpable nonsense. EDHEC-Risk 
Institute had pointed out as early as August 
20071 that hedge funds were not responsible 
for the financial crisis. Investment in hedge 
funds made up less than 5% of total institu-
tional investment, and strategies with high 
exposure to credit risk accounted for 20% or 
less of assets invested in hedge funds, so it was 
hard to believe that all transfers of credit risk 
could have been done with hedge funds alone 
as counterparties.

The problem was that banks, not hedge 
funds, had been affected by excessive invest-
ment in asset-backed securities and in 
structured credit products that turned out 
to be illiquid and those banks thus appeared 
insolvent to their counterparties in the money 
market. So it was the most heavily regulated 
institutions in the world – institutions whose 
new capital rules (Basel II) had been presented 
three years previously as the result of reflec-
tion on the lessons learned from the financial 
crises of the previous two decades, especially 
with respect to credit risk – that required the 
intervention of central banks on a massive 
scale. It was, in any case, hard to imagine 
central banks coming to the rescue of ‘specula-
tors’ and running the risk of increased moral 
hazard.

Ultimately, the error in diagnosis of the 
causes of the degradation of the subprime 
market, and the financial markets globally, 
led to a failure to take the measure of the 
importance of the crisis and inability to imple-
ment, when it was still possible, the firewall 
required to avoid the financial debacle of the 
end of 2008. The regulators and decision-
makers organised the crisis of 2008. Firstly, by 
stigmatising the role of speculation instead of 
understanding that it was the whole of the risk 
management system at financial institutions 
that was to blame. Secondly, by focusing on 
the leverage effect at hedge funds instead of 
the lack of genuine integration of the leverage 
effect of banks by the value at risk. Thirdly, 
by preferring to look at the increase in the 

1 Amenc, N., August 2007. Three Early Lessons from the 
Subprime Lending Crisis: A French Answer to President 
Sarkozy. EDHEC Position Paper.

Is the crisis financial?
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volume of transactions relating to hedge funds 
on the financial markets rather than the major 
risk represented by the failure of the strategy 
to diminish systemic risk. The latter occurred 
through the dissemination of risks, notably 
through securitisation, which instead of reduc-
ing risk increased it by setting up structured 
products based on low-cost debt.

The commodity derivatives 
market is beneficial for price 
stability
In reviewing the evidence regarding the 
impact of commodity trading, speculation, 
and index investment on price volatility, a 
recent EDHEC-Risk position paper2 finds 
that the evidence for the prosecution does 
not seem particularly compelling. The paper’s 
conclusion was to agree with the World Bank 
president, Robert Zoellick, who had said that 
the answer to food price volatility was not to 
prosecute or block markets, but to use them 
better. In the view of EDHEC-Risk’s author, 
one sensible use of financial engineering is for 
hedging volatile food price risk with appropri-
ate commodity derivatives contracts.

This position paper echoes previous 
EDHEC-Risk Institute research results, which 
were the subject of an open letter to European 
Commissioner Michel Barnier in September 

20103. These results find no evidence that 
speculation is a cause of high levels of volatil-
ity in commodity prices. The latter position, 
which was supported by the French presidency 
of the G20, is contradicted both by EDHEC 
Risk Institute’s own work4 and also by two 
empirical studies conducted by the two main 
international economic organisations, the IMF 
and the OECD5. Besides, the only academic 
research on which the French position is based 
has not been the object of any serious publica-
tion and corresponds more to a report of 

2 Till, H., July 2011. A Review of the G20 Meeting on 
Agriculture: Addressing Price Volatility in the Food Markets. 
EDHEC Position Paper. 
3 ERI/part/CE/10-1867, Nice, 6 September 2010, Open 
Letter to European Commissioner Michel Barnier.
4 Oil Prices: the True Role of Speculation, November 2008, 
and Has There Been Excessive Speculation in the US Oil 
Futures Markets?, November 2009.
5 IMF, Global Financial Stability Report, October 2008, 
and OECD, Speculation and Financial Fund Activity: Draft 
Report, 24 April 2010.

“In truth, derivatives markets require
speculators in order to be liquid and 
efficient, and derivatives ultimately
help towards better management of
the risk of commodity price variations.
Derivatives are not the problem but 
are part of the solution”
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public authorities and today support this type 
of approach again, should perhaps recall the 
exorbitant cost of the Credit Lyonnais bailout 
both for the taxpayer and for the French 
economy. 

The poor idea of the short selling 
ban
EDHEC-Risk Institute has condemned the 
decisions taken by numerous financial market 
authorities to impose or extend short-selling 
bans in the wake of renewed market volatility. 

These hasty decisions are not only devoid 
of any theoretical basis, but also fly in the 
face of empirical evidence. Academic stud-
ies, including work by EDHEC-Risk Institute 
researchers, have documented the posi-
tive contribution of short-sellers to market 
efficiency and shown that constraining short 
sales significantly reduces market quality – by 
reducing liquidity and increasing volatility – 
and can have unintended spillover effects. 

In a series of research articles, EDHEC 
Business School Professor Ekkehart Boehmer 
and his co-authors have studied short-selling 
activities, looking at the type of information 
possessed by short-sellers8, at the impact 
between short-selling activities and abnormal 
returns9, and at the link between short-selling 
and the price discovery process10. They estab-
lished that short-sellers are important con-
tributors to efficient stock prices, that short 
interest contains valuable information for the 
market, that information is impounded faster 
and more efficiently into prices when short-
sellers are more active and that short-sellers 
change their trading around extreme return 
events in a way that aids price discovery. 

Professor Ekkehart Boehmer and co-
authors, and EDHEC Business School Profes-
sor Abraham Lioui, have also looked at the 
consequences of the previous short-selling 
bans imposed in the US, UK and continental 
Europe in 2008. The study led by Professor 
Boehmer11 concluded that stocks subject to 
the US ban suffered a severe degradation in 
market quality, as measured by spreads and 
price impacts (ie, liquidity), and intraday 
volatility. The most recent study12 by Profes-
sor Lioui focused on the impact of the bans 
on leading market and financial indices in the 
US, France, the UK and Germany and found 
that these led to a systematic increase in the 
volatility of market indices and had an even 
stronger impact on financial indices. None of 
the studies found any indication that short-
selling bans reduced downward pressure in a 
significant manner. 

Against this backdrop, EDHEC-Risk Insti-
tute considers that the decisions to impose 
or extend short-selling bans are a political 
smokescreen that is likely to be counter-

8 Ekkehart Boehmer, Charles Jones and Xiaoyan Zhang, 
2008, ‘Which shorts are informed?’ Journal of Finance 63, 
491–528. (Lead Article and Finalist, 2008 Smith Breeden 
Prize. BSI Gamma Foundation Grant.)
9 Ekkehart Boehmer, Brad Jordan and Zsuzsa Huszar, 
2010, ‘The good news in short interest’. Journal of Financial 
Economics 96, 80-97. (Fama/DFA Prize for the best paper 
in the Journal of Financial Economics.)
10 Ekkehart Boehmer and Julie Wu, May 2010, Short sell-
ing and the price discovery process. EDHEC-Risk Institute 
Working Paper.
11 Ekkehart Boehmer, Charles Jones and Xiaoyan Zhang, 
September 2009, Shackling short sellers: The 2008 shorting 
ban. EDHEC-Risk Institute Working Paper.
12 Abraham Lioui, 2011, ‘Spillover Effects of Counter-
Cyclical Market Regulation: Evidence from the 2008 Ban 
on Short Sales’. The Journal of Alternative Investments 13, 
53–66. Also available as EDHEC-Risk Institute Position 
Paper, March 2010.

productive, both directly by disrupting market 
functioning and degrading market quality at 
a most testing time, and indirectly by further 
fuelling defiance vis-à-vis sovereign states 
and the continued inability of their political 
institutions to address the causes of the cur-
rent crisis.

CDS market driving sovereign 
debt prices: the tail wagging the 
dog?
Having us believe that speculation on the CDS 
market has a greater influence on the cost of 
sovereign debt than the warranted investor 
mistrust of the accumulation of eurozone gov-
ernment deficits is a rather convenient excuse 
for European leaders. While they continue to 
violate the rules on controlling the levels of 
government debt and spending (which they 
themselves approved and considered essential 
when the single currency was introduced), this 
excuse absolves them of all responsibility in 
this severe financial and economic crisis.

In fact, the eurozone crisis is not the result 
of financial speculation, but rather the result 
of concurrent design, management and com-
munication errors. It is the result of a design 
error because, in forbidding monetary parity 
adjustments between countries that do not 
have the same factors of competitiveness, the 
eurozone provides troubled countries with 
no hope of economic recovery, thus forcing 
their leaders to impose budgetary restraint, 
which solves nothing in the long-term. It is 
the result of a management error because the 
European Central Bank (ECB) is being made 
to play a very different role to that specified 
in the treaties, and as it is being transformed 
into a constant lender of last resort, the ECB 
is losing all credibility in its ability to prevent 
sovereign and financial debt crises. Its capac-
ity to stabilise prices in the long term is also 
brought into question. Finally, the crisis is the 
result of a communication error because, by 
linking the fate of the euro to that of its debt-
ors, European leaders are implying a degree of 
financial solidarity that does not and cannot 
exist, due to a lack of common economic and 
fiscal governance.

If certain parties chose to lend to Greece 
at rates of up to 12% rather than to Germany 
at 3%, it is likely that their probabilities of 
defaulting were different and factored into the 
pricing. What good does triggering European 
deflation do to guarantee that creditors who 
took risks are reimbursed? What good does it 
do to damage the ECB’s credibility for the sake 
of covering the month-end expenses of cash-
strapped countries, incapable of reforming 
their own economies? A currency can always 
survive the default of an issuer, but not if the 
institution that is supposed to guarantee its 
value lacks credibility.

On the subject of the influence of CDS on 
the cost of debt, one may also wonder about 
the way in which the facts can be apprehended 
by regulators and researchers, as well as 
politicians. 

In recently released research by Domi-
nic O’Kane, Affiliate Professor of Finance 
at EDHEC Business School, EDHEC-Risk 
Institute, performed a theoretical and empiri-
cal analysis of the relationship between the 
price of eurozone sovereign-linked credit 
default swaps (CDS) and the same sovereign 
bond markets during the eurozone debt crisis 
of 2009–11. The working paper, entitled The 
Link between Eurozone Sovereign Debt and 
CDS Prices, tests the claim that speculative 
use of CDS by market participants had caused 
or accelerated the rapid decline in 2010–11 •

maintain activities and haphazard communica-
tion (notably that of Mme Lagarde, who, in 
the midst of the banking crisis relating to the 
failure of Lehman Brothers, when banks were 
incapable of raising capital, called for their 
capital to be strengthened) contributed to an 
increase in the uncertainty and risk aversion 
of the markets and ultimately accelerated and 
amplified the state’s intervention. Even though 
few banks were in a situation of default, the 
call for more capital from the regulators and 
politicians led to massive intervention from 
the states which subsequently served an anti-
financial discourse on the fact that without 
the intervention of the state bankers cannot 
develop their business and that ultimately 
the taxpayer is the true shareholder of the 
banks in the sense that he is the investor of 
last resort. Without wishing to underestimate 
the systemic risks, one should recognise 
that this blind and pro-cyclical approach to 
strengthening capital at the wrong moment led 
to problems of moral hazard being accentu-
ated and to the necessary independence of the 
central bank, not only with regard to the states 
but also in relation to the financial system, 
being undermined forever. The central bank 
increasingly appears to be the unconditional 
lender under the influence of the states to the 
whole banking system, whether it involves the 
eurozone, the UK or the US.

A recent Bank for International Settlements 
(BIS) publication6 confirms this analysis. 
It arrives unfortunately late in the day. By 
forcing the banks to accept public money, the 
states both put an end to the idea of moral 
hazard, which is an important instrument in 
the fight against speculation and irrational 
behaviour in the financial system, and create 
an unacceptable sentiment of privilege within 
public opinion, where the idea that the banks 
are saved in order to conserve the managers’ 
bonuses becomes the prevailing consensus. On 
this final point, it is also a pity that the govern-
ments communicate so little on the differences 
in cost between the various bank bailout plans. 
According to statistics published by Eurostat 
on 23 April, Ireland had to spend almost €40.4 
billion, while Germany put around €40.2 
billion on the table for its financial sector. 
We observe that the cost of the bank bailout 
has nothing to do with the importance of the 
financial sector in the economy. For example, 
the cost of bailing out the German banks is 
almost three times higher than that of bailing 
out the British banks. The strong involvement 
of the public authorities in the governance of 
Germany’s regional banks is not unrelated to 
this exorbitant cost. This analysis is consist-
ent with the results of numerous academic 
studies, notably the one conducted by EDHEC 
Professor Florencio Lopez de Silanes with 
his co-authors Rafael La Porta and Andrei 
Shleifer (2002)7, who in their cross-sectional 
study of 92 countries (developed, developing 
and transitional economies) conclude that the 
countries with a significant state presence in 
the banking sector also have lower income per 
inhabitant and less developed, more unstable 
and relatively inefficient financial systems. At 
a time when proposals to create public banks 
are reappearing in the campaign programmes 
of the candidates for the French presidency, 
this evidence should be considered carefully. 
Ultimately, the distinguished French econo-
mists, many of whom encouraged the bank/
industry strategy in the 1980s guided by the 

6 BIS Quarterly Review, March 2012.
7 La Porta, Rafael, Florencio Lopez de Silanes and Andrei 
Shleifer, 2002. ‘Government Ownership of Banks’. Journal 
of Finance, 57 (1): 265–301.
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of bond prices in eurozone periphery coun-
tries, a claim that led to the decision by the 
European Parliament and member states on 
18 October 2011, to make the ban on so-called 
‘naked’ CDS permanent. 

The EDHEC-Risk research shows that 
CDS spreads do not drive the sovereign bond 
spread in all circumstances, and that in vari-
ous countries and at various times, the oppo-
site effect is present. The results are in line 
with those of a recent report from the French 
regulatory authority, the AMF, entitled Price 
Formation on the CDS Market: Lessons of the 
Sovereign Debt Crisis (2010– ), even though 
the latter study is less comprehensive than 
EDHEC-Risk’s working paper. EDHEC-Risk 
is keen to stress that certain conclusions in 
the AMF report should be analysed with care. 
A causal link between rising CDS spreads and 
their decision-making character has not been 
established or proven in the report, which 
moreover does not include a formal test on the 
subject. 

According to the author of the EDHEC-
Risk report, Dominic O’Kane, “CDS spreads 
are a cleaner and more transparent measure of 
market-perceived credit than bonds since CDS 
are not limited by supply, are as easy to buy 
as to sell, and have a lower cost of entry.” He 
also stated that, “It would be wrong to suggest 
that the 200bp level highlighted by the AMF 
report is the level at which the CDS market 
‘causes’ the bond market spreads to increase. 
A more valid explanation would be that the 
CDS market establishes a truer estimate of 
forward-looking sovereign risk which is not 
reflected in the bond market where some 
market participants are required to hold high-
quality eurozone debt. The significance of a 
CDS spread of 200bp is that this corresponds 
to the approximate capitulation level at which 
these eurozone bond investors no longer 
see the sovereign as a ‘safe haven’ due to its 
deteriorating credit fundamentals and risk of a 
major downgrade in its credit rating. What we 
then see is the bond spreads catching up with 
the ‘fair value’ that had already been estab-
lished in the CDS market. The CDS and bond 
markets then begin to move together. Recent 
events have confirmed this. The widening of 
Greek CDS spreads before bond spreads in 
2010, which was criticised at the time by vari-
ous governments, was correct and was due to 
the CDS market being an earlier predictor of 
default than the bond market.” 

From that perspective, EDHEC-Risk con-
siders that by banning ‘naked CDS’ the market 
is removing one sovereign risk mitigation 
tool from the toolkit of banks. EDHEC-Risk 
fears that this can only have the negative 
and unintended consequence of increasing 
average sovereign funding costs. The ban will 
make the market less liquid and will prevent 
many participants from easily hedging the 
sovereign risk that they wish to avoid. These 
participants include investors in infrastructure 
projects as part of public-private partnerships, 
equity investors who wish to avoid the sov-
ereign risk inherent in certain stocks, banks 
that wish to hedge the sovereign risk of their 
commercial loans and trading desks buying 
protection in order to hedge their credit value 
adjustment (CVA) risk. Finally, we find it 
fairly contradictory to criticise the backward-
looking nature of the ratings agencies or to 
call into question the oligopolistic structure 
of the offering, while at the same time seeking 
to limit the efficiency and liquidity of the CDS 
market because of its excessively forward-
looking nature, which is then qualified as 
exaggerated over-reactivity!  

Last but not least, it is incredible all the 
same that those who lambast the dangerous-
ness and the opaque nature of the over-the-
counter markets, like the CDS market, take 
exception to the fact that by following the 
unanimous recommendations of leaders and 
regulators, derivative instruments are created 
and traded on organised, and therefore highly 
regulated and secure, markets, as is the case 
with the recent Eurex announcement. How is 
it possible to think that the G20 recommenda-
tions are a priority and at the same time decry 
their implementation? How is it possible to 
want to ban a contract that one has praised in 
the past? Did François Hollande oppose the 
decision of Prime Minister Laurent Fabius to 
create a derivative contract on French debt in 
1986, the same contract that is being revived 
today in Frankfurt? 

Must one recall that the least costly debt, 
that of Germany or the US, is that which is 
subject to the most liquid futures contracts, 
and that futures contracts are indispensable 
instruments in managing interest rate risk 
for institutional investors and banks, who 
are large holders of French sovereign debt? 
Today, given the disconnect between the 
German and French economies and, con-

sequently, in the evolution of their interest 
rates, the bund futures contract no longer 
allows this risk to be managed efficiently, and 
therefore makes French debt riskier, or at 
least makes the management of the risk more 
difficult and more costly. Is the French treas-
ury agency (AFT), which manages the cost of 
French debt, so incompetent or lacking in a 
sense of the public interest as to have affirmed 
on several occasions that the commercialisa-
tion of French sovereign debt, would benefit 
from this type of contract? 

A financial transaction tax will have no 
beneficial effect on the volatility of the finan-
cial markets and will increase the problems of 
the euro zone

There is a substantial body of empiri-
cal work studying the effect of a financial 
transaction, or Tobin, tax, on the volatility 
of the prices of financial securities. Most of 
these studies find that a transaction tax either 
fails to reduce return volatility or leads to an 
increase in volatility. Moreover, the imposi-
tion of a transaction tax leads to a reduction 
in the demand for that financial security and, 
thus, a drop in its price. This drawback could 
go against the wishes of eurozone leaders 
to facilitate the distribution of their debt in 
stable conditions and to decrease the cost of 
debt for the zone’s most fragile economies.

Moreover, the implementation of a tax 
on financial transactions presents its own 
challenges. For example, can regulators really 
distinguish between transactions related to 
fundamental business and those that are 
purely speculative? Can regulators determine 
the appropriate rate for the Tobin tax that 
would reduce the activities of investors who 
are not fully rational, but not drive away trade 
by rational investors? And, from the point of 

view of speculators, unless all major financial 
centres introduced it, the Tobin tax would 
appear easy to circumvent by routing transac-
tions through countries where the tax is not 
imposed13.

EDHEC-Risk Institute, in an open letter to 
European Commissioner Michel Barnier14 and 
to the French Prime Minister, François Fil-
lon15, highlighted the problems posed by what 
seems to us to be a bad idea. Here again, the 
desire to punish the financial sector prevailed 
over reason and facts, at the risk of punishing 
the whole economy. 

Conclusion
Our remarks may seem to some to be a 
reaction to attacks that we consider to be 
unfounded, but, over and above the reaction, 
we would like to help both the decision-
makers and the public understand that 
choosing a strategy of scapegoats (who are not 
necessarily always innocent but not guilty all 
the time either!) contains a first-order risk, 
which is that of not asking the right questions 
about the crisis, and about the sustainability 
of the social and economic models of mature 
economies. France, in its history, has often 
favoured these scapegoat strategies in order 
to avoid having to ask the right questions. 
This strategy of avoidance is probably the true 
enemy of the country. Rather than believing 
they are enslaved or threatened by finance, 
the French people would be better off fearing 
false truths, fleeing semantic facility instead of 
reasoning, and giving up beliefs that hide the 
facts. The biggest danger that finance poses for 
France is that it constitutes the most effective 
pretext for not asking the right question, that 
of a thorough reform of our ‘real’ economy! If 
France wishes to remain a credible country in 
Europe and in the world, it has to behave in a 
credible manner and avoid using the denial of 
economic and social realities as a differentia-
tion strategy. 
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people would be better off fearing false
truths, fleeing semantic facility instead of
reasoning, and giving up beliefs that hide
the facts”
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How to allow insurance companies to 
benefit from investment in equities 
within the framework of Solvency II
François Cocquemas, Research Assistant, EDHEC-Risk Institute

•

The Solvency II directive, which is now 
projected to come into force at the 
beginning of 2014, introduces a pru-

dential framework for the computation of the 
regulatory capital requirements of insurers. 
In particular, it defines a standard formula 
that must be applied by default and serves as a 
reference point for more advanced approaches, 
notably partial and full-blown internal models. 
For the insurance sector, the capital require-
ments associated with equity investments 
remain prohibitive using this standard formula, 
which will be especially prejudicial to firms that 
are unable to develop an internal risk model. 
In reaction, a forced shift away from equity has 
already started so as to prepare for the new 
regulatory constraints.

This is not good news for the industry. 
The basis for sound investment should be 
proper diversification and risk management, 
not shying away altogether from capturing the 
equity risk premium. In order to alleviate this 
issue, EDHEC-Risk Institute is introducing a 
framework for designing dedicated dynamic 
asset allocation solutions, as part of a research 
chair supported by Russell Investments. These 
Solvency II dynamic allocation benchmarks, or 
Solvency II benchmarks for short, are meant 
to be regarded as substitutes for static equity 
investments by insurance companies. They can 
use them to achieve substantial exposure to 
equity risk and the associated premium, while 
maintaining strict and explicit control over the 
implied Solvency II charge. 

Meeting the challenges of Solvency 
II by relying on an external 
framework
The Solvency II framework draws lessons from 
the Basel II banking regulation, but it involves 
a number of distinct features. First, Solvency II 
allows diversification not only within risk types, 
but also across risk types. Second, Solvency II 
has arguably given more focus to risk manage-
ment by allowing internal models that fully 
reflect the risks and management actions of 
insurance companies.

To attain its objectives, Solvency II encour-
ages a move towards a tailored risk-management 
approach to match the specific features of each 
firm. The aim is not to lay down new rules for 
capital or provisions but to create incentives 
for more sophisticated partial or total internal 
models. It is in this context that we propose the 
development of equity benchmarks that could 
be a starting point for building a partial internal 
model defining risk management strategies.

The solvency capital requirement (SCR) 
corresponds to a value at risk (VaR) of basic 
own funds with a confidence level at 99.5% 
over a one-year horizon calculated under the 
assumption of continuity of business. It covers 
unexpected losses arising from the insurer’s 
current and future business that will be written 

over the following 12 months. The SCR has been 
calibrated to take into account all quantifiable 
risks to which an insurance company can be 
exposed, including life, non-life, health under-
writing risks, market, credit and operational 
risks. 

The aim of the EDHEC-Risk study is to 
propose a methodological framework based 
on objective and thoroughly-tested academic 
references to design dynamic risk manage-
ment strategies in the form of benchmarks that 
allow exposure to be gained to equity markets, 
while maintaining a reasonable solvency capital 
requirement. Because dynamic hedging is not 
recognised as a risk mitigation technique in the 
standard formula, it will be necessary to imple-
ment a partial internal model in order to better 
reflect the real risk exposure.

The EDHEC-Risk benchmarks would consti-
tute a reference for developing a partial internal 
model that supports a dynamic approach for 
equity investments. Moreover, the Solvency 
II benchmarks framework is public, totally 
transparent, well-documented and grounded in 
a rules-based approach and on solid academic 
foundations. As a consequence, these bench-
marks constitute an independent external refer-
ence; they are easily replicable and ensure the 
rules-based approach is more easily respected 
by insurance companies applying them. This 
transparency also allows Solvency II compliance 
and facilitates internal and external (auditors 
and regulators) control of these partial internal 
models. 

The size of team necessary for fully-fledged 
management of financial risks is only expected 
at the largest firms. Other companies should 
instead adopt a rigorous but simplified approach 
to financial risk management, relying on proxies 
and externalising the implementation. These 
insurance companies should therefore give 
great importance to rules, because they make 
it easy to have appropriate, responsive and 
easy-to-implement management of market risk 
without the need for a specific financial risk 
management team. In this sense, the Solvency 
II dynamic allocation benchmarks will offer 
insurance companies an objective reference for 
developing partial internal models.

The Solvency II benchmarks used within 
the context of Pillar II may contribute to the 
validation of internal models thanks to their 
transparency and their academic soundness. 
Validation includes ranges of methods, tech-
niques and verifications, which involve all play-
ers, both internally (notably internal control, 
risk management, compliance, and the actuarial 
function) and externally (statutory auditors and 
regulators). For now, however, some aspects of 
auditing and validation processes for insurers 
under Solvency II are not completely fleshed out 
by the legislators. Ultimately, we believe some 
implementing measures will define the require-
ments more precisely.

The qualitative review process is a fun-
damental step in assessing the validity of an 
internal model and it involves every link in the 
chain. Solvency II has not set out very explicit 
requirements at this stage. The qualitative 
review will be more difficult to outsource; how-
ever, it will be greatly simplified if the invest-
ment process follows an external benchmark. 
The use of external models and data should 
be accompanied by articulated strategies for 
validating and regularly reviewing the perfor-
mance of these models and data. These strate-
gies should include expert judgement, a use 
test, a documentation “sufficiently detailed and 
comprehensive enough to allow knowledgeable 
third parties to understand the internal model”, 
and finally some data policies to ensure “the 
accuracy, completeness and appropriateness of 
the data used by the internal model”.

The quantitative processes for model 
validation under Solvency II are not yet set in 
stone, and it is not clear how comprehensive 
the testing should be for a firm to gain approval 
from the supervisor. However, some general 
principles and methods are already being dis-
cussed and should become clearer as insurance 
companies achieve conformity. They include 
input validation, model replication, benchmark-
ing, backtesting and stress testing, sensitivity 
testing, and profit and loss attribution. In any 
case, it is very likely that some discretion will be 
left to national supervisory bodies.

Introducing the EDHEC-Risk 
Solvency II benchmarks
The EDHEC-Risk Solvency II benchmarks rely 
on two main paradigms, respectively known as 
life-cycle investing (LCI) and risk-controlled 
investing (RCI). These two components allow 
long-term performance objectives and short-
term solvency constraints to be reconciled. The 
RCI component is designed to maximise the 
probability of reaching the long-term objectives 
while respecting the short-term risk constraints, 
ie, the presence of Solvency II risk budgets. The 
LCI component ensures the insurance com-
pany’s investment horizon is taken into account, 
and immunises the long-term portfolio against 
changes in key risk factors. In this context, 
Solvency II constraints should be incorporated 
ex-ante as key ingredients in the design of the 
optimal investment solutions.

This leads to the design of dynamic risk-con-
trolled allocation strategies that mean giving up 
part of the upside potential of the performance-
seeking portfolio, and more specifically, of the 
equity portfolio, in exchange for protection on 
the downside. The practical implication of the 
introduction of short-term constraints is that 
optimal investment in the risky equity index is a 
function not only of risk aversion but also of risk 
budgets, as well as of the likelihood of the risk 
budget being spent before the horizon. Then, 
we propose a comprehensive long-horizon 
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1. One-year return statistics and risk measures of 10-year Solvency II benchmark
  δ = 5% δ = 10% δ = 15% δ = 20%
Average return  4.92% 6.32% 7.53% 8.38%
Standard deviation of returns 4.53% 7.96% 10.64% 12.30%
Max loss at 99.5%1  3.88% 8.48% 13.11% 17.70%
Max loss1  4.45% 9.31% 14.30% 19.29%
Probability of violating floor 0% 0% 0% 0%
Average stock allocation 24.47% 42.54% 56.74% 65.48%

This table displays the performances of four Solvency II Benchmarks together with measures of risk, and average 
allocation in the Russell index over the one-year period. The initial asset value is equal to 100. 
1 The max losses have been computed as a percentage of the initial asset value A0.

2. One-year return statistics and risk measures of static allocations that respect the 
same 10-year Solvency II capital requirements
  δ = 5% δ = 10% δ = 15% δ = 20%
Average return  4.22% 5.34% 6.45% 7.56%
Standard deviation of returns 2.60% 5.15% 7.74% 10.36%
Max loss at 99.5%1  5.34% 12.57% 19.28% 25.72%
Max loss1  8.88% 18.76% 27.91% 36.17%
Probability of violating floor 0.68% 1.40% 1.77% 1.84%
Stock allocation  12.82% 25.64% 38.46% 51.28%
Capital requirement (39% for equity) 5% 10% 15% 20%

This table displays the performances of different static allocations together with measures of risk over one-year peri-
ods. The initial asset value is equal to 100, and the allocation to the stock index is calibrated so that the standard 
formula (using 39% charge for equity) gives a capital requirement of δ%. 
1 The max losses have been computed as a percentage of the initial asset value A0.

3. Backtest results of the 10-year Solvency II benchmark with monthly rebalancing
  δ = 5% δ = 10% δ = 15% δ = 20%
Average performance  4.44% 5.80% 6.36% 6.19%
Max loss at 99.5%1  4.29% 9.21% 14.13% 19.02%
Max loss1  5.13% 10.29% 15.46% 20.63%
Probability of violating floor 0.03% 0.03% 0.07% 0.07%

This table displays the average annual performance over each one-year period from January 2000 up to the end of 
2010. The dataset includes the Russell Global equity index Euro-hedged and the 1-month EURIBOR rate.  
1 The max losses have been computed as a percentage of the initial asset value A0, and on a daily basis.

dynamic allocation model in the presence of 
stochastic inflation and interest rates, mean-
reverting equity risk premium and stochastic 
volatility.

On the implementation side, we design 
16 Solvency II benchmarks, combining time 
horizons of three, five, 10, 15 years and 
Solvency risk budgets of 5%, 10%, 15%, and 20%. 
The benchmarks are rebalanced on a monthly 
basis, based on parsimonious dynamic estimates 
for the equity risk premium and volatility. The 
risk budget for these benchmarks is reset at the 
end of each year so as to meet the target capital 
requirement level. The benchmarks involve a 
time- and time horizon-dependent allocation 
between equity, proxied by the Russell Global 
Equity index (or the Russell Developed Equity 
index in the euro-hedged version), and cash, 
proxied by the EURIBOR 1M. The practical 
implementation of these benchmarks is done in 
discrete time, because continuous trading would 
create prohibitively high transaction costs. 

The results of an analysis based on 10,000 
Monte Carlo simulations show that the average 
returns achieved by the Solvency II benchmarks 
are increasing in the capital charge, which was 
expected since the average stock allocation 
increases also in the Solvency II risk budget. 

The wealth allocated to equities, and there-
fore the average performance, is also an increas-
ing function of the time-to-horizon, which can 
be explained by the decreasing term-structure of 
equity risk implied by the presence of mean-
reversion in equity returns.

Finally, even though the dynamic portfolio 
strategy is implemented in a discrete time 
(monthly), there is no violation of the target 
Solvency II risk budgets at the 99.5% confidence 
level, and in fact none at the 100% level given 
our scenarios. In fact, the risk budget is not 
entirely spent in most cases, and it is only for 
extreme parameters values that the risk budgets 
are close to being spent. 

In that sense, the Solvency II benchmarks 
achieve the initial objective – that is, allows for a 
substantial allocation to equities while respect-
ing given Solvency II risk budgets.

A comparison to static benchmarks 
shows a significant improvement
We compute the constant equity allocation such 
that the average returns of the static allocation 
match the ones of the Solvency II benchmarks, 
and then analyse what the maximum losses are 
at the 99.5% and 100% confidence levels, and also 
what are the Solvency II capital charges that 
would correspond to these equity allocations. 
In order to have a better understanding of the 
opportunity costs involved in following standard 
static asset allocation strategies, as opposed to 
using dedicated dynamic asset allocation bench-
marks that have been specifically engineered to 
allow for the optimal spending of the regulatory 
risk budgets, we turn to the dual analysis. We 
consider the static benchmark that has an equity 
allocation leading to δ% of Solvency II capital 
requirement (using the standard formula of 39% 
for equity), and we then look at the correspond-
ing average returns. The results obtained for 
such strategies show that the static alloca-
tions have a performance level substantially 
lower than that of the comparable Solvency II 
benchmarks. Moreover, we see that the 99.5% 
max losses computed from our 10,000 Monte 
Carlo simulations are always higher than the 
capital requirement obtained from the Solvency 
II standard formula, which suggests that lower 
stock allocations should be used, leading to even 
lower performances for the static benchmarks. 
We will observe the same results with the 
historical datasets, which illustrates that these 

results are not mere artefacts of our simulated 
scenarios.

Backtesting based on historical 
data more than meets the Solvency 
II requirements
We also perform backtesting based on historical 
data using the longest available daily time-series 
of Russell equity index in US dollars. We find 
an average performance that increases with the 
maturity T, and also with the risk budget δ, as 
was observed in the Monte Carlo simulations. 
Moreover, we see that with the same choice 
of parameter values, calibrated from the four 
Monte Carlo stress-tests, the budget constraints 
are always satisfied (on a daily basis, with a 
99.5% probability).

When we deal with the second data set over 
each one-year period starting in January 2000 
up to the end of 2010 (Russell Global Equity and 
Developed Equity indexes in their euro-hedged 
version), one important difference we observe 
is that the performances no longer always 
increase with T or δ because the sample period 
was dominated by the impact of bear equity 
markets. Obviously, the Solvency II benchmarks 
performance strongly depends on the relative 
performance of the equity market. Since the 
sample period contains two substantial falls in 
equity markets (2000–03 and 2008), in tandem 
with a substantial drop in short-term interest 
rates, it is not obvious that having access to a 
higher risk budget will generate higher perfor-
mance. Nonetheless, the presence of the two 
aforementioned extremely severe bear markets 
again does not lead to any constraint violation 
(with 99.5% confidence), which confirms the 

robustness of our dynamic equity strategies. 
The max losses exceed the risk budgets less than 
0.1% of the time, which is below the threshold of 
0.5%, required by the Solvency II regulations on 
portfolio loss computations.

Conclusion
To sum up, our view is that long-term Solvency 
II equity benchmarks such as the ones intro-
duced by EDHEC-Risk, if they are properly 
documented and implemented in a systematic 
manner by investment firms, can be recog-
nised as investments in equity with low capital 
consumption for insurance companies. In that 
case, it is expected that proper documentation 
by the benchmark provider and adequate risk 
management systems by the investment firm are 
sufficient to ensure approval by supervisors of a 
partial model for market risk. 

Thus, an initiative focusing on the publica-
tion of Solvency II dynamic allocation bench-
marks may enable all European insurance 
companies which do not have a full internal 
model to avail of an objective academic refer-
ence that can serve as a starting point for a 
partial internal model. We expect that this 
original approach will facilitate dialogue with 
both regulators and auditors for the valida-
tion of risk management practices that allow 
for divergence from the standard formula and 
reintroduce equity as an affordable asset class 
for investment.

The research from which this article was drawn 
was supported by Russell Investments as part 
of the Solvency II Benchmarks research chair at 
EDHEC-Risk Institute.
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Shedding more light on non-
financial risks – a European survey
Samuel Sender, Applied Research Manager, EDHEC-Risk Institute

“The main message of this study is that
the regulatory priorities of the 
respondents relate to themes to which
the regulator has paid the least 
attention in its recent work. For the
respondents, the regulators’ efforts
should be aimed partly at
transparency, information and 
governance, and then at the financial
responsibility of the industry”

Following the financial crisis of 2008, 
the Madoff fraud, which even impacted 
UCITS-labelled funds, and the bank-

ruptcy of Lehman Brothers, the European 
regulators initiated a series of significant 
regulatory measures in order to better control 
non-financial risks. For all that, is the regula-
tion an adequate response to the problems and 
challenges which this increase in risk poses 
for investor protection and the future of asset 
management in Europe? 

More than 160 high-level professionals from 
the European asset management industry were 
surveyed by EDHEC-Risk as part of the Risk 
and Regulation in the European Fund Manage-
ment Industry research chair supported by 
CACEIS. This survey follows a study entitled 
The European Fund Management Industry 
Needs a Better Grasp of Non-financial Risks, 
which identified the regulatory framework 
and the main risks of the asset management 
industry, and described possible solutions for 
the regulators and the industry on the follow-
ing themes: transparency and governance, the 
financial responsibility of the industry, restitu-
tion and depositary liabilities, distribution, and 
judicial powers of investors. 

First and foremost, non-financial risks are a 
genuine concern for the industry. All the risks 
that are addressed in the Amenc and Sender 
(2010) publication are considered important by 
more than 70% of respondents (bankruptcy risk 
of an intermediary, counterparty risk, internal 
or external fraud, liquidity risk, breaches of 
investment rules and mis-selling). 

For the respondents, the main causes of the 
increase in these non-financial risks are the 
growing sophistication of operations (a cause 
deemed important by 77% of the respondents), 
the reduced capacity of some intermediaries to 
guarantee the assets deposited (59%), unclear 
or inadequate regulation (57%) and finally the 
lack of responsibility of asset management 
companies with regard to restitution (53%).

The main message of this study is that the 
regulatory priorities of the respondents relate 
to themes to which the regulator has paid 
the least attention in its recent work. For the 
respondents, the regulators’ efforts should be 
aimed partly at transparency, information and 
governance, and then at the financial responsi-
bility of the industry. On the latter point, one 
should stress the recognition that non-financial 
risks are largely the consequence of the asset 
manager’s decisions. 

On transparency, information and gov-
ernance, which is the leading concern for 
respondents, a huge majority (91%) agree that 
the regulator should ensure that information is 
genuinely fair, clear and not misleading.

On the responsibility of asset managers in 
relation to non-financial risks, the second most 
important point for respondents, 79% consider 
that the “fiduciary duties of asset managers 
should be reinforced by stating that they must 

invest for the sole benefit of their clients,” 
and 67% say that asset managers should have 
greater responsibility for non-financial risks. 
They are therefore in complete agreement with 
Amenc and Sender (2010) on the fact that the 
responsibility for decisions and compliance 
with regulatory obligations does not lie solely 
with the depositary. 

For 68% of the respondents, the responsi-

bilities for the restitution of assets should be 
contractually defined between the depositary 
and the asset manager when the fund is set 
up. Moreover, depositaries should only be 
unconditionally responsible for the assets that 
they actually control (69%), so responsibilities 
should be defined by asset class. 

A significant majority of respondents (81%) 
is in favour of a clarification of distribution 
responsibilities according to who controls the 
information, with distributors having a role to 
play as the first line of defence for investors 
(69%). Distributors should therefore not only 
be transparent themselves, but should also 
demand a high degree of transparency from 
their suppliers. 

Concerning the judicial powers of investors, 
a theme of lesser importance for respondents, 
a considerable majority (70%) agree that inves-
tors should be able to bring class action suits 
to obtain fair compensation for any damages 
incurred, but not for additional penalties, the 
practice of which is sometimes judged abusive 
in the United States. This response shows that 
even in continental Europe the legal route 
seems credible. The administrative controls 

1. How much do you agree with the following descriptions of responsibilities for 
distribution?

 

Distributors should have complete responsibility as the
first line of defence for investors, but it could fall back on

other parties if they have provided inappropriate or
misleading information

Responsibilities should be clarified ex ante according to
who controls each subset of information

Depositaries should have a strong responsibility of control
of all marketing information

Asset management firms have a central role in the delivery
of information, so they should have the central responsibility

in the distribution for their products

Fund sponsors should have the central responsibility for
their products

0 20 40 60 80 100

Strongly disagree Disagree Unsure Agree Strongly agree



2012 SUMMER INVESTMENT&PENSIONS EUROPE

EDHEC-Risk Institute Research Insights | 9

and sanctions that are at the heart of the 
European approach to savings protection are 
therefore deemed to be inadequate. 

The costs of stronger regulatory protection 
should be covered in large part by the indus-
try and could not be entirely transferred to 
investors. Strengthening the regulations would 
result in a net cost for asset managers (for 70% 
of the respondents), depositaries (69%) and 
custodians (73%). The level of costs that could 
be absorbed by depositaries in view of margins 
that are already low remains a question mark. 

Practical challenges remain on the imple-
mentation level. For transparency, ratings 
have yet to be set up; for the responsibility of 
managers, regulatory capital is costly and an 
increase is controversial. A method that would 
doubtless be less costly for strengthening the 
responsibilities of the various actors would 
involve reinforcing and homogenising the 
fiduciary obligations in European regulations. 

Faced with the increasing complexity of 
UCITS and the resulting increase in counter-
party risks, the idea of secure UCITS funds, 
where the depositary would be unconditionally 
responsible (contractually or legally) for the 
restitution of assets, would be an option to 
consider, according to 67% of the respondents. 
However, if securities are limited to Euro-
pean financial securities admitted to central 
securities depositaries, a significant but lower 
57% think that this secure subset is worth 
investigating.

For regulators, the main lesson is that even 
though rule-based regulations are necessary, 
the principles of responsibility and transpar-
ency must not be forgotten. Homogeneity is 
needed, and regulation will contribute to it 
largely, as well as to giving adequate incen-
tives. Principle-based regulations are required 
to ensure that fiduciary duties are taken seri-
ously everywhere, including in countries that 
have historically had a more administrative 
approach to regulation. 

Rule-based regulations are also needed for 
European regulations to be applicable in civil-
law countries as well as to ensure a uniform 
implementation in common-law countries and 
to avoid vagueness in contracts and responsi-
bilities. A regulatory approach limited to box-
ticking would be severely counterproductive.

Respondents agree that neither regula-
tions nor the fund management industry have 
been able to adequately anticipate the rise of 
non-financial risks (in particular in UCITS 
funds from the time they invested in the main 
in stocks and bonds) and ensure these are 
controlled, managed and adequately com-
municated. Yet, there is strong opposition 
among respondents on the role of regulation 
and of the industry, opposition that is partly 
explained by the respondents’ respective 
countries.

The industry is very well aware of the 
limitations of regulations, and on the whole, 
there is a certain consensus on the idea that 
there are some non-financial risks inherent 
to investing which, even when not rewarded, 
must be taken (Figure 2). (The traditional 
view is that operational risk is the only risk 
that is not rewarded, in contrast to financial 
risks, and the statement must be understood 
in that sense. However, one could also argue 
that markets that are more difficult to access 
or more subject to non-financial risks should 
see a form of risk premium attached to invest-
ments.) 87% of respondents agree that the role 
of regulation is to limit non-financial risks and 
ensure that they are controlled and managed, 
not to suppress them.

A very strong associated statement is that 

2. How much do you agree with the following statements?

 

The role of regulations is to limit non-financial risks and
ensure that they are controlled and managed, not to 

suppress them

Insuring risks will lead to a de-responsibilisation of investors

A depositary cannot guarantee the restitution of assets that
are not under its custody and control

Regulation cannot guarantee the restitution of assets at
a reasonable cost

The fund management industry cannot guarantee the
restitution of assets at a reasonable cost

Greater regulatory constraints drastically limit
innovation in financial markets
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56% agree that insuring risks will lead to a loss 
of accountability among investors. In addition, 
when it comes to a much discussed practical 
detail regarding the way to protect investors, 
increasing the depositary liability regarding 
restitution, 62% agree that a depositary cannot 

guarantee the restitution of assets that are not 
under its custody and control.

Respondents are also afraid that enforcing 
restitution duties will be costly (49% think that 
regulations cannot guarantee the restitution of 
assets at a reasonable cost and 29% are unsure, 
so only 22% think this is possible).

Yet, respondents are split on the importance 
of supervision and regulation itself. Respond-
ents in asset management servicing, who may 
be more concerned with these questions, are 
more worried than others that it cannot be 
done at a reasonable cost. After all, they think 
that they will bear a large chunk of the costs 
associated with greater regulations. Similar 
percentages (42% agree, 31% unsure) are given 
to the assertion that the fund management 
industry cannot guarantee the restitution 
of assets at a reasonable cost. This last item 
sees a lot of divergence between countries. 
While France believes it is possible more than 
average, the United Kingdom as well as the 
Germany, Austria and Netherlands group are 

significantly more sceptical than average. In 
terms of categories of respondent, we also see 
an interesting group of pension funds, insurers 
and resellers being more optimistic on that 
option than asset managers and AM servicing. 
Whether this reflects a more informed position 
or a different prior is up for debate.

A minority of respondents, usually more 
from the British regulatory and political 
culture, are very pessimistic about regulations 
because they think that regulators have abso-
lutely no hindsight and, just like the industry, 
are following market trends and acting after 
risks have materialised, but will always fall 
short of preventing them. This view confirms 
that regulations are partly politically driven, 
that they are inadequate, costly, induce high 
frictional costs that end up penalising clients, 
and they generate inappropriate innovation 
from the industry aimed at removing the 
inconveniences of regulation rather than at 
providing better solutions to their clients.

Respondents from continental Europe, such 
as the French, who have inherited a stronger 
administrative and regulatory culture, have 
more favourable perceptions of regulatory ini-
tiatives in their open answers. Luxembourg and 
Ireland, which have both relied on European 
regulation and the notion that it facilitates the 
distribution of funds to expand, are naturally 
inclined to have faith in European regula-
tions. They disagree significantly more than 
average that the role of regulations is to limit 
non-financial risks and ensure that they are 
controlled and managed, and not to suppress 
them. They are also attached to the UCITS 
brand.

The research from which this article was drawn 
was supported by CACEIS as part of the Risk 
and Regulation in the European Fund Manage-
ment Industry research chair at EDHEC-Risk 
Institute.

“The industry is very well aware of the
limitations of regulations, and on the
whole, there is a certain consensus on
the idea that there are some non-
financial risks inherent to investing
which, even when not rewarded,
must be taken” 
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1. Use of ETFs or ETF-like products over time 

2. Satisfaction with ETFs or ETF-like products over time 
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The EDHEC European ETF Survey 2011, 
conducted with the support of Amundi 
ETF as part of the Core-Satellite and 

ETF Investment research chair at EDHEC-Risk 
Institute, aims to provide insight into current 
and potential uses of exchange-traded funds. 
We analysed how European investors and asset 
managers put ETFs to use, as well as their 
perceptions of these instruments. We also discuss 
the investors’ views on the current ETF issues 
that have been raised by financial authorities and 
international organisations.

Overall, we have seen that the use of ETFs 
has stabilised considerably. Exhibit 1 shows 
that the frequency of ETF use even shows signs 
of decreasing usage by investors, except equity 
ETFs, which are still growing in market share 
among equity investors (98.8% of equity investors 
use ETFs). The differences in usage might be 
because investors are not convinced that certain 
fixed-income markets, and some alternative asset 
classes, such as hedge funds and infrastructure, 
are necessarily easily accessible through ETFs. 
The difference between equity ETFs and ETFs in 
more illiquid asset classes can also be seen in the 
volatile satisfaction rates for the latter (see exhibit 
2) compared to the very stable satisfaction rate for 
the former. For instance, the satisfaction rate for 
hedge fund ETFs has fluctuated from 28% to 65% 
over the years. On the other hand, the satisfaction 
rate for equity ETFs has stayed high (above 90%) 
since 2006. The reduction in the satisfaction of 
government bond ETFs could also be attributed to 
the recent European sovereign debt crisis, which 
has presented investors with the challenge of seek-
ing out high quality countries.

While investors are using ETFs more heavily 
for dynamic strategies and specific sub-segment 
exposure than in the past, the main use of ETFs 
remains long-term buy-and-hold investment in 
broad market indices. 

Investors are also moving towards apply-
ing ETFs for portfolio optimisation and risk 
management, and they continue to have demand 
for ETFs mainly as index-replicating products, 
rather than as active funds. This finding under-
lines that ETFs are mainly used as beta tools or 
asset allocation tools, thus allowing investors 
to focus on the question of beta management, 
which is of first-order importance in investment 
management, rather than focusing on security 
selection issues which are only of third-order 
importance (Amenc et al. 2010a). 

Our survey has suggested that in relation to 
the current issues raised by financial authori-
ties and international organisations, investors 
have a more differentiated view on different 
replication methods, and they take into account 
several dimensions such as cost, tracking error, 
accessibility of broad indices, among others 
when making choices on the preferred replica-
tion mechanism. Depending on the objectives 
at hand, different replication mechanisms are 
perceived to have different types of benefits. 

When abstracting from implementation 
hurdles, our respondents prefer full replication 
over either sampling replication (where the index 
is replicated physically with a limited number of 

securities) or synthetic replication. When consid-
ering implementation issues, such as reliability of 
replication (low tracking error), coverage (acces-
sibility to large number or illiquid constituents), 
cost of replication and risk exposures, we find 
that there is a clear preference for synthetic ETFs 
to replicate indices in challenging universes, such 
as illiquid alternative asset classes and broad 
indices with more than 1,000 constituents. In 
addition, in terms of replication cost of illiquid 
underlyings and large indices, synthetic replica-
tion is also more favoured than full physical and 
sampling replications. It turns out that overall, 
though all three approaches are comparable, 
synthetic replication receives a slightly higher 
average score compared to full replication and 
sampling replication.

Interestingly, our results also reveal a 
significant amount of confusion on the counter-
party risk exposure of ETFs. In fact, respondents 
attribute a lower score to synthetic ETFs when 

The use of ETFs by European 
institutional investors and asset managers
Felix Goltz, Head of Applied Research, EDHEC-Risk Institute

judging their quality in terms of issues linked to 
counterparty risk than to full replication ETFs. 
This seems rather surprising given that, while 
full replication ETFs do not use swaps and thus 
are not exposed to counterparty risk from the 
swap position, they are exposed to counterparty 
risk because of the securities lending activities. 
On the other hand, synthetic replication ETFs 
are exposed to counterparty credit risk stemming 
from the swap position, but do not use securi-
ties lending and hence are not exposed to the 
counterparty risk of the securities borrower. 

This confusion about which sources of risk 
exist in each type of ETF is also apparent from 
the results concerning perceptions of the risk 
caused by securities lending. Respondents actu-
ally judge the quality score of ETFs in terms of 
issues with securities lending to be higher for full 
and sampling replication ETFs, than for synthetic 
ETFs. This is clearly surprising as synthetic ETFs 
do not generally engage in securities lending. 

This exhibit indicates the use of ETFs or ETF-like products for different asset classes over time. The percentages are 
based on the results of the EDHEC ETF survey 2006, 2008, 2009, 2010 and 2011.

This exhibit indicates the percentages of respondents that are satisfied with ETFs or ETF-like products for different 
asset classes over time. The percentages are based on the results of the EDHEC ETF survey 2006, 2008 to 2011.
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This exhibit indicates the frequency of respondents using ETFs for each of the mentioned purposes. Respondents 
were asked to rate the frequency from 1 to 6. The ‘frequent’ category would include ratings from 4 to 6 and ‘Rarely’ 
would take into account ratings from 1 to 3 and non-responses.

This exhibit indicates the distribution of different areas which are predicted to have the greatest futures by investors 
from 2008 to 2011. Non-responses are reported as ‘no answer’ so that the percentages for all categories add up to 
100%.

This exhibit indicates how many respondents would like to see further development in the future for different ETF 
products. Respondents are able to choose more than one product.

investment funds that operate within the same 
regulatory framework (namely UCITS funds) 
and that are able to engage in the same type of 
investment practices, namely use swaps or lend 
out securities.

On the differences between ETFs and other 
exchange-traded products (ETPs), investors 
acknowledge that current education needs to 
improve in order to avoid confusion. In general, 
other ETPs, such as exchange-traded notes 
(ETNs), are less regulated than ETFs. European 
ETFs are covered by UCITS regulations. In other 
words, they have to comply with rules imposed 
on UCITS funds, such as the counterparty 
exposure of a swap contract having to be limited 
to within 10%, allocations to instruments (such as 
shares or debt securities) issued by the same body 
being unable to exceed 20% of its NAV, or collat-
eral having to be pledged in a segregated account 
with an independent custodian (Rose 2011). On 
the other hand, ETNs are senior, unsubordinated 
debt securities, which are not UCITS-compliant. 
Since they are issued by a single bank, the value 
of the ETNs could also be affected by the credit 
rating of the issuing bank.

Only 5% of respondents think that the current 
education on the distinctions between ETFs and 
ETPs is sufficient, while close to half of respond-
ents hold an opposite view. This clearly shows 
that there is a need for both ETF providers and 
regulators to help investors understand that one 
character change in the acronym creates a huge 
difference, so that they could take the potential 
differences in risk exposures into account.

In terms of future use, a majority of respond-
ents (63%) indicate that they intend to increase 
their allocation to ETFs in the future. Respond-
ents also intend to increase their investment in 
futures, while they expect their use of traditional 
index funds to stay stable on average and that of 
total return swaps is expected to decrease.

Despite the market’s increasing maturity, 
survey participants also see room for a further 
increase in product offerings in the ETF market. 
Emerging market equity ETFs are still top of 
the list. New product developments in emerging 
market bond ETFs are also highly ranked on 
the wish list, which may be somewhat related to 
the recognition that many of the sovereign debt 
problems investors face in developed markets 
can be somewhat mitigated by emerging market 
bond investments. We have also seen increasing 
demand for ETFs based on new forms of indices 
from 29% to 39% over the past year, which indi-
cates growing interest in alternative weighted 
indices. Opposed to standard market capi-
talisation weighting, such indices are equally-
weighted or based on fundamental company 
characteristics (see e.g. Arnott et al. 2005), or on 
weights derived from portfolio optimisation (see 
eg, Amenc et al. 2010b).

The research from which this article was drawn 
was supported by Amundi ETF as part of the 
Core-Satellite and ETF Investment research chair 
at EDHEC-Risk Institute.
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3. How often do you use ETFs for the following purposes?

4. In which area do you predict the greatest future increase in your use of ETFs?
 

5. What type of ETF products would you like to see developed further in future?
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Such perceptions may perhaps be explained by 
the confusion created by recent criticism of the 
counterparty risks associated with synthetic 
replication. 

It should also be noted that while counter-
party risk that is independent of the replication 
type exists, this risk exposure is not at all unique 
to ETFs but it is a common feature for any other 
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Previous academic research has emphasised 
the benefits of dynamic risk-controlled 
allocation strategies in asset-liability 

management (ALM). Detemple and Rindis-
bacher (2008) consider a pension fund which 
can be either defined benefit (DB) or defined 
contribution (DC), and they derive optimal 
portfolio and cash extraction policies. When 
preferences are expressed over the terminal 
‘partial surplus’ (see Sharpe and Tint 1990) 
and the pension fund has constant relative risk 
aversion (CRRA) utility, the optimal strategies 
extend some commonly-used forms of dynamic 
strategies used in an asset-only context, such as 
CPPI strategies (see Black and Jones 1987; and 
Black and Perold 1992), to the ALM context. 
In a subsequent paper, Martellini and Milhau 
(2010b – henceforth MM2010b) analyse the 
optimal allocation policy for a pension fund 
facing regulatory constraints on the funding 
ratio in a continuous-time model with uncertain 
interest and inflation rates. 

As a function of the outstanding risk budget, 
the solution involves a dynamic allocation to 
two building blocks – a ‘risky’ and a ‘safe’ build-
ing block. The risky block coincides with the 
strategy that would be optimal in the absence of 
funding constraint (which is very different from 
a traditional CPPI strategy, where the risky 
block is typically a stock index); meanwhile 
the safe block is the asset portfolio that has the 
highest correlation with liabilities (this portfolio 
is known as a liability-hedging portfolio, or LHP 
in short). Insurance against downside risk has 
a cost, which can be measured by the loss of 
access to the upside performance of the uncon-
strained strategy: the higher the minimum 
funding level protected, the lower the access to 
upside, because a large fraction of wealth is used 
to ‘purchase’ insurance against downside risk 
(see MM2010b for more details).

Other forms of dynamic portfolio strate-
gies can be relevant for pension funds. For DC 
pension funds, the wide literature on life-cycle 
investing provides examples of optimal strate-
gies. For example, Teplá (2001) derives an 
optimal strategy that is similar to the strate-
gies analysed in MM2010b, while Basak et al. 
(2006) relax the constraint that the portfolio 
must outperform the benchmark with prob-
ability one: instead of imposing a constraint 
of the ‘almost sure’ type, as in Teplá (2001) 
and MM2010b, they impose a constraint ‘in 
probability’, which states that the probability 
of underperforming the benchmark must not 
exceed a fixed (small) level. Other examples 

can be found outside the paradigm of expected 
utility. An example is given by Föllmer and 
Leukert (1999), who compute strategies that 
minimise the shortfall probability or the 
expected shortfall for an investor who wishes 
to attain a target wealth level, but starts with 
an initial capital that is less than the present 
value of the target. By absence of arbitrage 
opportunities, it is impossible to ensure that 
the target will be attained in all states of the 
world, but the agent can still attempt to max-
imise the probability of reaching the target, or 
to minimise the expected size of the shortfall.

In all these papers, however, the asset 
allocation problem for the pension fund is ana-
lysed in isolation from the sponsor company. 
Martellini and Milhau (2010a – henceforth 
MM2010a) introduce a more integrated 
approach to asset-liability management, with 
a focus on optimal allocation decisions at the 
pension fund level, as well as optimal contribu-
tion policies at the sponsor level. Within the 

context of a formal capital structure model, 
they point out the benefits related to the use 
of relatively basic forms of dynamic allocation 
strategies – in fact, simple CPPI strategies. 

Our latest research within the Asset-Liabil-
ity Management and Institutional Investment 
Management research chair supported by BNP 
Paribas Investment Partners is an attempt to 
provide a thorough analysis of a wide range of 
dynamic risk-controlled strategies within an 
integrated ALM framework. 

Among other things, we consider (i) 
strategies involving a floor given as a function 
of the regulatory and/or liability portfolio 
value; (ii) strategies involving a performance 
cap in addition to floors so as to allow for a 
decrease in the cost of downside risk protec-
tion; (iii) strategies involving corporate bonds, 
as opposed to Treasury bonds, in the liability 
hedging portfolio; and (iv) strategies based on 
risk controls that encompass state variables 

related to the sponsor company, so as to better 
focus on hedging away those states of the world 
characterised by a joint occurrence of poorly 
performing pension assets and weak financial 
health on the sponsor company side.

The results we obtain suggest that enlarging 
the set of admissible investment strategies so 
as to include dynamic risk-controlled strate-
gies proves to be an effective way to align the 
incentives of shareholders, who naturally 
benefit from risk taking, and pensioners, who 
typically do not have access to surpluses and 
therefore have little interest, if any, in risk/
return-enhancing strategies. More specifically, 
our findings can be summarised as follows. 

First, we find that implementing even rela-
tively basic forms of risk-controlled strategies 
aiming at insuring a minimum funding ratio 
level above a minimum value allows sharehold-
ers to get some (limited) access to the upside 
performance of risky assets, while ensuring 
that pensioners will not be overly hurt by the 
induced increase in risk. 

We also find that imposing a cap on the 
terminal funding ratio, as was done in MM2010b, 
allows for higher access to the upside perfor-
mance of risky assets, when such assets deliver 
low to medium performance. As a result, this 
strategy has a positive impact on pensioners and 
bondholders, who have either no access or lim-
ited access to pension fund surpluses. This comes 
at the cost of a decrease in equity value, because 
the strategy precludes the possibility of large 
surpluses, but the upside potential remains sub-
stantial from the perspective of equity holders. 

Finally, we test strategies that aim at 
controlling sponsor risk by providing insur-
ance against states of the world characterised 
by the joint occurrence of an underfunded 
pension plan and a weak sponsor company. 
Since by definition, such states of the world 
are fewer than those characterised solely by 
an underfunded pension plan, we find that the 
cost of downside risk insurance has decreased 
compared to what is achieved with more basic 
dynamic strategies. 

Such strategies are particularly relevant 
for initially underfunded pension plans, as 
they avoid those states of the world where the 
pension fund ends up underfunded and the 
sponsor firm does not have enough available 
assets to make up for the deficit. In fact, under 
some circumstances, these strategies are found 
to increase welfare for all stakeholders, and 
we discuss some practical challenges related to 
real-world implementation of these otherwise 
attractive strategies. 

Overall, our findings suggest that dynamic 
portfolio strategies can prove to be a very effec-
tive answer to some key challenges currently 
faced by corporate pension plans.

Following related literature, our analysis 
of the allocation problem for pension funds is 
cast in a simplified setting where default and 
additional contributions can happen only at 
terminal date. In practice, of course, pension 

“Insurance against downside risk has a
cost, which can be measured by the loss
of access to the upside performance of
the unconstrained strategy: the higher
the minimum funding level protected,
the lower the access to upside

Dynamic investment strategies 
for corporate pension funds in the 
presence of sponsor risk
Lionel Martellini, Professor of Finance, EDHEC Business 
School, and Scientific Director, EDHEC-Risk Institute; Vincent 
Milhau, Deputy Scientific Director, EDHEC-Risk Institute; and 
Andrea Tarelli, Research Assistant, EDHEC-Risk Institute
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“The results we obtain suggest
that enlarging the set of 
admissible investment 
strategies so as to include 
dynamic risk-controlled 
strategies proves to be an 
effective way to align the 
incentives of shareholders, who
naturally benefit from risk 
taking, and pensioners, who
typically do not have access to
surpluses and therefore have 
little interest, if any, in risk/
return-enhancing strategies”

“In light of the current crisis,
increasing public debt levels
to pay out pensions has 
become more difficult and
taxes already have to be raised
to manage this debt. In 
continental Europe, where
public pension schemes are
quite common, attempts to 
reset the balance are being
made via an increase in the 
effective retirement age, as
well as via a reduction of
pension payments relative to
salaries”

•

Shifting towards 
hybrid pension 
systems: a European 
perspective
Samuel Sender, Applied Research Manager,  
EDHEC-Risk Institute

plan sponsors are required by the regulator 
in most countries to make additional contribu-
tions at intermediate dates, unless funding 
ratio levels are sufficiently high, in which case 
they benefit from ‘contribution holidays’. 
While an extension of our results to account 
for the presence of intermediate contribu-
tions from the sponsor would be worthwhile, 
we believe that the main qualitative features 
of the problems are captured in the static 
setting. If anything, we expect the benefits 

of dynamic risk-controlled strategies to be 
further enhanced in a setting with required 
intermediate contributions, since such strate-
gies would allow the shareholders of pension 
plan sponsors to dynamically manage the risk 
of underfunding, and as such to benefit from 
contribution holidays if minimum funding 
ratios are set at corresponding levels.

The research from which this article was 
drawn was supported by BNP Paribas Invest-
ment Partners as part of the Asset-Liability 
Management and Institutional Investment 
Management”research chair at EDHEC-Risk 
Institute.
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In a recent study1, made possible with the 
support of AXA Investment Managers, we 
highlighted the need to reform retirement 

systems and pension funds, as well as the need 
to adopt professional management structures 
and to considerably improve the product offer-
ing of defined contribution (DC) funds.

It is well known that the ever ageing popu-
lation in developed countries is affecting the 
balance of public pension schemes (referred 
to as the ‘first pillar’ which, aside from some 
exceptions, is comprised of pay-as-you-go 
systems). In light of the current crisis, increas-
ing public debt levels to pay out pensions has 
become more difficult and taxes already have 
to be raised to manage this debt. In continen-
tal Europe, where public pension schemes are 
quite common, attempts to reset the balance 
are being made via an increase in the effective 
retirement age, as well as via a reduction of 
pension payments relative to salaries.

In order to avoid a significant impoverish-
ment of pensioners, pension cuts from the 
first pillar need to be offset by an increase in 
retirement savings. The natural framework for 
this takes the form of occupational pensions 
(referred to as the ‘second pillar’ which, aside 
from some exceptions, is comprised of funded 
pension systems), which make use of pension 
funds as their principal retirement vehicles. 

In the UK and the US, where public 
pension schemes are already in decline, it is 
clear that pension fund contributions need 
to be adequate, meaning that they need to be 
increased. Moreover, the majority of employ-
ees need to effectively adhere to these schemes 
because as things stand, approximately half 
of the population is covered by pension plans. 
It should be noted that in the UK, action has 
been taken to reform the system and tackle 
these problems. 

Throughout the world, in order to effi-
ciently rely on pension funds, institutional 
systems need to be stable in the long term. At 
present, population ageing and the increase in 
the dependency ratio (the ratio of retirees to 
the active population) is limiting the average 
sponsor’s ability to guarantee the pensions 
of successive generations of employees. 
The implication of this is that some risk is 
transferred from sponsors to employees. This 
is either achieved with so-called ‘hybrid funds’ 
(where there is a level of risk-sharing between 

1 Sender, S. (March 2012). Shifting Towards Hybrid Pension 
Systems: A European Perspective. EDHEC-Risk Institute 
publication supported by AXA Investment Managers.

employees and sponsors), or with an increased 
proportion of DC funds (where the risk is 
entirely borne by individuals) and a lower 
proportion of DB funds (where sponsors bear 
the risk). The latter case can be referred to as 
hybrid systems, rather than hybrid funds.

Pension funds will also have to be managed 
in a more appropriate and professional man-
ner, something which is currently not always 
the case. 

In most continental European countries 
(in particular the Netherlands, Germany and 
Switzerland, which are the main countries 
of interest in our study), the majority of 
the population is covered by hybrid funds, 
where pension rights result from a mixture 
of guarantees and conditional indexation. 
For instance, in Dutch funds, pension rights 

increase each year if the funding ratio is high 
enough. These funds are regulated and need to 
meet the minimum funding requirements that 
correspond to the level of guarantees imposed 
by the regulator, which in theory cannot be 
revised downwards. These guarantees are now 
becoming increasingly costly as interest rates 
are low and as life expectancy increases – the 
higher the guarantees the more they lead to 
investment in government bonds (or annui-
ties). There is therefore a risk of pensions 
being locked in low-yielding investments, 
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such as sovereign bonds with negative infla-
tion-adjusted returns, thus producing savings 
with no prospect of long-term performance – a 
pension fund would be rendered pointless with 
such poor performance. Demographic and 
market pressures therefore require a reduc-
tion in the level of guarantees and for risk 
to be increasingly transferred to the savers 
(ie, a shift towards more hybrid funds). The 
Netherlands, the most innovative country with 
respect to hybrid pension plans, is already 
embracing prudential reform via FTK2, which 
focuses on lower guarantees. This reform 
provides reassurance of continental Europe’s 
capacity to adapt the regulation of its institu-
tional investors.

The structure of pension funds in the UK 
and the US differs from that of continental 
Europe, as these funds are either traditional 
defined benefit (DB) funds or DC funds. 

In traditional DB funds, the risk lies with 
the sponsor as long as stable conditions 
exist. However, should their employer or 
ex-employer go bankrupt, participants lose the 
majority of their pension rights. Funds need 
to be insured against sponsor risk by means 
of a specific insurance policy, that not only 
protects employees against the risk of their 
sponsor defaulting (which a sophisticated put 
option would offer), but that also limits agency 
conflicts.

Traditional DB funds are now in decline, 
notably due to demographic factors. Addi-
tionally, the developments in accounting 
standards which have increased the overall 
cost of pensions on company balance sheets 
have had a catalyst effect. In the UK and the 
US, most pensions fall under DC plans, where 
employees bear all the financial risk and where 
no guarantees are offered by the sponsor or by 
prudential regulation.

However, the lack of guarantees and trans-
parency could lead to a problem of trust – it 
is thus important that some guarantees are 
offered in DC funds and that their costs are 
clearly explained in order to avoid creating a 
biased risk/return illusion. This would lead 
to future disappointment amongst employ-

ees, who would reduce their participation 
in such retirement systems and potentially 
question their perception of their overall 
remuneration. 

A level of professional and trustworthy 
management is needed to give credibility to 
the promises made to employees – promises 
that are an integral part of the employees’ 
remuneration and employment contracts.

Participants are first and foremost exposed 
to inflation risk and longevity risk, and DC 
funds need to adopt an asset-liability manage-
ment strategy in the manner that DB funds 
do. Today, DC funds are under-diversified and 
they need to stop solely investing in equities 
and government bonds, thus observing the 

first principle of modern portfolio theory. 
Such a diversification of asset classes should 
allow them to invest in illiquid assets. It is 
necessary to adopt professional risk manage-
ment practices, because when the investment 
horizon, liabilities and eventual guarantees 
are taken into account, such (dynamic) risk 
management strategies need to be put in 
place.

It is certainly the financial industry’s 
responsibility to create and market retire-
ment products. However, regulators can also 
contribute to the adoption of professional 
management practices for pension funds. In 
their review of DC systems, regulators under-
stood the dangers associated with transfer-
ring uncontrolled risks to fund participants 

EDHEC’s study illustrates the tectonic shift that the pension sector is 
undergoing, with a move away from traditional defined benefit (DB) 

schemes, often secured by the sponsor through explicit or implicit guaran-
tees, to a system that entails more flexibility, focusing less on guarantees and 
liabilities 

This move away from traditional guarantees leaves pension investors with 
an unfulfilled need for certainty in pensions. In part, the study highlights 
how standard defined contribution (DC) ‘asset only’ investments may not 
fully address pensioners’ need for a pension that sufficiently replaces part of 
their income.

We agree with the diagnosis that changes must be made to ensure the 
sustainability of pensions. Sponsors, trustees and plan participants broadly 
recognise that the status quo is untenable: reinforcing the search for ways to 
reduce uncertainty in pension provision. Investors in defined benefit, defined 
contribution, and hybrid schemes have an array of tools at their disposal to 
help cope with the shift. 

For DB schemes across Europe, de-risking is a predominant topic for 
consideration. DB schemes will need to take a careful look at how best to 
approach de-risking, and examine how and when to time implementation. 

In the case of individual DC accounts, we expect the focus to be on three 
main themes. First, the implicit objective of managing towards a pension 
will be paramount. This will create the need for outcome-based products, 
such as life-cycle or target date funds. We see a future in a new generation 
of life-cycle products that can make use of risk management techniques used 
in asset liability management (ALM), such as dynamic strategies. Second, 

despite the absence of a liability, protection against inflation will remain key. 
Hence, investors will require strategies that target an absolute return above 
inflation, in place of nominal absolute return funds. This could take the form 
of dynamic, multi-asset funds, or an innovative mix of alternative assets, 
such as infrastructure and real estate debt. Third, in light of the absence of 
a sponsor guarantee, investors may look to ‘protected’ products that aim at 
protecting a minimum level of assets, or a set ‘funding ratio’, in order to re-
create a kind of guarantee.

When it comes to collective defined contribution (CDC), a common 
structure for hybrid schemes, investors’ needs are similar. CDC differs from 
traditional DC in that collective DC plans are institutional investors with 
governance that often allows for a more sophisticated investment approach. 
A collective DC scheme may or may not have an explicit liability.  Rather, the 
hallmark of a hybrid scheme is to target an informal liability, ‘defined ambi-
tion’ or even a long-term return objective over inflation. Once the objectives 
are known, ALM techniques can then be applied, starting with the long-term 
economic modelling of either a static or dynamic, rules-based asset allocation. 
In the future, CDC and hybrid schemes may apply liability driven investment 
(LDI) techniques in order to control their risks, but without the constraint of 
the short-term, mark-to-market prudential and accounting framework which 
has made defined-benefit schemes less attractive or too expensive. With some 
freedom from short-term regulatory constraints, hybrid schemes may be able to 
pursue a more diversified asset allocation, which is ultimately more consistent 
with their long-term focus.

How investors can respond to the shifting pension landscape
Erwan Boscher, Head of LDI & Fiduciary Management, AXA Investment Managers

and today, the first generations of target date 
funds are rightly being called into question. 
In order to address these obvious oversights, 
the fiduciary duties of trustees have been 
reinforced in a number of countries, as have 
the advisory responsibilities of those promot-
ing the funds. The EU directive on pensions 
(commonly referred to as the IORP direc-
tive) facilitates the adoption of professional 
financial management practices and econo-
mies of scale. In particular, this directive 
allows for the creation of pension funds that 
regroup multiple countries or employers, as 
well as asset management structures that are 
common across multiple funds. For valuation 
reasons, these groupings will firstly occur in 
DC funds, particularly in the UK where the 
regulator is very active. The new Pension 
Act requires auto-enrolment of employ-
ees in pension plans, and introduces the 
government’s National Employment Savings 
Trust (NEST) – a professionally managed 
structure with controlled costs which will 
serve as a default option. This should raise 
awareness in the industry on pension fund 
management.

In summary, the most significant develop-
ments to institutional pension systems in the 
short-term will likely be seen in DC funds. It 
is firstly important to create DC funds that 
address the need for retirement savings and 
can then serve as default investment options 
in existing plans. In the UK, companies are 
now required to provide their employees 
with a retirement savings plan and many will 
need to have ready-made pension plans to 
hand. Secondly, we should expect to see some 
consolidation of DB and hybrid funds in the 
market as economies of scale are possible, 
particularly where the industry is highly 
fragmented.

The research from which this article was 
drawn was supported by AXA Investment 
Managers as part of the Regulation and 
Institutional Investment Management research 
chair at EDHEC-Risk Institute.

“The lack of guarantees and 
transparency could lead to a problem
of trust – it is thus important that
some guarantees are offered in DC
funds and that their costs are clearly
explained in order to avoid creating a
biased risk/return illusion”
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