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CHART ART

S E C U R I T I E S T R E A S U R YB A N K I N G

MAKING OF THE COVER 
PROJECT M cover art is created using special software that transforms raw data, images and figures 

into aesthetic clusters using special rules and parameters. For this issue, data on paperwork 
burdens in total number of hours needed for rulemaking in the banking, securities and treasury 

sectors was collected from the American Action Forum (AAF). The AAF monitors every US 
regulation that generates a private-sector burden, intergovernmental cost or paperwork burden. 
The output here shows how many hours of paperwork were needed to develop regulations in the 

three sectors, with each regulation represented by a string matching the number of hours needed, 
and in the color corresponding to the sector in question. The golden globe represents the US 

financial sector as a whole: an entity in constant motion, but always trailed by millions of hours of 
regulatory work.

(Artwork/Generative Design: Peter Riedel – www.peterriedel.com)
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Opening Bell

A MATTeR OF DeFiniTiOn 
What is the difference between an unintended  

consequence and a side effect?

Enjoy,
 

Brigitte Miksa, June 2015

B r i g i t t e  M i k s A
Head of International Pensions

If you take prescribed medicine and your hair 
falls out, that is a side effect, as the risks are 
typically known and calculable beforehand.  
If you take a drug and it debilitates or kills you, 
that is usually an unintended consequence, as 
the outcome is significant and unforeseen. 

Regulations implemented with the best of 
intentions can have unintended consequences. 
Sometimes these are fortunate, but sometimes 
they create a thicket of red tape and legal fees. 
In the worst instances, they can also create 
moral hazard and provide a groundwork for 
the next large crisis.

There is truth in this, as financial 
regulation is often enacted with little clear 
definition and quantification of costs and 
benefits. This is because financial regulation 
is more complex than, say, introducing 
package labeling or safety requirements.

What makes financial regulation difficult 
is the fact that it is about money, and money 
lies at the heart of our economies. Any change 
that has the potential to significantly modify 
market outcomes will have an impact on  
the economy in ways that cannot be foreseen. 
In turn, this will have large and complex 
effects on the welfare of citizens.

Efforts to avoid a repeat of the 2008 crisis  
are understandably at the top of regulatory 
concerns. However, we live in a time of 
unprecedented levels of international 
financial regulation: Basel III, the Volcker  
Rule, SEC cross-border swaps, the UK’s FSA 
mortgage market rules, Solvency III, just to 
name a few. Often these are designed one 
at a time without cross-reference to other 
regulations so that, in the end, they work at 
cross-purposes.

Inevitably, such regulations will have 
unintended consequences. Some will be 
positive. Many of them, regrettably, will be 
negative and, perhaps, even endanger the  
very thing they were designed to protect. This 
edition of PROJECT M looks at some unintended 
consequences, their importance to future 
development – and why we also need to be 
vigilant against them.

J o i n t h e 
c o n v e r s At i o n
Want more? PROJECT M is 
also available online. Visit 
projectm-online.com or 
follow @ProjectMonline 
on Twitter for more 
updates and news 
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FOCUS

NOT EVERYTHING WILL GO 
WRONG, BUT WHEN IT DOES …

Unintended consequences are a fact of life, though the financial industry 
needs to be particularly aware of them because of the consequences 

they can inflict on the world economy
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I n the time when large portions of the global map were 
tinted rich vermilion, British authorities in Delhi, 
India, became alarmed about cobras. To reduce the 

numbers of the venomous snake, the British introduced a 
bounty for every cobra skin handed in and that worked 
well. Perhaps too well.

After a while it emerged that enterprising locals had 
been breeding cobras to cash in on the bounty. When the 
British realized, they scrapped the program so the breeders 
set the now worthless creatures free. The result was that 
cobras became more common than before the program 
started. The “cobra effect” illustrates how an apparent 
solution to a problem can make a situation worse. Although 
there is no evidence to prove the incident actually occurred, 
it is often used as a textbook case of how incorrect 
stimulation in politics and economics can backfire. Other 
examples of such unintended consequences abound. 

Safety regulations introduced after the Titanic disaster 
saw the SS Eastland, over-weighted by a retrofit of lifeboats, 
sink in Chicago, drowning 844 passengers – 15 more than 
died during the sinking of the Titanic. And the support of 
King Louis XVI of the Americans in the Revolutionary War 
– to spite traditional foe Great Britain – took his own 
country to the point of bankruptcy and ultimately led to the 
end of the French monarchy and his own beheading.

Unintended consequences need not always be perverse. 
The 401(k) retirement account was originally designed 
to limit executive’s perks, but created a tax-deferred saving 
opportunity that has benefited millions of US workers (see 
pages 32-33). Edward Tenner, author of Why Things 
Bite Back (1996), even argues that civilization itself can 
be seen as an unintended consequence (see ‘Vigilance is 
the watchword’ on pages 18-21). All too often, though, 
unintended consequences loom in history as tragedies 
smothered in irony. 

SUFFERING BLOWBACK
Decisions almost always have unexpected consequences 
no matter how well they are assessed and analyzed 
beforehand. Sometimes the results are fortuitous, but most 
times they are undesirable. In our era, we should be 
particularly concerned about such blowback as it can have 
far-ranging, global implications. Piero Bassetti, a noted 
Italian businessman and thinker, believes that today we 
are crossing borders with decisions that are taking us to 
where the unknown is truly unknown. 

“The changes that the mechanical 
innovations of the 19th and 20th 
centuries were likely to bring could be 
largely predicted,” he noted in an 
interview (PROJECT M #04). But, he then 

Costly progress: 
unintended 

consequences of 
innovation can have 
devastating effects
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warned, “The macro implications of the innovations that 
we are now introducing demand that we reflect on 
possible uncertainties and risks before the innovation 
is introduced.” 

Bassetti was referring to nanotechnology, neuroscience 
that touches upon human consciousness, and the creation 
of autonomous intelligent predators with a license to 
kill humans – fields where there is a sense that we are 
losing control of the processes of innovation. But he also 
cited finance as an example of a sector of irresponsible 
innovation that can have devastating consequences for the 
world economy.

OFFSET RISK IN FINANCE
Finance is a field that works on a variation of Murphy’s 
Law. It is not so much that whatever can go wrong will  
go wrong, but rather when it goes wrong it goes wrong 
spectacularly. No one involved in finance could have 
seriously expected that there would be no regulatory 
consequences after the terrifying events that created the 
global recession of 2007-2008. States cannot hand out 
trillions to prop up markets and then assume the “efficient 
market” theory will ensure everything will function more 
smoothly in the future. More stringent regulations is the 
price the financial industry is paying for being bailed out.

Like slamming barn doors behind a bolting horse, 
policy-makers have sought to rectify the damage by 
enacting financial reforms both at the international and 
domestic level. Discussion now centers around whether 
reforms have gone far enough to create a regulatory 
framework founded on macro-prudential policies that will 
promote sound and well-supervised financial institutions 
as part of a solid and stable sector. Or have the changes, 
as critics maintain, become too onerous and strangle the 
financial industry in a complex tangle of red tape?

This is an essential discussion because invariably down 
the track there will be another crisis and it is critical to 
ensure that the system will withstand it. On the other hand, 
it is important that pointless, burdensome and costly 
regulations be avoided so as not to limit growth at a time 
when economies are still struggling to emerge from 
the disruption caused by the global financial crisis. But 
what must also be considered in the discussion is how 
regulatory changes themselves, as in the cobra parable, can 
have unintended consequences. 

Sam Peltzman famously highlighted this in 1975 (pages 
26-29) when he showed compulsory seatbelt wearing did 
not decrease highway deaths. Instead, drivers drove more 
aggressively causing more deadly accidents amongst 
pedestrians. This completely negated any benefits. Now 
known as the Peltzman Effect, this has been shown to 

Allianz • 9
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exist in many contexts, even if the offset is not as 
significant. While Peltzman isn’t against regulations but 
rather the failure to anticipate the behavioral changes 
that follow their introduction, his research helped inspire 
the deregulation movement of the 1980s and 1990s. This 
was expressed by market fundamentalists as “light-touch 
regulation”– and we know what that resulted in.

Yet, the point remains: regulations themselves can also 
have unintended consequences. Will Allport of PIMCO 
addresses how aspects of the implementation of NEST in 
the UK means savers could receive poor investments (pages 
37-39). Thomas Richter of the BVI, the German investment 
fund and asset management association, delves into how 
contradictions, inconsistencies and double regulations are 
bringing legal uncertainty, creating considerable red tape 
and raising costs for investors (pages 22-23). 

Both provide examples of unintended consequences 
that are more frustrating than calamitous, yet taken to an 
extreme such rigorous regulations can threaten the very 
service they are trying to protect. Companies faced with 
increasing costs of defined contributions plans may, for 
example, simply stop providing them. 

Elsewhere, new regulations are causing risk-offsetting 
behaviors that are raising concerns. Many of the practices 
that allowed banks to build up leverage outside their 
balance sheets have been clamped down on, but the 
regulations are driving risky behavior into areas outside 
the banking system, to borrowing from money market 

funds or corporate treasuries through repo markets. The 
intention of the reforms will ultimately become self-
defeating if they create systemic risks elsewhere that 
expose conventional banks to disruption.

THE NEED TO RISK IT
Regulators are in an unenviable position, as Jacques de 
Larosière, former head of the International Monetary Fund, 
notes (pages 30-31). Fully effective regulation and 
supervision at an individual level do not ensure a 
safe financial system. Even when a comprehensive 
microprudential perspective is accompanied by an 
effective macroprudential action on financial stability 
and regulation, they can still be left playing whack-a-mole 
with risk. But that is perhaps the point: risks will 
always remain because a fully “fail-proof” financial system, 
even if possible, would not be efficient in delivering 
economic growth.

However, we need to be equally aware that the vigilance 
of regulators is the primary, effective and largely only 
tool we have to avoid negative and perhaps calamitous 
unintended consequences.  

Thanks in part to unprecedented global economic growth, one 
million plastic bags are consumed globally – every minute



C urrency volatility has become a concern for 
investors. “Over the past 10 to 20 years, many 
equity investors have said, ‘If I get the stocks 

right, the currency will not make much difference,’” says 
Neil Dwane, chief investment officer for European equities 
at Allianz Global Investors. This is changing, and more 
investors are seeking a hedge against the euro in particular.

A major shock to currency markets came in January 
when the Swiss National Bank (SNB) removed the ceiling 
on the franc. Commentators went as far as calling central 
bankers “amateurs” as the franc rose by up to 40% against 
the euro within hours.

Arguably, though, the SNB simply hedged against 
the euro. “By unpegging, the SNB said no to the ECB’s 
loose monetary policy,” says Frances Coppola, an 
industry veteran and writer for the Financial Times 
and Forbes. “I expect the Swiss economy to stay 
def lationary, with significant capital inf lows, 
increasing imports and a risk of asset bubbles for 
the remainder of the year.” 

Deflation is not to be taken lightly, as it can 
cause GDP to stagnate, Coppola warns. “With 
interest rates already close to zero, there is little 
the SNB can do about deflation, short of 
imposing capital controls. There is even talk about 
discontinuing high-denomination notes to 
counter cash hoarding.” 

EVERY CENTRAL BANKER FOR HIMSELF
Bestselling author John Mauldin takes 
a harsher view. “Rather than delivering 
hints accompanied by a few well-
placed leaks, the Swiss decided it 
would be best to completely surprise 
the markets,” he says. Mauldin 
expects currency wars to 
intensify as “it is every central 
banker for himself”.

FOCUS

THE BATTLE OF THE 
BALANCE SHEETS 

The steep appreciation of the Swiss franc early this year has a potential 
for surprising consequences that range from the end of the 1,000-franc 

note to higher profits for chocolate makers

THE
BRIEF

bankers “amateurs” as the franc rose by up to 40% against 

Arguably, though, the SNB simply hedged against 
the euro. “By unpegging, the SNB said no to the ECB’s 
loose monetary policy,” says Frances Coppola, an 

Financial Times
. “I expect the Swiss economy to stay 

def lationary, with significant capital inf lows, 
increasing imports and a risk of asset bubbles for 

Deflation is not to be taken lightly, as it can 
cause GDP to stagnate, Coppola warns. “With 
interest rates already close to zero, there is little 
the SNB can do about deflation, short of 
imposing capital controls. There is even talk about 
discontinuing high-denomination notes to 

risklab’s managing director Gerhard Scheuenstuhl 
considers the SNB’s decision an act of liberation.* “The 
central bankers’ goal was to regain room to maneuver” – 
at the cost of 60 billion Swiss francs ($68 billion), as the 
value of the Swiss currency reserves dropped shortly 
after the decision was announced, according to Citibank.

In the financial market, most experts expect assets 
under management to increase. “The franc will remain an 
extremely stable currency,” says Scheuenstuhl. In 
January, assets managed by Swiss fund managers saw 
inflows of 10 billion francs compared with the previous 

month, yet on balance dropped by more than 5% due 
to the unpegging, the Swiss Funds and Asset 
Management Association (SFAMA) reported.

This hardly surprised Brian Tomlinson, currency 
specialist with Allianz Global Investors. “Greece 

banking reserves fell around the country’s January 
elections, and some of that money probably went 
to Switzerland. I would also suspect that a large 
part of that money came from Russians living 

outside Russia.”
While the SNB’s decision places a burden on 

the Swiss economy, the central bank had little 
choice. “Its balance sheet grew to 80% of Swiss 

GDP and the SNB had to give up. In contrast, the US 
Federal Reserve’s balance sheet has grown to only 
25% after six years of quantitative easing.”

Despite the volatility, Hato Schmeiser, professor of 
risk management at the University 

St. Gallen, remains positive. 
“Overall, the franc’s appreciation 

will not have a dramatic impact 
on the economy. And our world 
would be boring if we were 
able to predict how exactly 
the unpegging will affect 

the cost of chocolate or the 
production of cheese.” 

*r isk lab is the investment 
and r isk consult ing exper t of 
A l l ianzGI Global Solut ions
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Much appreciated
Following years of relative stability, the SNB’s sudden unpegging of the franc may 
cause unintended outcomes for the Swiss economy. Overleaf, five independent 
experts share their expectations on how selected indicators of economic growth, 
financial markets and tourism (of the super-rich) are likely to react in 2015 – while 
the below graphs show their development since 2009
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Over the course of 2015, 
Swiss chocolate producers 
will see lower export volumes 
but I expect their income to 
remain stable due to rising 
prices. Being at the luxury 
end of the market, where 
consumers are more willing 
to accept higher prices, Swiss 
chocolate manufacturers – 
like watchmakers – will fare 
better than dairy producers. 
Emmental cheese is likely  
to take a beating. The Swiss 
financial industry will receive 
significant capital inflows at a 
growing risk of asset bubbles. 
And while tourism will 
decrease, super-rich travelers 
are unlikely to change their 
behavior. Private take-offs 
and landings at Sion airport 
will be unaffected, 
particularly given the oil  
price drop.

Frances Coppola – 
singer, investment 
writer, industry 
veteran 

Cheese makers face rising 
labor costs and more 
expensive resources. I expect 
the amount of Swiss cheese 
exported in 2015 to decrease 
by roughly 20% relative to 
global cheese production. 
Chocolate makers may come 
out unscathed, as the 
industry is likely to benefit 
from the franc’s increased 
buying power at commodity 
markets. The chocolate price 
outside of Switzerland will 
remain stable. Overall, this 
year will see Swiss growth 
stagnating. On the financial 
side, the franc will be 
extremely stable, which 
attracts investors despite 
negative deposit rates. 
Inflation will decrease from 
-0.3% in February 2015 to -1% 
in February 2016. Rich 
tourists will continue to flock 
to Zermatt and Gstaad, so 
movements at Sion will 
remain constant.

Gerhard 
Scheuenstuhl – 
managing  
director, risklab

The unpegging of the franc 
will be felt in industries such 
as tourism, but overall, it 
won’t be dramatic. Firms are 
able to buffer a price increase 
in chocolate or cheese by 
accepting lower margins. The 
financial industry will see 
asset inflows 5-10% higher 
than in 2014 at the risk of 
asset bubbles. Headline 
inflation will remain low or 
even negative. Yet outside 
the standard basket of goods, 
products such as vintage cars 
or real estate have inflated  
by as much as 50%. GDP 
growth will likely remain flat 
and so will movements at 
Sion Airport.

Hato Schmeiser – 
professor of risk 
management,  
St. Gallen, Switzerland

Volumes of exported 
chocolate will probably fall 
due to a slight increase in 
prices. At the same time, 
margins might increase as 
commodity costs go down. 
With regard to Swiss cheese, I 
expect prices to rise relatively 
more, and this may cause the 
volume of exported cheese 
to decrease. The Swiss 
financial sector saw inflows 
of Russian money, which I 
expect to continue. The rising 
franc will push inflation into 
negative territory, and Swiss 
GDP is likely to decline for 
two quarters in 2015. Aircraft 
movements at Sion airport 
will not be affected by the 
franc’s appreciation. 

Brian Tomlinson – 
currency specialist 
at Allianz Global 
Investors

Monetary policy in the US 
and Europe is putting 
investors in a difficult 
situation, and there is really 
no way of predicting how this 
ends. The franc’s peg made 
little sense in the first place, 
and now exporters such as 
cheese and chocolate makers 
will likely be affected 
negatively. I expect assets 
under management in 
Switzerland to increase. 
Swiss GDP will stagnate, and 
inflation will move further 
towards negative territory. 
Behavior of the super-rich is 
unlikely to be affected by the 
rising franc.

John Mauldin – 
author of New York 
Times bestseller 
Endgame (2011) 
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CONFERENCE CALL: 
REGULATION IN HASTE, REPENT AT LEISURE 
In t imes marked by uncertaint y, regulation becomes a necessit y. Lack of clarit y 
and consistency, however, could spell trouble, despite the good intentions 
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answer in regards to risks and if you are appropriately 
capitalized or not? Given the existence of a sophisticated 
risk-based system like Solvency II I think you can end up 
with contradictions between the two systems.
Langley: Jonathan, are there examples of unintended 
consequences hitting the investment and pensions 
environment in the UK?
Lipkin: If you look over the last 15 years, you see well-
intentioned accounting, regulatory and policy decisions 
resulting in significant unintended consequences. You 
start with the changes in accounting treatment caused by 
FRS17/IAS19 and look at the extent to which they hastened 
the demise of defined benefit provision. Arguably 
accounting logic, which otherwise might have been 
impeccable, had a detrimental impact. You can see a  
replay in the current EIOPA (European Insurance and 
Occupational Pensions Authority) holistic balance sheet 
debate, with similar concerns expressed about how  
the treatment of liabilities could result in further 
unintended consequences.

Langley: My understanding is that the 
holistic balance sheet is designed to create  
a common tool for a European prudential 
framework for a level of cross-border 
harmonization of institutions working with 
occupational retirement provision.
Lipkin: Correct. But the pension debate 
across Europe is interesting in that what 
EIOPA and the European Commission are 
trying to achieve is a combination of safety, 

adequacy and sustainability. But is it really possible  
to achieve all three simultaneously in the way proposed?  
The EIOPA balance sheet idea seems to have safety as a  
key theme, but what is the impact on sustainability?  
There are also other decisions which have unintended 
consequences on pension schemes. For example, while QE 
has been important in stabilizing the financial system, you 
could make the case that an ultra-low-interest-rate 
environment has both increased DB scheme deficits  
and rendered annuities extremely unattractive. This 
unattractive annuity pricing was in turn one of the drivers 
for the “Freedom and Choice” pension system reform 
recently introduced in the UK.
Bacher: And what are the main concerns now?
Lipkin: Well, while we support greater f lexibility and 
choice, one major uncertainty is whether the reforms  
will lead to a lot of money leaving the pension system. Will 
this result in individuals having the “safety, adequacy  
and sustainability” that policymakers are understandably 
keen to achieve? 

Langley: Thanks to you both for talking to PROJECT M. 
David, in our previous conversations, you’ve used the 
phrase “regulation tsunami”. 
Bacher: Well, it’s a term often used after the crisis because 
of the overwhelming level of regulation that has been 
introduced. It started in banking and, as a result of the AIG 
bailout and other issues, moved on then to insurance and 
finally also to other industries such as asset management. 
The upshot is that there is currently a process of also 
overhauling the insurance regulatory system, which will 
finally lead to an additional regulatory regime for Global 
Systemically Important Insurers (G-SIIs). This represents a 
complete change of the regulatory environment as it affects 
insurers coming on top of other initiatives under way, such 
as Solvency II. 
Langley: And this causes what complications? 
Bacher: Well, no insurer likes unnecessary regulation, but I 
think one issue is how do you steer a company and what is 
the impulse given to that steering? 

One aspect being considered by global regulators is a 
capital regime for what they claim are Global 
Systemically Important Insurers (G-SIIs) and 
at a later stage also for a wider group of 
insurers, which they call “internationally 
active insurance groups”. Now, if another 
system is imposed on top of regimes such as 
Solvency II, it could create steering issues. 
Going forward, how should you steer your 
company in line with potentially competing 
regulatory and capital requirements? What 
is the outcome when the one system tells you go right and 
the other tells you go left?
Langley: Do you see a real danger of that occurring?
Bacher: Yes, in particular if the International Association of 
Insurance Supervisors (IAIS) and the Financial Stability 
Board have something very simple in mind. Throughout 
the 2000s everyone favored internal models because they 
provide a better picture of how the company operates, what 
the real risks are and how you steer them. Now you can see 
the swing back. In banking regulation they have come  
up with the leverage ratio saying whatever the company 
does, it must have 3% of equity in relation to the total 
balance sheet. 

Another example is the capital surcharge for potentially 
systemic activities of GSIIs, called HLA (Higher Loss 
Absorption) capacity, currently being considered, and 
which will probably also be a simple multiple which will 
come on top of an already more than simplistic Basic 
Capital Requirement. These are crude, extremely simple 
measures and the question is, do they give you a proper 
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Lipkin: It is somewhat unclear to us precisely what problem 
regulators are seeking to solve in this regard. However, one 
reason why asset managers are being examined is because 
it’s apparent to policymakers and regulators how important 
a role they play and how important a role they’re likely to 
play in the future. 

If you look at the debates in the EU about capital market 
union, sources of economic growth and future provision  
for retirement, you come back increasingly to asset 
managers. So it’s understandable that these questions  
are being asked, particularly if you’re trying to ensure  
the system is stable in the future.
Langley: It’s a sort of compliment!
Lipkin: Well, it is recognition that asset management is 
expected to make an ever larger contribution in the global 
economy, distinct from, but complementary to, that made 
by banking and pure insurance. This is in terms of funding 
companies and projects, and more broadly speaking to 
ensure returns for those individuals who want to invest  
for their retirement security against a background of an 
international welfare shift where traditional statist 
approaches to benefits are being curtailed. 

Langley: The financial industry had to have 
expected there would be serious regulatory 
consequences after the behavior that led to  
the financial crisis.
Bacher: True, but if you go through the whole 
regime being implemented, you will find many 
examples of potential unintended consequences 
resulting from rashly implemented regulations. 

The more time pressure regulators are under to introduce 
new regulations, the more unintended consequences can 
become an issue. 
Langley: It is certainly not easy being a regulator.
Lipkin: Well, I think it is a fascinating time to be a regulator. 
The post-2008 environment has created very significant 
challenges for regulators because the international 
financial services industry is so complex and multi-leveled. 
I think there is a particular challenge for regulators in 
terms of joining up the national, regional and international 
levels and also having the ability to see how the many 
different areas interplay. 
Bacher: I agree, it is a particularly difficult environment 
because the problem is that when you change the system, 
you always create new steering implications. You cannot 
come up with a 100% perfect system, but whatever you  
do with respect to implementation of a capital regime,  
you always need to be careful as a regulator what the 
business implications and steering implications are. 
Langley: Gentlemen, it has been most interesting. Thanks 
again for your time.  

There is also the critical question of ensuring “value for 
money” for savers. One way this will play out for the asset 
management industry is in the charge cap debate, which 
has become a central focus in the UK domestic debate on 
value (see page 37). It was particularly striking that it  
wasn’t just asset managers in the front line warning of 
unintended consequences, but the Office of Fair Trading. 
Back in 2013, it issued a report into the defined contribution 
(DC) pensions workplace market specifically pointing out 
that charge caps can result in unintended consequences.

We are watchful because we believe investment 
management is a key part of the pension offering. We would 
be concerned if pension schemes couldn’t access asset 
classes and investment approaches that they believe were 
in the best interests of members because investment 
management doesn’t fit in under the cap.
Langley: The first reaction of any industry often seems to be 
to criticize regulation, but it can also bring benefits.
Bacher: Solvency II is a costly exercise, but it does also come 
with advantages. It has helped companies improve their 
risk management system and steering so, although it 
involves additional paperwork, it is not true that it only has 
cost implications – at least if you get it right.

However, if regulations are introduced for 
the sake of regulation so a regulator can say 
that he has been active, then that’s not  
the way you want to have it. It shouldn’t be gold 
plating for the sake of having the thickest 
rulebook. 
Lipkin: The observation I would add is that 
defining what risk means in this particular environment 
compared to conventional understanding is particularly 
challenging. If you think traditionally about “safety” and 
try to encourage, for example, a low-risk allocation of capital 
for an institution or individual you would conventionally 
minimize exposure to assets such as equities and have a 
higher exposure to government and corporate debt. 
Langley: But that is not so in this Bizarro World in which  
we live.
Lipkin: Yes, when you look at where interest rates are, the 
question arises as to how all of this regulatory change – 
which is partly about derisking the system after 2008 – may 
need to take account of the unusual monetary conditions?

It could be that many assumptions we bring to the idea 
of what is safety and risk may need to be rethought. But can 
you simultaneously do that at this relatively unique 
conjuncture where you have such a scale of regulatory 
change combined with the unprecedented nature of 
monetary and broader market conditions?
Langley: Do you think it appropriate that the asset  
management industry is considered systemically important?

» I thInk It Is   
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IF regulators are perceived to have the reaction 
time of a tanker, what is your response?

THEN we should make sure it is accompanied by speedboats. 
Regulation is unlikely to capture all contingencies, so we 
should not even try. General rules are less rigid and can be 
adapted quicker.  

IF more regulations are introduced, how can 
we avoid “regulatory overload”?   

THEN if we find we have overreacted to the 2008 crisis, it 
is fair to again readjust regulation. However, it must be done 
on the basis of strong principles. If there is a risk of stifling 
small and medium enterprises, then regulation should be 
dialed back rather than exceptions being made. 

IF this approach is not enough, is there a risk 
of unintended consequences?

THEN fortunately there are benefits to taking time. Before 
new legislation becomes effective, regulation has time 
to mature in consultations with all stakeholders. This largely 
mitigates the risk of unintended consequences. 

T H ENI F

Keenly aware that regulators often trail behind market 
developments, Jean Guill wants a more principles-based 
approach adopted toward regulations
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IF regulators lack resources, what are the 
implications? 

THEN they can be dire. It is not sensible to reduce the 
budget of a newly created regulator. While the cost 
of compliance may be high, the cost of non-compliance 
can be even higher. 

IF the financial crisis was a catalyst to financial 
integration in Europe, what is the benefit?

THEN while the concept of a capital-markets union is not 
entirely clear yet, a single European capital market would 
eliminate many barriers. It could encourage investors to 
look to invest beyond their domestic market. 

Keenly aware that regulators often trail behind market 
developments, Jean Guill wants a more principles-based 
approach adopted toward regulations

JEAN GUILL  JEAN GUILL  
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chemicals used to repel the mosquitoes are 
harmful to aquatic life.

It’s not that distributing mosquito netting 
is a bad idea; it’s just that the complexity of  
the world is such that it’s easy for something 
that seems to be an effective measure to lead 
to behavior that would be hard to predict. So 
we have to be more tentative and experimental 
about innovations at an early stage. 

Much of your work deals with engineering. 
How applicable are your observations  
to finance?
Tenner: The financial industry shares 
something with other human technologies: 
unforeseen interactions between collective 
behavior and precautions. For example, when 
the US Federal Reserve Board was established 
more than 100 years ago, some of its backers 
believed that the business cycle could be 
smoothed out and that the all-wise central 
banker would be able to avoid the panics  
that had plagued the 19th- and early  
20th-century American economy. In his 
wonderful book A Nation of Deadbeats, my 
colleague, the historian Scott Reynolds  
Nelson, quotes Senator “Cotton Tom” Heflin  
as saying that with the new Federal Reserve,  
“this Republic can shake off temporary 
business disturbances like dew drops from  
a lion’s mane”.

Firefighting is analogous. The suppression 
of many small fires in American forests 
resulted in the early 20th century in the  
build-up of large concentrations of brush.  
This meant that when fires occurred they  
were bigger and more intense than before. 
Some of the greatest forest fires actually 

Y ou once said that civilization may 
be an unintended consequence. 
What did you mean? 

Edward Tenner: I meant that there’s 
archaeological and anthropological evidence 
that hunter-gatherers had a remarkable 
standard of living without much exertion.  
So it took other pressures to drive people to  
try new approaches. For example, a shortage   
of tin used to make bronze in the Bronze  
Age inspired experimentation that ultimately  
led to the Iron Age. 

At every stage of human history there have 
been constraints and problems, such as 
resource scarcity, population growth or 
environmental change, that led human 
ingenuity to find new ways of doing things.  
For better and worse, we owe our technological 
world to these innovations. 

So unintended consequences are a fact of life? 
Tenner: Trying to do away with unintended 
consequences might have the most serious 
unintended consequences of all. We need to 
find better ways to manage them. 

So, how do you clearly define unintended 
consequences, then? 
Tenner: I’ve written about a phenomenon 
called the revenge effect, which is the result of 
a well-intentioned and plausibly effective 
measure that tends to cancel itself out.  
For example, there was a recent article in The 
New York Times about mosquito nets that  
had been sent to African countries to help 
combat malaria. It turns out that the nets  
are often used for fishing and that has 
endangered the environment because the 

VIGILANCE IS  
THE WATCHWORD

Historian Edward Tenner examined unintended consequences in his 
books Our Own Devices and Why Things Bite Back. In his forthcoming 

book, he investigates the positive unintended consequences of economic 
crises for creativity and serendipity
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occurred in the early 20th century as a result 
of fire suppression. In finance, the smaller 
panics prevalent before 1913 may have been 
reduced in impact – think how the US economy 
absorbed the savings and loan disaster of the 
1980s thanks in part to deposit insurance – but 
other problems have been more intractable. 

Historian William H. McNeill has implied 
there is a type of a natural law of the 
conservation of catastrophe, l ike the 
conservation of energy. Do you agree?
Tenner: William McNeill was one of my 
graduate teachers, and I’ve always admired his 
insight into human behavior. I’m not sure it’s 
a general rule, but it is an inherent risk of 
any reform. When you set up a secure and 
protected system, you have to be aware that 
beyond the barriers of that system, all kinds of 
things are happening. While you may try 
to insulate yourself from them, there are 
actors in those fields, especially institutions 
and individual investors outside your own 
jurisdiction, who are taking advantage of 
whatever you have, in ways and maybe on 
a scale that you had not foreseen. The rise 
of superbugs, unfortunately, suggests that 
the mid-20th-century antibiotic miracle might 
help lead to new pandemics.

In engineering there’s a theory of a 30-year 
cycle in bridge failures that often stems from 
overconfidence in new technology. Might 
a similar mechanism of hubris operate in 
the field of economics and finance? 
Tenner: I think there are similarities; after 
all, we still regularly have crises, and just 
when we think we’ve patched one up, along 
comes another. The Glass-Steagall Act, which 
created a firewall between commercial 
and investment banks, was repealed with 
much celebration in 1991. In hindsight, 
progressives tend to say it was the repeal of 
Glass-Steagall and securitization that was 
primarily responsible for the most recent 
financial crisis, while conservatives tend to 
say it was subprime mortgages and the 
encouragement by the government to lend 
to people whose circumstances were too 
precarious for home ownership. 
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In all likelihood, none of these things was 
solely responsible, and that’s the problem. You 
take a number of well-meant reforms and their 
collective effect might be to undermine each 
other or act together with other forces in a way 
that might not be easily predictable but could 
turn out to be disastrous. 

It’s very difficult to undertake holistic 
reform. You have to examine not only the 
proposed innovation but how all kinds of  
other proposed innovations can affect it for 
better and for worse. 

So what’s the solution? Are we hopeless in the 
face of unintended consequences? 
Tenner: Paradoxically, being too cautious 
about innovation threatens to lock in our 
present problems. The idea of the 
precautionary principle, as often expressed,  
is not a solution.* The challenge is the  
great financial incentive to roll things out 
fully before they’re proven, so negative 
externalities, like environmental costs, may 
be shifted to the public. By studying the 
historical record we can develop a certain 
type of imagination, an insight into what can 
go wrong. That’s one of my main purposes in 
writing, to give people analogies that will help 
to recognize emerging risks. 

The objective should be to avoid 
implementing innovations on a scale that it is 
hard to turn around if their effects prove 
disastrous. I think that’s the best compromise. 

Vigilance is a word you have used a lot in 
your writing. What is its role? 
Tenner: I’ll give you an example: General 
Motors has had a much publicized problem 
with faulty ignitions that could switch off the 
engine during driving. This resulted in the 
recall of over 24 million cars and multiple 
investigations and lawsuits. There were 
indications over a decade ago that there was  
a problem, yet they ignored it. 

So many of our problems stem not only 
from unexpected interactions of human 
behavior and technology, which are always 
going to happen, but from companies’ 
attempts to wish away or dismiss early 
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* Pre c aut ionar y pr inciple:  human ac t i v it ies may lead  
to moral l y unaccept able har m that is sc ient if ic al l y 
p lausible but uncer t ain ,  so ac t ions shal l  be t aken to  
avoid or diminish that har m
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warning signs. In fact they should take them 
very seriously, as they certainly could save 
fortunes by choosing the safer route. 
Unfortunately, executives are judged by the 
profit they make today rather than the  
long-term losses that these companies could 
incur as a result of their actions. Independent 
auditors may not have the training or 
incentives to identify such risks.

Can you provide an example of where 
vigilance will be required in the future?
Tenner: One of relevance to the insurance 
industry is the self-driving car. It is sometimes 
assumed these things will be so smart  
that people can let the vehicle handle all  
the steering. The New York Times recently 
revealed that hands-free driving is actually 
legal in most states; some cars can already 
keep in lane and regulate speed on their own. 

Yet even though there have been hundreds 
of thousands of miles of test drives, when 
everything is scaled up there will be unusual 
constellations of factors that no software can 
anticipate and that will require human 
intervention. But if we will not be in constant 
practice, we will lack the skills and reactions  
to avoid an accident. This has become 
increasingly apparent in aviation incidents 
like the crashes of Air France Flight 447 and  
Asiana Flight 214. In principle, there has  
always been regular training with f light 

simulators. They may now need to become  
even more realistic. 

But this doesn’t mean we should be afraid of 
the technology, that we should try and stop it?
Tenner: No, not at all, but we should be aware 
of where potential flaws lie. Recently Google 
changed the algorithm to keep their self-
driving cars closer to the car in front of them to 
address one complaint of passengers that 
other cars kept cutting in. This is not based on 
good traffic engineering. 

At a conference, a safety engineer who 
helps train fleet drivers said, as I recall, that 
the time you lose in the course of a two-hour 
journey from people cutting in is negligible – 
less than half a minute. I think it’s ironic that 
an algorithm should be adjusted to reflect an 
illusion of average drivers rather than be 
optimized for safest driving. Who can tell what 
the consequences, if any, of this minor tweak 
in an algorithm will be in the future?

I also think it’s an illusion to believe that 
new technology can take the need for vigilance 
out of life. Even if a navigation system is almost 
perfectly reliable, it is still no better than  
the many other systems of a vehicle. Twelve 
percent of US cars nationally have at least one 
bald tire. Tread on many others is too worn for 
safe use in bad weather. Potholes abound. No 
algorithm can substitute for well-maintained 
vehicles – and roads.  
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sWEPT uP IN  
REGuLAToRY NETs

Thomas Richter, CEO of BVI, the German Investment Funds Association,  
says it is time for a respite from regulatory change

W hen fishermen cast nets, their 
harvest often includes by-catch, 
fish and other marine animals 

entangled in the mesh but in which they have 
no interest. As with fishermen, regulators also 
often find themselves handling by-catch.

That is the case with the Alternative 
Investment Fund Managers Directive (AIFMD), 
a European Union directive that swept up the 
Spezialfonds of Germany in its trawl. The idea 
was to establish a harmonized framework for 
monitoring and supervising perceived risks 
posed by funds unregulated at that time such 
as private equity and hedge funds. 

Spezialfonds are funds accessible only  
to institutional investors and regulated by  
the German Capital Investment Code (KAGB), 
but under the EU definitions anything not  
a UCITS is classified as an alternative invest 
fund (AIF). This put Spezialfonds, a unique 
product class with a long history in a stable 
regulatory framework, into the same category 
as hedge funds.

At a stroke, Spezialfonds became the  
largest alternative investment funds in  
Europe, with €1.3 trillion ($1.39 trillion)  
assets under management. As the entire  
hedge fund industry amounts to some $2.4 
trillion AUM worldwide, Spezialfonds also 
became a global heavyweight. 

But was the intention  
to land an already well-
regulated sector of the asset 
management industry? No, 
it was to increase oversight 
of unregulated products 
and eliminate regulatory 

Casting  
a wide net: 

handling 
by-catch from 

regulation  
is key  

for the fund 
industry 

By Thomas Richter
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gaps, but now every time the EU regulates alternative 
investments like hedge funds additional burdens are 
imposed on Spezialfonds. In this instance, Spezialfonds  
are the by-catch, the collateral damage, the unintended 
consequences – call it what you will – of regulation.

This is an example of why regulations remain a crucial 
topic for the fund industry. In Germany over the past six 
years, there have been more than 100 regulatory projects 
with an impact on the industry. Of these, 40 relate to EU 
directives and regulations and 60 to local legislative 
proposals. Not included in this number are EU level-2-  
and level-3-related procedures as well as regulations 
introduced under national law or directives from BaFin, 
the German financial regulatory authority. 

Some people refer to this as a regulation tsunami, 
but this is misleading, as the high waters of a tsunami eventually 
recede. These regulations are here to stay, but the problem with  
this volume of regulation is that incidents of inconsistencies, 
contradictions and overlapping rules are increasing. This can bring 
about legal uncertainty, create considerable red tape and hike costs 
for investors. 

Double regulAtion AnD inconsistencies 
A telling example of the doubling up of rules is disclosure obligations in 
connection with securities lending. While ESMA (the European 
Securities and Markets Authority) requires fund companies to disclose 
the type and amount of collateral and the counterparty’s identity, 
current EU draft regulations on securities financing require that  
the 10 main securities and counterparties be listed. Such double 
disclosure and reporting obligations result in additional 
administrative costs, which will find their way back to investors.

In addition, the industry is often faced with inconsistent 
requirements, such as differing reporting standards regarding risks.  
In Germany there are five directives, regulations and laws covering  
this in parallel under the oversight of three separate supervisory 
authorities. As a consequence, the extent, content and frequency of 
reporting requirements widely differ.

The most comprehensive reports are those required by BaFin 
according to the AIFM directive. These require a breakdown of all risks 
by an individual fund, in addition to information such as the current 
risk profile, investment focuses and stress-test results. Depending on 
the fund volume, this substantial 23-page report must be filed either 
quarterly, half-yearly or yearly.

In contrast, the central bank (Bundesbank) requires a monthly 
seven-page report for each individual fund on risks in the portfolio, 
capital outflows, distributions and securities financing activities, such 
as securities lending. To increase complexity, each supervisor applies a 
different definition of fund risks. To compound matters even further, 
Germany has also embarked on a number of solo legislative efforts by 
introducing laws such as the High Frequency Trading Act 
(Hochfrequenzhandel) and the Ringfencing Act (Trennbankengesetz).

respite from regulAtions
Eight years after the collapse of 
Lehman Brothers triggered the 
financial crisis, it is time for a 
respite from further regulation.  
It is not that the fund industry  
is opposed to regulation. On  
the contrary, good regulation  
can help win back investor  
trust in the financial industry 
and, indeed, regulators have 
made steady progress towards 
increasing consumer protection 
and reducing systemic risks.  
But the problem is that the  

level of regulation has become complex,  
cross-purposed and unwieldy. This is not just 
in Germany. Similar burdens are being 
experienced in other countries. What is  
now needed is time to reflect on the rules 
introduced during the past few years in terms 
of their effects. 

mAke it mAke sense
Where rules make sense they should be 
maintained; where they are confusing they 
should be streamlined and simplified; and 
when inconsistent or contradictory, they 
should be recalibrated or harmonized. We 
know what is possible because last year,  
the ESMA proposals on commission-based 
advisory services were eased after regulators 
listened to industry concerns about MiFID II.

If time was allowed to apply such 
considered, thoughtful logic to other recently 
introduced legislation, it would enable much 
to be stripped away that is senseless or 
redundant. This would be to the benefit of  
all – the fund industry, investors and society.  

the level of 
regulAtion hAs 
become complex, 
cross-purposeD  
AnD unwielDy

t h o m A s 
r i c h t e r
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uNcoNVENTIoNAL  
EXITs AHEAD
While some are heading for the  
exit from quantitative easing,  
others are still driving in circles

The financial world as we knew it ended abruptly in September 
2008, though the dangers were already well apparent 
beforehand. Years of extremely low central bank interest  

rates mixed with lax credit standards and poor bank supervision had 
created a combustible build-up of debt unparalleled in the history  
of Western economies. In mid-2007, the US subprime crisis sparked 
what would become the global financial crisis. But at that point, while  
it stressed the global financial system, it could have been contained.  
The problems took on a whole new dimension in September the 
following year when Lehman Brothers was allowed to fail. 

This was a day after serial white knight Bank of America rode in  
to save Merrill Lynch. The rationale behind the decision on Lehman 
Brothers was the belief that boundaries had to be clearly defined, lest 
moral hazard grow unchecked. Undoubtedly the deep antagonism 
Lehman CEO Richard Fuld had provoked in Wall Street and Washington 
also played a part.

The repercussions of allowing one major investment bank to  
fail were far beyond what US government circles imagined. World 
interbank markets seized instantly and trade financing froze. Financial 
markets soon fell into a tailspin and the great recession gripped.  
Faced with such unintended consequences, the US authorities 

procrastinated for several weeks before 
launching the $700 billion TARP program.  
The Federal Reserve also tried an approach  
that had been tested in Japan a decade  
earlier with little success, but which had been  
studied by Fed chairman Ben Bernanke:  
quantitative easing (QE).

Now, six years later, the Fed sits atop US 
Treasury bonds amounting to 20% of the GDP 
and another 5% or so in mortgage-backed 
bonds, but QE has proved extremely 
successful in the United States. Growth is 
around 3% and seems sustainable; private 
sector deleveraging is essentially completed; 
employment and consumption are growing 
healthily, and private sector investment is 
back while public deficits runs at 3% of GDP.

Drifting towArDs the exit?
The Fed can now play it cool and decide 
opportunistically whether to roll over 

the Us and UK may  
be pondering when 

to exit Qe, but 
Japan is wondering 

how it can ever 
leave that route

By Olivier Rousseau, executive director, Fonds de réserve pour les retraites 
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maturing bonds or not. But even if it rolled over 
all maturing bonds, time would eventually 
provide a clean exit from QE. If one assumes 
an average nominal GDP growth of 3.5% over 
the next 20 years, by 2035 the ratio of treasury 
bonds and mortgage-backed securities will 
have halved to a modest 12% of GDP. Another 
20 years and these bonds will seem a mere 
curiosity on the Fed’s balance sheet.

In the United Kingdom, the situation is 
similar. The Bank of England’s QE, launched in 
March 2009, helped push down long-term 
interest rates. Growth has returned, though 
it seems more fragile as it relies on renewed 
property market exuberance – as well as 
accompanying indebtedness.

STUCK IN ROUNDABOUTS
Despite initiating the first QE program back 
in 2001, Japan had seemed a perennial basket 
case. Stuck in economic doldrums with 
endlessly growing public debt, QE failed to lift 
Japan out of deflation. When, at the end of 
2012, Prime Minister Shinzo Abe launched a 
further massive QE program as part of a set 
of policies designed to help Japan break free 
from two decades of on-and-off deflation, he 
was met with considerable market skepticism. 

Yet, although 2014 GDP figures failed to 
support the positive results of 2013, largely 
owing to a 3% increase in the VAT rate, 
“Abenomics” has brought a dramatic change 
to Japanese state solvency, boosted equities 
and had a profound effect on industrial 
prospects. But regardless of whether 
Abenomics works, the question will remain: 
how can Japan ever exit QE? The Bank of Japan 
(BOJ) has bought enormous amounts of public 
debt since April 2013 and holds Japanese 
government bonds (JGBs) worth close to 30% 
of GDP. It is well on its way towards doubling 
this, an amount that will be close to half of 
the net outstanding debt of the Japanese state 
– and inflation is still subdued.

There is already massive and rapidly 
expanding public debt monetization by the 
BOJ. Given that the nominal growth rate of the 
Japanese economy will probably remain 
around 2% annually, time will hardly help 
erode this debt, but the lack of inflation means 
that the BOJ can simply sit on its position. 

Maybe in a decade it will be realized that these holdings still have 
not translated into inflation and eventually a conclusion reached that 
those JGBs do not need to be reimbursed. Thus, de facto long-term 
debt monetization will then become permanent monetization, and 
all that without inflation flaring up or public trust in the Japanese 
currency eroding.

JUST STARTING THE ENGINE
Late to take action, the European Central Bank (ECB) only recently 
commenced a QE program, but did so with a boldness that surprised 
the market and pundits. The woes of the great recession and the 
eurozone crisis have considerably weakened European countries, 
however. Even with the low interest rates with which peripheral 
countries are now financing themselves, it will not be easy to lower 
debt-to-GDP ratios. When the next recession inevitably strikes, some 
countries will find themselves with unsustainable debts.

Despite the large sovereign bond purchases by the ECB and 
the corresponding ballooning of the eurozone monetary base, inflation 
will probably remain contained. As the ECB will not be able to sell 
the bonds, the context of tamed inflation means a dose of permanent 
debt monetization will be the outcome, even though it was not envisaged 
at the onset.

RELUCTANT HEROES
Central banks played a major role in the formation of the credit 
bubbles that led to the financial crisis because they failed to take away 
the punch bowl once the party became riotous. But since the onset 
of the crisis, they have been the main players stabilizing the financial 
markets and economies. 

Emerging from those grim years, they now appear, somewhat 
reluctantly, as saviors of the global economy. Their actions prevented 
systemic failures by financial institutions and massive sovereign state 
defaults. But as they plot their exit policies from or continue to navigate 
the path of QE, central banks face the perils of economies and financial 
markets addicted to low interest rates.

Normalizing interest rates will be the next global challenge. Equities 
still offer reasonable returns, but almost all other asset classes have 
been beaten down by the relentless hunt for yield that zero-interest-
rate policies have ignited. Sovereign bonds are currently abnormally 
low, credit spreads compressed, property and illiquid assets expensive. 
Even the current artwork investment mania shows how distortions 
emerge when the price of money is kept artificially low.  

Allianz • 25

O L I V I E R RO U S S E AU
Mr. Rousseau was appointed executive director of the FRR 
in 2011. Prior to this, he worked for the French Treasury in 
Paris. He also worked 11 years at BNP Paribas and served 
on the resident board of directors of the European Bank for 
Reconstruction and Development in London, and as regional 
economic and financial counselor at the French embassy in 
Stockholm. He graduated from the French National School of 
Administration (ENA) in 1986 and holds Master’s Degrees in 
Law and Economics from the University of Aix-en-Provence



I n the pickup basketball games played at 
the University of Chicago, Sam Peltzman 
was known for being all enthusiasm and 

elbows. No one’s idea of one of the starting five, 
he’d come off the bench when someone needed 
a break and he’d scrap passionately for every 
loose ball that would come his way – even 
when playing into his 60s.

A lack of talent and height may have 
stopped Chicago-born Peltzman from 
realizing any basketball dreams he may have 
held, but the energy and enthusiasm evident 
on the courts translated into fame and 
inf luence elsewhere. In the sphere of 
economics, he is a major-league player. 

Indeed, the professor of economics at the 
University of Chicago Booth School of Business 
belongs to that exclusive club of economists to 
have an effect named after him, namely the 
“Peltzman Effect”. His research in the 1970s 
also inspired the deregulation movement of 
the 1980s and 1990s in a number of markets, 
prompting The New York Times to christen him 
the “intellectual godfather of deregulation”.

Peltzman’s rise to fame followed a 1975 
article he published in the Journal of Political 
Economy on car safety regulations showing  
that wearing a seatbelt encourages people to 

drive faster and more aggressively. This caused 
more accidents, counteracting the intended 
safety effect of the introduction of seatbelt laws. 

SEATBELTS CAN KILL
“The protection afforded by the seatbelt was 
completely offset by the extra risk taken, and  
I found that it was offset in a particular way,” 
Peltzman told PROJECT M in an interview.  
“The people that were in the car were actually 
better off in terms of mortality risk, but people 
outside the car, pedestrians, were worse off. 
They were the victims of a more aggressive 
kind of driver behavior.” 

The logic behind Peltzman’s theory is that 
safety regulations often achieve consequences 
that were not intended, such as prompting us 
to take more risks because we feel safe. “A big 
fraction of the promised effect is offset,” he 
says. This offsetting behavior became known 
as the “Peltzman Effect”.

Peltzman is disarmingly modest about his 
fame. “You know, if they want to put my name 
on this effect, I’m not going to argue with  
it,” he self-deprecatingly jokes. “What I did  
40 years ago wouldn’t even get you a passing 
grade on a term paper in undergraduate 
economics nowadays. It was very 

NOT A SAFE BET 
The safer you feel, the more risks you take. Safety regulations can  

be counterproductive, argues economist Sam Peltzman
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B o o T h ’ S  ru L E # 2
In skydiving, the 

Peltzman Effect is 
known as “Booth’s rule 

#2”. Attributed to 
skydiving equipment 

inventor Bill Booth,  
it states, “The safer 

skydiving gear 
becomes, the more 
chances skydivers  
will take, in order  

to keep the fatality  
rate constant”
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primitive stuff by today’s standards, but it  
led to other people looking at this same 
phenomenon.” Not everyone was so relaxed 
when “Seatbelt Sammy” Peltzman argued 
down the benefits of seatbelt regulation. The 
safety lobby, in particular, was outraged. On 
hearing that Peltzman’s paper was going to be 
published in the Journal of Political Economy, 
one group, The Insurance Industry for Highway 
Safety, demanded that the journal halt 
publication while they prepared a refutation. 

“They had already made up their minds 
that I was wrong before they even looked at 
any data,” Peltzman recalls. They even 
claimed the editor “would be killing little 
children” if the publication were to go ahead. 
The editor ignored their remarks and 
published the provocative paper. Peltzman, 
meanwhile, shrugged off any hostile remarks. 
“I have a thick skin and a small ego. It helps,” 
he quips.

DRUG OFFENSE
But by then, Peltzman was already becoming 
used to a level of notoriety. In a 1973 study, he 
claimed that by slowing down the rate of 
approval of new drugs, regulations were 
actually costing more lives than they saved. 
Following the 1962 drug amendment act in  
the United States, pharmaceutical companies 
were required to prove that their drugs were 
actually “effective” as opposed to simply “safe”. 
This created a longer and more costly testing 
procedure that reduced the introduction of 
new drugs from an average of 43 annually  
in the decade prior to the new regulation’s 
introduction to just 16 annually in the 10 years 
afterwards, he points out. 

“I do have a reputation of preferring less 
regulation to more and that’s probably because 
many of the unintended consequences are 
negative. When you weigh them in the  
balance, the costs are often greater than the 
benefits. That’s certainly the case with the first 
study I did on drug regulation. I get worked  

up over stuff like that, where regulation ends  
up killing many more people than it saves and 
nobody cares.”

The Peltzman Effect and the law of 
unintended consequences have since been 
applied to a variety of fields, such as the 
introduction of more protective body armor 
for American football players. “Now the league 
is living with concussions and lawsuits by 
players. As they look back, they can see that 
clearly what happened was that the 
introduction of body armor for greater player 
protection led to more aggressive play,” 
Peltzman explains.

Financial regulation is not immune. 
“What’s generally true about regulation is  
that it tries to make people do something that 
they otherwise have incentives not to do.  
In the financial arena, there are tremendous 
incentives to take risk. So you try to sit on 
people and say you can’t take risk. Well, there’s 
an incentive to find a way to take the risk they 
wanted to take. A lot of the financial crises  
can be written with that script.”

Ultimately, Peltzman is not against 
regulations, but believes that governments fail 
to account for changes in behavior following 
their introduction. “You have to have a much 
broader view of what the effects are in the 
world before you make policies,” he stresses.

Safety is, after all, partly demand-driven, 
he points out. “You attribute greater benefits 
to regulation, but they were benefits that the 
market would have generated in time as well. 
Not all but some part of what’s going on is 
demand-driven, and the regulation is just 
supplying it or forcing the supply a little earlier.” 

Peltzman’s favorite book, he reveals, is The 
Wealth of Nations by the Scottish economist 
Adam Smith, because it includes “very simple 
principles that once you grasp them, you’re 
going to think about problems in a different 
way”. That is probably Peltzman’s greatest gift: 
causing us to challenge our assumptions and 
think a little differently. Is that so risky?  

Buckling up 
while driving 
simply led to 

drivers taking 
more risks 
behind the 
wheel. This 
offsetting 

behavior can  
be applied  

to a variety of 
fields 
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evidence. Assigning a near-zero risk weighting 
to government bonds is another, as it herds 
investors into a single asset class. Additionally, 
equity investment is discouraged and bank 
balance sheets are increasingly driven by 
regulatory requirements rather than economic 
needs, leading to rising inefficiencies. 

“This is not what we wanted,” he comments 
on reviewing the regulatory consequences of 
the last few years. It is the result of different 
pieces of regulation, each valid in its own right, 
but its cumulated global effects have not been 
sufficiently understood. “This can create ugly 
surprises,” de Larosière warns.

Gentle wAtchdoG
The 85-year-old Frenchman has vast 
experience in the field. His last major salvo 
was as chair of a working group tasked by  
the European Commission to propose stronger 
financial supervision. Their report, titled  

M eet Jacques de Larosière, a highly 
regarded former head of the 
International Monetary Fund. A 

powerful background voice in terms of 
European financial oversight, he tends to  
be more of a thoughtful grandfather figure 
than defender of simple truths. 

“Regulation often interacts with life in 
ways that have not been sufficiently explored,” 
he reflects over coffee at the yearly European 
Insurance and Occupational Pensions 
Authority (EIOPA) conference. “This can and 
has created serious negative impacts on 
financial markets and the wider economy.” 

Examples of unintended regulatory 
consequences abound in the post-2008 era. 
Forcing European banks to match the duration 
of their assets and liabilities effectively 
shortens credit durations, according to de 
Larosière. He points to decreasing rates of 
bank lending in the eurozone since 2012 as 
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Adjusting the bAlAnce 
From consumer advocates to the media, many claim to be  

the vigorous protector of the little man’s rights. Yet the intricate 
mechanics of financial regulation require a softer touch

J a c q u e s  d e  l a r o s i è r e
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The High-Level Group on Financial Supervision 
in the EU, recommended tighter financial 
control, resulting in one of the most ambitious 
rounds of banking reform in Europe’s history 
and greater European financial integration. 

De Larosière and his group came up with 
31 recommendations which aimed to better 
protect citizens and rebuild trust in the 
financial system. They called for the creation 
of three separate authorities watching over 
banks, insurers and securities markets. 
Following their advice, the European Banking 
Authority (EBA), EIOPA and the European 
Securities and Markets Authority (ESMA) 
started to operate in 2011. 

The European System of Financial 
Supervision and European Systemic Risk 
Board were set up to identify financial 
instability and anticipate turbulence. Other 
proposals urged EU states to establish criteria 
such as who bails out a failed cross-border 
bank. And they also called for more cross-
border integration, greater hedge fund 
transparency and urgent reform of the Basel II 
framework on capital requirements for  
banks, such as stricter rules for off-balance-
sheet items.

How did it go?
Six years after his report, de Larosière told 
PROJECT M he is content with the results. Now 
president of Paris-based Eurofi, a think-tank 
financed by banking, insurance and asset 
management members, his opinions still 
resonate with policymakers and regulators. 

“The watchmen at the supervisory authorities 
we proposed have been equipped with a 
significant amount of decision-making power. 
So overall, I think the financial sector is 
stronger and better-prepared for the next 
crisis than it was before 2008.” 

Yet there are open issues. A European 
Commission report, On the Operation of the 
European Supervisory Authorities and European 
System of Financial Super vision, suggests 
measures to cut organizational slack while 
also acknowledging that there is a lack of 
budget and human resources. De Larosière 
would also like to see European regulators 
have a greater ability to investigate financial 
firms directly.

He also warns of an excessive focus on 
short-term market risks when it comes to 
insurers’ assets, as this might deter them 
from holding equity for the long term. “On one 
side, governments want to introduce more 
equity in the system, while at the same time 
they are also introducing regulations that 
prevent equity being held by insurance 
companies, one of the natural buyers of 
equity,” he says. 

Regulators point to regular consultations 
with their stakeholders to amend such issues, 
yet this is not a perfect process, according 
to de Larosière. “We need to get over the 
dichotomy of the financial industry defending 
their profits by all means and the regulators 
acting as the sole defenders of public interest. 
Our dialogue needs to be more constructive  
than that.”  

i tHink tHe finAnciAl sector is  
stronger And better-

prepAred for tHe next crisis 
tHAn it wAs before 2008
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THANK 
sERENDIPITY, 

BuT DoN’T 
DEPEND oN IT

Many Americans caught a lucky break when 
it came to retirement preparation,  

but they cannot afford to be complacent

Even the most 
trusted 

models will 
wear out with 

time
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There are good reasons why small companies 
don’t offer 401(k)s, and cost is one of them. 
Small businesses are fighting to establish 
themselves, so often cannot afford such 
benefits until they are financially secure. 
Plans also add an unknown business risk, and 
many companies don’t want the unwanted 
hassle of yet more paperwork to administer. 

CheApest doesn’t equAl best
What are driving fee costs? One factor often 
overlooked is government involvement. In 

discussions about the new small-business retirement 
plans, it is often said it would be better to include them in  
public-sector plans, which have lower costs. Now, I don’t 
accept the argument that cheapest means best when it 
comes to retirement planning, but leaving that aside, the 
question is, why do such plans have lower costs?

The reason 401(k) fees are high often has little to do 
with fund selection, more with government oversight. 
Public-sector plans are not subject to government-
mandated regulations covering compliance, record-
keeping and non-discrimination testing. Such regulations 
strive to serve a noble purpose of ensuring that highly 
compensated employees don’t have an unfair savings 
advantage. However, they have also had the unintended 
consequences of driving the cost of such plans out of reach 
for most small employers (fewer than 25 employees). 

This in turn has left many Americans without access  
to a 401(k) plan. A simple fix would be to eliminate all 
government-mandated compliance testing and filings for 
employers with 25 or fewer employees and requiring them  
to offer a plan. A more competitive retirement plan model 
would streamline the number of bureaucrats involved. This 
would reduce fees for all plans and enable the private sector 
to compete with state systems for the benefit of savers. 

Addressing fees is only one of many tasks ahead. People 
in the US still do not save enough and the 3% contribution 
rate is among the lowest in the advanced world. We also 
need to look at educating people about decumulation,  
how they spend their money in retirement to ensure they 
don’t outlive their savings, as well as transition risk.  
This overlooked danger can see investors transition from 
accumulation to income at an unfavorable point in time 
under unfavorable market conditions.

Many of us got lucky when Ted Benna, the man who 
identified the 401(k), outlined the loophole’s potential. But we 
as individuals cannot assume that fortune will always be so 
kind when it comes to retirement planning, nor can we as a 
nation expect the 401(k) in its current state to do all the 
heavy lifting to solve our growing retirement crisis.  

T he government official who drafted  
an obscure add-on to the Internal 
Revenue Tax Code back in the 1970s 

could have had no inkling regarding the 
consequences. Although it’s true that the one-
page addition attracted little notice at the 
time, it ultimately kicked off the era of make-
your-own retirement. 

That addendum is, of course, the famous 
“k” tacked onto section 401 of the Revenue Act of 
1978. The irony is that lawmakers were trying 
to limit executives at some companies from 
having too much access to cash-deferred plans. Their attempts 
to rein in a perk created an opportunity that has since 
become a cornerstone of US private retirement provision. 

The 401(k) is a positive unintended consequence that 
has enabled 52 million Americans to actively prepare for 
retirement. It was also an early experiment in behavioral 
finance. Faced with the choice of saving a portion of their 
wage in exchange for similar contributions from employers, 
workers clearly embraced this incentive and in the 
intervening decades have accumulated an estimated $4.4 
trillion in assets (plus more than $5 trillion in IRAs, much 
of which comes from 401(k) rollovers), for their retirement, 
according to the Investment Company Institute.

The development of 401(k) is serendipity in action, a 
happy occurrence made by chance. Yet, my fear is that for 
all the good achieved with the 401(k), we are expecting  
one small loophole to carry a heavy burden. Much more 
needs to be undertaken to adequately prepare people for  
a dignified retirement. 

CoverAge fAlls well short
Firstly, there is a coverage problem: many small firms do 
not offer 401(k)s. According to Government Accountability 
Office figures, only 14% of small companies with fewer  
than 100 employees sponsor a plan in which workers can 
save for retirement. The result is that 53% of the working 
population has no 401(k). As less than 10% of workers still 
have a regular pension, large segments of Americans will 
be left depending solely on Social Security when they retire.

There are movements in states from California to Maine 
to extend pension plans for private-sector workers into 
small businesses. In all, 16 states have passed or are 
considering such plans. As an industry, we should support 
efforts to extend retirement preparation. However, these 
state-run proposals are unlikely to have much impact, 
because they do not require a Match (or Vesting schedule) 
and contribution limits are low. For the same reason, they 
will also be a poor tool for employers seeking to Attract, 
Retain, & Motivate (ARM) employees. 

g l e n n  d i A l 
is managing director 

and head of US 
Retirement Distribution 

at Allianz Global 
Investors



Management, and Andrew McAfee in The 
Second Machine Age: Work, Progress, and 
Prosperity in a Time of Brilliant Technologies 
(2014). “People racing against the machine are 
losing. The answer is racing with the machine 
to beat other human-machine teams.”

As an example, he notes that although 
millions of Americans are now better prepared 
for their tax declarations thanks to affordable 
tax software programs, 17% of US tax preparers 
had become redundant. 

THE GREAT DECOUPLING
“Rising productivity raised all boats for much 
of the 20th century and economists, myself 
included, used to say that if we took care  

One fear that has laced the modern age is that computers and 
robots will not just eliminate single professions, such as 
carillons replaced bell ringers and hand weavers were made 

redundant by the spinning jenny and flying shuttle, but that the entire 
concept of gainful human employment is threatened. The growing gap 
between output and employment is one indicator that labor as we know 
it is now under pressure, says economist Erik Brynjolfsson. Evidence is 
that between 1983 and 2009, Americans became significantly wealthier, 
but at the same time 80% of Americans actually saw a net decrease in 
their personal wealth. The reason lies in the fact that although US 
productivity has reached record highs, unemployment has also soared.

“Productivity has become decoupled from jobs,” comments 
Brynjolfsson, “so the income of the typical worker is stagnating.” With 
machines no longer empowering human muscle, as in the Industrial 
Revolution, we have arrived in the second machine age, argue 
Brynjolfsson, professor of management at the MIT Sloan School of 
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Mutiny 
over the 

bounty
Technological progress  

grows the economy, but  
is no guarantee for  

individual wealth, warns  
Erik Brynjolfsson
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Where  
once children  

were the 
preferred – and 

mistreated 
– jockeys  

in the popular 
(but dangerous) 

Arabian sport  
of camel racing, 

small robots  
now guide  

their steeds  
to victory 

of productivity, then everything else would take care of itself,” he 
reflects. “That’s no longer true. Technological progress does grow the 
economy and create wealth, but there is no economic law that says 
everyone will benefit.” 

In fact, technological innovation has created a “dichotomy of bounty 
and spread”. While GDP in the United States reached record levels, the 
income of the median household has fallen. Bounty, Brynjolfsson 
stresses, includes not only more consumer goods, but also more choice 
and higher quality. “It means heart surgeries performed without 
cracking the sternum and opening the chest cavity … It means less  
need to work doing boring, repetitive tasks and more opportunity for 
creative and interactive work,” he writes in The Second Machine Age. 

On the other hand, there is a spread, “creating larger and larger 
differences over time in areas that we care about – wealth, income, 
standards of living and opportunities for advancement”. Brynjolfsson is 
concerned that increasing inequality could reduce the speed  

and benefits of technological progress. “This 
would be something more than a shame, it 
would be closer to a tragedy.” He calls this 
development “the great decoupling”, which  
is encapsulated in a graph he likes to show  
(see p. 36). Beginning in 2000, the lines for 
productivity and total US employment  
begin to diverge. According to Brynjolfsson, 
technology drives both the growth in 
productivity and the stagnation in jobs. 
Similarly, median income falls as GDP rises. 

THE PRODUCTIVITY PUZZLE
While having received much praise, 
Brynjolfsson’s conclusions are contested less 
than 10 minutes walking distance from 
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his office. Fellow MIT economist David Autor 
calls the slowdown in job creation at the  
turn of the century “a puzzle” with little 
evidence that it is related to computers. Autor 
also disputes that productivity has risen as 
robustly as Brynjolfsson claims. 

Harvard labor economist Richard B. 
Freeman broadly supports Brynjolfsson’s 
findings. However, he stresses that “we must 
make sure that innovation’s benefits are 
shared equally and are not hogged by a bunch 
of billionaire lords of the manor”, Freeman  
told PROJECT M. For example, technological 
progress is one way to alleviate the impact  
of aging, a benefit that should be shared  
by all, he says.

For his part, Brynjolfsson makes it clear there is no need for technological 
determinism, that is, the notion that a society’s technology determines 
its social, structural and cultural values. In fact, he argues, technological 
progress helps the poor as well as the rich. While admitting to grinning 
like a madman after riding Google’s driverless car in 2012, he is not 
naïve about the risks of technological progress. Neither is he willing  
to accept that humanity is doomed by it.

Like a mantra, he repeats at conferences and speeches, as well as at 
the end of The Second Machine Age: “Technology is not destiny. We shape 
our destiny. Going forward, we will be faced with choices similar to 
those during the Industrial Revolution. Technology is a tool and the 
onus is upon us to decide how we want that tool to shape our economies.” 

Aging developed societies such as Japan and Germany are 
particularly likely to benefit from computer-aided increases in 
efficiency and the wealth creation that goes with it. “As more and more 
elderly workers leave the labor force, there will be opportunities if  
not a desperate need for robots and machines to assume tasks that 
have been done by humans,” Brynjolfsson said. 

For societies to be able to adapt to these challenges, education must 
make greater use of digital technology. It must also be revamped  
to foster skills like creativity and interpersonal relations. “Our 
recommendations are straightforward: work to improve the skills  
of ideation [idea generation], large-frame pattern recognition and 
complex communication instead of just the three Rs [reading, writing 
and arithmetic],” he and McAfee write in The Second Machine Age.   

A collection of 
robot jockeys 
are dragged  

to their  
camels before  

a race

An adapted 
power drill, 

remote-
controlled whip 

and a metal 
frame form the 

basis of the 
robot jockey
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appropriately, a key foundation to members’ 
long-term wealth success. 

However, behavioral research – and the 
practical experience of many pension 
professionals – tells us that no matter how 
much effort is put into DC member engagement 
and education, the majority remain 
unengaged and ill-informed, and invested in 
the default investment option at the default 
(auto-enrollment) contribution rate. The use
of engagement tools offered to members will 
be high among a minority, but generally have 
low pickup.  

UNINTENDED CONSEQUENCES
As a direct result of the UK government’s fee 
cap, DC plan decision-makers now face an 
unenviable challenge. While the previous 
decision framework applied over the 
administration functionality was considered 
separately to the underlying investment 
strategy, these considerations must now be 
brought together. 

Investments will no longer be assessed 
solely on their ability to deliver appropriate 
(after-fee) wealth outcomes. Investment 
strategies will likely be compromised as 

The motivations behind April’s changes in UK pensions are clear 
and, in principle at least, hard to challenge. They include a fee 
cap of 75 basis points on charges borne by defined contribution 

(DC) plan members automatically enrolled in a workplace DC plan, 
alongside a simplification of the regulations concerning withdrawal 
of income from a DC plan.

Auto-enrollment legislation will significantly increase the number 
of employees participating in DC plans; so, the UK government 
understandably wants to ensure that plan participants will not be 
burdened by the private sector through unnecessarily high charges. 
Equally, having compelled people to build their retirement nest egg by 
deferring current consumption, the government has entrusted DC 
savers with the freedom to use their funds to best meet their needs
upon retirement. 

Unfortunately, these well-intentioned policies have associated, 
though no doubt unintended, risks. Imposing an indiscriminate cap
on the “fee budget” to which all UK DC plans and providers must
adhere, without any guidance as to how that budget is allocated between 
record-keeping and administration relative to investments, runs a 
significant risk. 

It is a fact that the wealth generated within a DC plan is a function 
of the money an individual member contributes, compounded by the 
investment return (after fees) achieved on those contributions. 
Although DC plan member engagement tools are perhaps perceived 
as unlikely to improve investment returns on members’ wealth, 
they are not irrelevant distractions – far from it! Such tools can be 
instrumental in ensuring members remain in the DC plan and save 

UNINTENDED CONSEQUENCES 
OF UK PENSION REFORMS

April 2015 was a pivotal month for the UK pension industry as some of the 
most impactful legislative changes in recent history came into effect
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pension plans are forced to employ index (passive) strategies, not 
because such strategies best suit the needs of DC plan members, but 
because of a need to meet an explicit total fee cap. 

Likewise, DC administrators may have to compromise their service 
quality given the high degree of fixed costs (such as call centers) 
involved in member record-keeping. For smaller plans, administration 
costs could be unpalatably high, forcing simplified, and potentially 
sub-optimal, cheap investment strategies to be used to meet the new 
fee budget requirements. The focus on achieving compliance with the 
new rules has given disproportionate exposure to the notion that fees 
are the only metric against which DC plans should be compared. 
This is a misconception. 

ACTIVE VS PASSIVE: FINDING THE RIGHT BALANCE
There are already UK-based DC plans that offer a default investment 
solution consisting of passive investment strategies at a total cost 
of around 0.50% to their members. If, for the sake of argument, we 
assume that the passive investment fees total around 0.10% and 
associated administration costs total 0.40%, such a solution constitutes 
a 4:1 ratio between administration and investment costs. In other words, 
four times more money is spent on the member interface than on the 
wealth generation component. The solution may be less costly, but does 
it represent sensible value for money? 

By contrast, DC plans that use a combination of passive and active 
strategies may have an aggregated investment cost of 0.30% within 
a total cost of 0.70%. Although the total cost is higher, the budget 
dedicated to pursuing the investment outcome is three times that 
of the earlier case, and the budget allocation between member interface 
and investments is more evenly balanced. 

If we accept the earlier proposition that generating retirement 
wealth is a function of the money contributed to the DC plan (together 
with returns), and that administration cost has no direct impact on 
wealth, does it make sense to tilt a scheme’s fee budget towards covering 
administration costs or towards investments? Granted, whether the 
more expensive investment proposition is good for member outcomes
is predicated on those active managers delivering a return premium
after fees. 

PIMCO’s October 2014 Viewpoint – ‘Sorry, Mr. Bogle, But I Respectfully 
Disagree. Strongly.’ – outlines why such a phenomenon continues to 
exist. In a world of tight household budgets that constrain DC plan 
members’ ability to save more, seeking increased returns has never 
been more valuable to DC savers.

In the final analysis, our fee-constrained world means compromises 
must be made. I believe DC plans ought to focus on retirement wealth 
outcomes, the ultimate reason for pensions in the first place! 
Without a genuine recognition of which elements will be relatively 
more instrumental in delivering those outcomes, the pension industry 
risks taking a naïve approach to fee cap compliance. While unintended, 
this could lead to severe long-term consequences for DC plan members’ 
final wealth outcomes.    

W I L L A L L P O R T
is a vice president and business development manager 

in PIMCO's London office, leading its defined 
contribution (DC) practice in the UK and Ireland. Prior 

to joining PIMCO in 2012, he was a vice president 
with AllianceBernstein in their consultant relations and 

sub-advisory client teams, before founding their 
DC pension business in the UK and Ireland 

is a vice president and business development manager 

contribution (DC) practice in the UK and Ireland. Prior 
to joining PIMCO in 2012, he was a vice president 

with AllianceBernstein in their consultant relations and 
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WILLFUL CONSEQUENCES
Change the rules and you change behavior. What may seem obvious 
is being overlooked by a number of European governments

The almost tautological relationship that lies at the 
core of Sam Peltzman’s argument of unintended 
consequences is almost as old as the discipline 

of economics itself. In 1850 Frédéric Bastiat distinguished 
between the “seen” and “unseen” effects of policy. To him, 
foreseeing the unseen was the aim of economic thinking. 

Although psychologists and behavioral economists 
have since dissected how people form decisions, the 
implications of new regulations on human actions are 
often hard to analyze. This is particularly true of pension 
policy as it potentially embraces almost every aspect of 
an individual’s life: how long they will work, how much 
they consume or save, their development of skills, and even 
family planning. 

However, 125 years of pension policy has yielded vast 
experience as to how people react to, for example, changes 
in retirement age or disincentives to insure against 
longevity risk. Yet, it appears as if many recent pension 
reforms are aimed at seen short-term benefits and fail 
to consider the unseen but known long-term effects.  

AN EARLY-EXIT HABIT
Germany’s recent introduction of early retirement at 63 
for people who contributed to the system for 45 years is an 
example of reform with foreseeable consequences. In 
mid-2014, Germany’s Federal Ministry of Labor and Social 
Affairs calculated the costs to be €900 million ($977 
million) for the remainder of 2014, and that 200,000 people 
would take the option in the first year. 

But the number of new early retirees was reached 
within six months and costs ballooned out to €1.5 billion. 
The depressing aspect was that it was predictable. It is 
highly rational for people to respond to such incentives 
and, once introduced, early retirement quickly becomes 
the standard.

In 2000, half of all eligible men in France, Italy and the 
Netherlands retired before the age of 60, and even today 
90% of the working population in Austria retires well 
before the official age of 65. Early exit is popular because 
benefits are often granted without actuarial adjustment. 
This means that not only can you stop working earlier but 
you actually penalize yourself if you do work longer. 

» PREFERRING 
SHORT-TERM 

POLITICAL SUCCESS 
OVER THE 

LONG-TERM GOOD 
APPEARS TO 
DOMINATE 

PENSION POLICY 
IN EUROPE « 

By Richard Wolf
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In Germany, working two additional years compared with 
using the new early retirement option reduces a retiree’s 
pension wealth by around 5%, so it was obvious what 
eligible workers would do. Even worse, the recent policy 
represented a retrograde step, as reforms of the early 2000s 
had closed early retirement loopholes and incentivized 
people to work longer, reversing a long-term sinking 
effective retirement age. 

LAMBORGHINI EFFECT
Another foreseeable consequence will occur due to the UK’s 
2014 decision to allow retirees to cash out their defined 
contribution pension pots in a lump sum instead of an 
annuity without a tax penalty. As experience in Australia, 
New Zealand and elsewhere shows, this will lead to a 
collapse of the annuity market leaving retirees without 
longevity coverage. 

This can also create incentives for retirees to game 
the system. “Double-dipping” is seen in Australia, where 
workers can access superannuation savings at 55 , a full 
10 years before the eligible age for pension benefits. So, 
retirees can spend their savings for a decade and then 
obtain state benefits. This is a profit-maximizing strategy 
for the individual. 

Similarly, the UK government’s decision will increase tax 
revenues, with people splurging retirement savings on 
cars, housing and holidays. Known in the media as the 
“Lamborghini effect”, this could even provide a short-term 
boost to economic growth. However, the tab will be paid 
by future generations who may face increased taxes to 
address higher rates of old-age poverty.

PAVED WITH BAD INTENTIONS
At the turn of the century, eastern European countries 
realized that their inherited Soviet-style retirement 
systems were not capable of handling the challenges 
of an aging society. Most countries introduced multi-
pillar pension systems, which included a mandatory 
occupational pillar that would provide citizens with 
adequate retirement income once generous first-pillar 
benefits phased out.

The region is now experiencing a dramatic rollback 
of these reforms. During the height of the financial crisis, 
Hungary tapped into the honey pot of funded pensions to 
finance excessive budget deficits. Accumulated assets were 
exchanged into first-pillar pension entitlements, which 
simply shifts painful austerity measures into the future.

In 2013, the Polish government followed by taking 
51.5% of the pension fund’s assets in exchange for a credit 
in the country’s notional defined contribution system. In 
addition, the capital-funded system is no longer mandatory, 
and new entrants have to actively opt in. 

In this instance, the government is exploiting inertia, 
the tendency to stick with the status quo. This is one of 
the most hardwired biases in human behavior to overcome 
and means that all social security contributions will be 
channeled to the statutory system, where they will likely 
stay as the window to voluntarily opt in to the second pillar 
only opens every four years. 

According to calculations by Allianz, the ability of the 
Polish retirement system to generate adequate retirement 
income for individuals will deteriorate. Today, an average-
income earner who started working at 24 and will retire 
in the near future can expect around 70% of his final salary 
in retirement benefits. By 2050, this could drop to 
approximately 35%, which will increase the already high 
risk of widespread old-age poverty.

This akrasia of preferring short-term political success 
over the long-term good appears to dominate pension 
policy in Europe. Whether it is campaign goodies offered 
at the expense of pension sustainability, tax revenue 
instead of a lifelong retirement income or easy fiscal 
consolidation in preference to long-term pension adequacy, 
rule makers seem happy to leave known long-term 
consequences unseen.  

Changes in UK policy will see more splurging of retirement savings



MICRO

42  • Allianz

HOW 
THE ELDERLY 

SPEND IT

We all have different ideas on how to 
spend hard-earned cash during retirement 
years. And these can vary dramatically 
between nations, Eurostat figures reveal 

P E RC E N TAG E O F C O N S U M P T I O N E X P E N D I T U R E O N  T O B AC C O

P E RC E N TAG E O F C O N S U M P T I O N E X P E N D I T U R E O N  F O O D

0 %

2.0 %

1.0 %

3.0 %

0.5 %

2.5 %

1.5 %

3.5 %

0 % 5% 10 % 15% 20 % 25% 30 % 35% 40 % 45%

M
O

N
TE

N
EG

RO

U
N

IT
ED

 K
IN

G
D

O
M

N
ET

H
ER

LA
N

D
S

G
ER

M
A

N
Y

LUXE M BO U RG
S PA I N

G R E EC E
C ROAT I A

RO M A N I A

M O N T E N EG RO

RO
M

A
N

IA

TU
R

K
EY

0 % 5% 10 % 15% 20 % 25% 30 % 35% 40 % 45%

Loc al k nowle dge



the statistics for the first time, the 
elderly spend 41.8% on food. The 
elderly in Luxembourg, the richest 
country in Europe, according to gross 
domestic product per capita 
expressed in purchasing power parity, 
spend the lowest proportion on food. 

Footwear-crazed Montenegrins, 
meanwhile, spend the most among 
Europe’s elderly on shoes. And the 
Finns spend the least. Their money 
goes instead to reading material:  
they are the region’s biggest spenders 
on newspapers, books and stationery.

And are the Norwegians the 
undisputed petrol-heads in Europe? 
They spend 14.9% of consumption on 
transport, of which 8% is on buying 
vehicles, according to the figures, 
although this might ref lect the 
country’s high taxes on new cars. 

Regardless of where you are in 
Europe, retirees appear to be a well-
behaved bunch: all retirees steer away 
from narcotics and prostitutes, or at 
least, none admitted to using them. 

confirming BriTiSH STErEoTYPES
Some national stereotypes seem to 
hold true, at least when it comes to the 
British: they remain a nation of pet-
lovers and avidly pursue their love 
affair with their homes and gardens. 
British retirees are the top spenders 
for pets, gardens and recreational 
items and equipment. 

It also appears an Englishman’s 
home is indeed his castle. The British 
are DIY-fanatics and home renovation 
leaders, spending 8.3% of their 
consumption on furnishings, 
household equipment and routine 
household maintenance. Of this 
figure, 3.6% is spent on furniture and 
furnishings, carpets and other floor 
coverings, the highest among 
European retirees.

The British older generation is also 
keen on leisure pursuits, topping the 
spending for recreational and cultural 
services, at 4.1% of consumption.  

Be prepared to abandon any 
national stereotypes right 
now. Figures from Eurostat, 

the European Commission’s statistics 
office, reveal that national spending 
patterns among Europe’s elderly are 
not what you might at first expect.

Who do you think drinks the  
most once they reach 60+? Hands up,  
who said the Irish? Wrong. The Irish 
have relinquished their long-held 
drinking crown to the Danes, recently 
published figures show. In Turkey, 
where 99.8% of the population is 
Muslim, the elderly embrace sobriety, 
spending the least on alcohol. 

According to the data, French 
retirees spent the least on health, 
namely a mere 1.8% of their 
consumption. This is in contrast with 
Latvians, who at 9.7% were the biggest 
health spenders in Europe, though 
much has to do with the individual 
health systems in each country.

And the Germans are also on a 
health kick. They seem to have 
abandoned their beloved cigarettes: 
only 0.4% of their consumption was 
spent on tobacco – together with 
Luxembourg the lowest in Europe. 
Turks, meanwhile, are the biggest 
spenders, outlaying 3.4% on tobacco. 

grEEK SPEnDing goES AWrY
The figures suggest that Greece’s debt 
crisis is worryingly pushing those 
over 60 to splurge on nights away, 
ordering food and becoming the 
smartest dressers around. Rather 
than tightening their belts, elderly 
Greeks are the leading European 
spenders on hotels, catering services 
and clothing. But they spend the least 
on non-alcoholic drinks in Europe.

In Macedonia, where there is a 
poverty headcount ratio of 27.1% of  
the population, according to the 
World Bank, the elderly have different 
priorities and spend the largest 
percentage on food, at 42.9%. 
In Montenegro, which is included in 
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on site to help, but not to police or impose adult 
common sense to those with singed eyebrows, 
grazed knees or bruised thumbs.

BETTER SORRY THAN SAFE
It’s a world away from the prescriptive, soft-
floored, sanitized experience offered by most 
modern playgrounds. But learning to assess 
and take risks is an essential part of healthy 
childhood development; one that we are in 
danger of suppressing by wrapping our kids in 
cotton wool and supervising their every move.

“When you go to other playgrounds, it’s all 
kind of prescriptive, and I knew that that’s 
not what I wanted for The Land,” Morland 
quotes Griffiths as saying. “I believed these 
children could do it themselves and it’s not 
very aesthetically pleasing, but I’m not here 
to conform to an adult sense of order or 
tidiness. It’s not sanitized, it’s wild. And 
that was the big risk I felt I was taking. Are the 

R isk has had some bad press recently. 
In our minds, we tend to associate 
risk with something dangerous, rash 

or reckless. Is this to our detriment? 
People in the developed world have become 

obsessed with safety at all costs, steering 
clear of any danger. Yet, living a fulfilled 
life necessitates at least a certain degree 
of intelligent risk-taking. Polly Morland’s 
book Risk Wise includes nine everyday 
adventures involving risk, which challenge 
our assumptions that risk is something to 
be avoided.

Morland’s first portrayal is of Plas Madoc, 
an adventure playground near Wrexham, 
North Wales. This wasteland, marked with a sign stating “The Land. 
A Space Full of Possibilities”, has become an El Dorado and a haven 
for local kids. They head to this adventure playground to use their 
imagination, build things and play, free from the shackles of 
risk-averse, fearful parenting.

JUNK, OR TREASURE?
OK, it may at first look like a junkyard with its old tires, discarded 
shopping trolleys and general detritus. The brook running through 
the grassy area is full of what appears to be trash, as are the areas 
around it. But look carefully and you will see that this is useful junk, 
recycled time and again to create mini walkways, swings, dens where 
kids can saw wood or hammer with nails, without grown-ups telling 
them to watch out. Here, there are ropes you can swing high with 
and trees you can jump down from, and sometimes hurt yourself. 
A space where children are master, not policed by overprotective adults 
with a list of restrictive rules. The only rule here is “Don’t Burn Plastic”. 
The Land is, in short, a place of freedom: freedom to play, freedom to 
have fun and freedom to assess risks.

Playground manager Claire Griffiths, whose office is an old shipping 
container on the site, fields the happy chaos. Three play workers are 
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WHY NOT?
Understanding and taking risks 

can only enrich humans

RISK WISE

Allianz Global Investors has given the concept of 
an artistic residency a fresh new twist, partnering 
with The School of Life to invite filmmaker and 
author Polly Morland to explore new perspectives 
on risk. Risk Wise is the result of this collaboration

More on: www.allianzgi.com/riskportal
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The Land is 
a place 

where children 
are free 

from adults 
and their 

overprotective 
rules

children going to get this? Are they going to 
go, ‘But where’s the swings, where’s the slide?’ 
But they didn’t. They got it. Like, straight away.”

DANCING ON A STAR
Dorothée Gilbert’s life revolves around risk. 
Gilbert is one of the world’s leading ballerinas; 
an étoile, namely the highest rank of soloist 
(literally, a “star”) with the prestigious Paris 
Opera Ballet and another portrait included 
in Morland’s book. 

Gilbert’s glittering position is down to 
prodigious talent and a huge risk undertaken 
by her parents in pursuit of their ballet-mad 
11-year-old daughter’s happiness. In 1995, 
Richard and Eve Gilbert sold their blouse-
making business in Toulouse, France, to 
uproot to Paris. They wanted to accompany 
little Dorothée, who had just been offered a 
place at the Paris Opera Ballet School, and not 
abandon her to the competitive atmosphere 

at the boarding school there. It’s a gamble few parents would be willing 
to take: within the first year, six out of Dorothée’s nine-strong class had 
to leave. Fortunately, she made the mark. And her father slowly started 
to rebuild the business he had given up in Toulouse. 

But every day, grown-up Gilbert still takes risks when she puts on 
her ballet shoes. Will she fall and hurt herself? Will she make a mistake 
and humiliate herself? Will her performance disappoint or fail to 
impress? Will she give her all only to find it simply isn’t enough, and risk 
her reputation? There is the “technical risk” of her feet being unable 
to handle the choreography. There is personal risk too, “because in 
the embodiment of characters, you bare all, you reveal your inner self. 
And so, if the interpretation isn’t popular, your own personality is on 
the line,” Morland quotes Gilbert as saying.

Above all, there is the risk of injury. During a performance of 
La Bayadère in 2012, Gilbert’s calf muscle unexpectedly ripped in two. 
Snap. Such an injury can come with heavy psychological burdens. 
It can destroy a dancer’s confidence. It can destroy a dancer’s delight 
in the art. And these are real risks that can put dancers out of action 
in the long term. The only thing that can help is time and dancing 
again. “And in the end, you realize that you’re all right,” Morland quotes 
Gilbert as saying.  
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WE’VE GOT RETIREMENT 
NUMBERS ALL WRONG

There is a huge – and potentially dangerous – gap between the number 
of people societies think are retired and reality 

The old-age dependency 
ratio isn’t giving us a 

clear picture of 
retirement numbers
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Among the working-age population there  
are many people not actively participating 
in the labor market. These include those 
studying or unemployed, stay-at-home men 
and women, as well as those younger than 65 
but already in retirement. In some countries 
the number of these retiree are considerable. 
In the past, when unemployment rates rose, 
governments used early retirement as a 
method to clear job queues and provide work 
opportunities for youth. 

Italy took this approach. In the 1970s and 
1980s, policies encouraged an early exit from 
the labor market and the effective average 
retirement age, the age at which people 
actually retire, fell from 65 in 1970 to 59.9 in 
1997 (OECD). In 2012, the effective retirement 
age in Italy was still only 61.1, and the Italian 
statistical office reported that in 2013, 25%  
of pension beneficiaries were younger than 65. 

Italy and Germany are the world’s oldest 
countries after Japan and both face severe 
demographic challenges. Yet, the OAD figure 
fails to reveal the actual economic dependency 
of retirees on the society today. To get a more 
accurate measure it is better to directly look at 
the number of pension beneficiaries (old-age, 
survivor or disability pensions irrespectively 
of age) in relation to the number of those 
currently working, creating a “retirement 
dependency ratio”.

The missing ReTiRees
When this is completed the retirement picture 
changes dramatically. The graph overleaf 
shows the pressure that pensioners place on 
the economy as measured by a retirement 
dependency ratio is far higher than 
demographic indicators suggest. While the 
OAD currently indicates an average of  

W e are not fully aware of how 
dramatic the challenge of 
retirement is because the tools 

used to gauge aging do not reflect reality.  
Why? Because the changes associated with 
aging are not simply a result of demography 
today, but also how societies handled 
retirement in the past.

The old-age dependency ratio (OAD), the 
number that compares those aged 65 years or 
over to those of working age, is an important 
measurement to judge population aging. It is 
also considered a rough indicator of the size  
of the economic dependency of the retired 
upon those of working age, but it is so far off 
the reality that it is dangerously misleading.

To explain why requires looking at 
numbers. As of 2010, the old-age dependency 
ratio in Germany is 30.6. That is, there are 
almost 31 people age 65+ to every 100 aged 15 
to 64. This is high. Back in 1950, the country 
had only 10 people aged 65+ to every 100 of 
working age, but it is part of the extraordinary 
aging process modern societies today are 
moving through. 

According to the OAD provided by the UN 
Population Division, by 2050, Germany is 
expected to have 60 people aged 65+ to every 
100 of working age, an OAD ratio of 59.9. One 
could imagine that the country would have 
time to age gracefully over decades and 
introduce suitable policies and initiatives  
to adapt. However, the OAD fails to capture  
the fact that almost every third German is 
already drawing a pension.

To make that clear, of Germany’s current 
population of 82 million people, some 25 
million already receive a pension. In fact, 
today, there are actually three retirees for every 
five people working, a significantly different 
time frame to that implied by the OAD. 

Why The discRepAncy?
The OAD is based on the age structure of a 
society and how it is impacted by demographic 
aspects such as fertility, mortality and net 
migration. It does not take into account labor 
dynamics and the way these shape the 
relationship between economically active and 
inactive individuals.

» The OAd is sO 
fAR Off  

The ReAliTy As  
TO be 

meAningless, 
peRhAps  

even 
dAngeROusly 
misleAding « 

By Michela Coppola, senior economist

yO u n g –  Ag i n g –  Ag e d  –  s u p e R- Ag e d
 
As a convention, a country is considered young until 7% of its population 
becomes 65 years or older. The country is then said to be aging. When it exceeds 
14%, the country is considered aged and by passing the next 7% threshold,  
or 21%, the country becomes super-aged. Germany, Italy and Japan are said  
to be super-aged today, but another 10 countries could join them by 2020, 
including the Netherlands, France, Sweden, Portugal, Slovenia and Croatia 
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 O l d - a g e d e p e n d e n c y r a t i o     Re t i r e m e n t  d e p e n d e n c y  r a t i o

Def initions: Old-age dependenc y rat io:  pe ople age 65+ / pe ople age 15 - 6 4;  
Ret irement dependenc y rat io:  pension benef ic iar ies/worker s
Sour ce: Austral ian Bureau of St at is t ic s ,  Eurost at ,  Japan Pension Ser v ice, St at is t ic s Japan, Unite d Nat ions , US L abor Of f ice, 
US Social Se cur it y Administrat ion

O l D - Ag e D e p e n D e n c y R At i O S v S R e t i R e m e n t D e p e n D e n c y  R At i O S (2010)

Why many economies around the world may be under more pressure than we realize
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25 elderly for 100 persons of working age in the 
12 countries examined, for every 100 working 
individuals there are actually more than 50 
pension recipients. 

Even in Egypt, a country with low social 
security coverage and so a lower number of 
people receiving a pension, the share of 
pensioners to working people is larger than the 
share of people aged 65+ to individuals of 
working age. The discrepancy is accentuated 
in eastern Europe, where the ratio between 
retirees and employed is among the largest  
in the countries studied due to the combined 
effects of encouraging early retirement  
and the outflow of the young after the fall  
of communism.

Also notable is that the differences between 
countries in terms of retirement dependency 
ratios are more pronounced than those in  
their demographic structure. Compare 
Australia, the US and Poland: although they  
all have an OAD below 20%, their retirement 
dependency ratios range from 30% in  
Australia, to 39% in the US, up to 63% in Poland. 

Similarly, despite being the eldest country  
in the world, Japan’s retirement dependency 
ratio matches that of Romania, a much 
younger country. This indicates economic 
policies and labor market dynamics have a 
more important influence than demographic 
forces in determining the economic burden of 
an aging population. 

This is good news, as it indicates no 
retirement dependency pattern is inevitable 
for a country. The degree to which the old-age 
dependency ratio will burden the working 
population depends on future employment 
levels (especially among the young, women 
and elderly) and on making the elderly less 
dependent on public transfers to ensure the 
quality of the retirement years. 

Don’t misunderstand me: a high old-age 
dependency ratio indicates that we are living 
longer lives. This increased longevity is a 
positive for all of us. However, for the sake  
of our societies and economies, we should  
be concerned about not creating a high 
retirement dependency ratio.  

» tODAy,  
theRe ARe thRee 

RetiReeS  
fOR eveRy five  

peOple « 
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or euro, the absolute amounts are becoming more 
significant.” Trade settled in renminbi has increased from 
CNY500 billion ($80 billion) in 2010 to CNY4 trillion 
($640 billion) in 2014, according to Deutsche Bank. 

“China’s yuan is heading for the currency major league, 
with trading volumes more comparable to the euro, 
sterling, Australian dollar and Swiss franc than its 
emerging market peers,” Reuters reported in early 2015.

 
FEELING THE WAY
However, China maintains a tentative approach to opening 
its economy, aptly described by Deng Xiaoping’s saying 
that the country is “crossing the river by feeling out the 
stones with our feet”. 

Despite ending the dollar peg in 2010, the PBC retained 
control over the exchange rate by introducing a daily 
rate as well as a trading band, which limits the fluctuation 
of the renminbi. The trading band has been widened a 

I f there were an economics road map, China would be 
found at the Mundell-Fleming crossroads. This is 
where the path for financial policymakers divides into 

three: fixed exchange rate, independent monetary policy or 
capital mobility. 

Economic theory has it that, at this point, policymakers 
must make a trade-off. Implementing any two policies 
implies that the third is out of the question, according to 
the Mundell-Fleming model. China seems to be currently 
stalled at the crossing, preferring to find a way to combine 
all three paths with a slight preference for an increasingly 
flexible capital market.

Five years ago in June, the People’s Bank of China (PBC) 
took a decisive move towards liberalizing its currency. 
By basing the renminbi exchange rate on a basket of 
currencies, it ended the two-year-old peg to the US dollar 
introduced in response to the 2008 financial crisis.

“This was important for China to play a more influential 
role in the global financial architecture,” says Franklin 
Allen, professor of finance at Imperial College London, on 
leave from the Wharton School at the University of 
Pennsylvania. “While the volume of renminbi used in 
international trade is still not huge relative to the dollar 

MACRO
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OF PEGS 
AND BASKETS 

Five years after the renminbi was allowed to 
float more freely, the Chinese currency is on 

the way to becoming a global asset class

IF THE RENMINBI’S 
LIBERALIZATION 
CONTINUES, IT IS MORE 
LIKELY TO APPRECIATE 
OVER THE LONG TERM
HELEN LAM

Global oppor tunit ies
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number of times, more recently in March 2014, when the 
bank announced it would allow a fluctuation of 2% above 
and below a midpoint it sets on a daily basis. 

This step-by-step approach is the right way to go for 
China, according to Franklin Allen: “It makes sense to 
proceed in this experimental style, to give firms and 
authorities a chance to practice for the next big step, 
which is the opening of capital accounts.” 

Helen Lam agrees. “The past five years have been 
remarkable in terms of the renminbi’s flexibility. Liquidity 
in the offshore renminbi markets amounts to CNY2.5 
trillion ($400 billion) as of March 2015. The currency is 
well on its way to become a global asset class, offering 
significant opportunities for foreign investors,” says 
the head of Hong Kong fixed income with Allianz 
Global Investors. She expects Chinese authorities 
to widen the trading band further but doubts there 
will be a big bang of reforms: “Capital account 
liberalization will only happen gradually.” 

As China is reforming its economy to shift from 
export-led growth to increasing domestic 
demand, authorities seek to maintain a stable 
currency environment. “We don’t think China 
will depreciate the renminbi, as this would have 
more downsides than upsides to the economy,” says 
Lam. She expects the renminbi to stay flat over the 
course of 2015. “If the renminbi’s liberalization continues, 
it is more likely to appreciate over the long term.” 

This makes the currency attractive to investors. 
“Renminbi bonds can increase investors’ yields while 
helping them to diversify their portfolio. At the same 

Fixed exchange 
rate, independent 

monetary 
policy or capital 

mobility: 
China seems to 

want to combine 
all three

time, renminbi volatility will be lower than that of many 
emerging market currencies.” 

NEW RESERVE FOR THE WORLD
Over the very long-term horizon, the renminbi might be 
able to provide means of diversification in a different 
dimension. During the 2008 financial crisis, as investors 
sought to increase their exposure to foreign currencies, 
many flocked to the US dollar and the euro. “That created 
significant distortions and we are better off with three 
or more reserve currencies,” says Allen. 

Maurice Obstfeld (University of California, Berkeley) 
and Kenneth Rogoff (Harvard) even went as far as claiming 
that China’s currency policy contributed to the 2008 
financial crisis. “Exchange rate and economic policies 
followed by emerging markets such as China contributed 
to the United States’ ability to borrow cheaply and thereby 
finance its unsustainable housing bubble,” they write 
in Global Imbalances and the Financial Crisis: Products of 
Common Causes. 

It will take another 20 to 30 years for the renminbi to 
become a reserve currency, says Allen, “But eventually, it will 
challenge the dollar’s position as the world’s currency.” 
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GDP may be a 
headline-

grabber, but 
there’s a 

lot it doesn't 
reveal 

TAKING A TAPE MEASURE 
TO ECONOMIC GROWTH

A recent book celebrates one of the greatest inventions 
of the 20th century – but how relevant does it remain today?

MACRO
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indicators, environmental indicators, what’s happening 
in terms of government debt and the tax burden that 
implies for our children and grandchildren.”

Coyle – who is also vice-chair of the BBC Trust, the 
governing body of the BBC, and head of Enlightenment 
Economics – has created an elegant insight into GDP, 
including how and why it is compiled, what it counts and 
fails to count. She also introduces intriguing asides such as 
why the US economy increased in size by 3% one day in mid-
2013 and how Ghana’s ballooned by 60% overnight in 2010.

GDP played an interesting role in the career of Margaret 
Thatcher. Unrevised economic data indicated a crisis 
in 1976 that didn’t actually exist, but caused the then 
Labour government to approach the IMF for loans. To meet IMF 
requirements, Labour slashed public spending, which doomed 
them at the elections and swept the Iron Lady into power.  

THE DARK SIDE OF THE ECONOMY
One recent development is the inclusion of black-
market-economy items such as drugs, 
prostitution and weapons trafficking into 
official GDP estimates. Required by the European 
System of Accounts from 2015 onwards, this 
could yield a growth rate of 2.4% for European 
economies and allow countries to more easily 
comply with the EU’s rule of indebtedness. The 
Bank of Italy estimated the criminal economy in 
its country in 2012 to be a whopping 10.9% of 
GDP. Coyle says this will make GDP calculations 
more uncertain. “But, if you’re the central bank 
trying to work out the right interest rate, it’s 

useful to know that during a recession, while the official 
economy is struggling, the shadow economy is thriving.”

So what is the future of GDP? Coyle gives short shrift to 
many alternatives to measure economic growth and 
human welfare. Particularly odious are those relating to 
happiness, such as the king of Bhutan and his attempts to 
increase gross national happiness. Yes, she admits, GDP is a 
flawed measure, but we should not rush to ditch it. “There’s 
nothing else on the horizon, but the character of the 
economy has changed so much,” she muses. “It was a good 
concept for a mass-production economy. But GDP counts 
three spoons as just as good as a knife, a fork and a spoon 
when you’re sitting down to eat, and that’s inappropriate 
for a services-based economy where quality matters a lot.”

However, to switch measures requires someone to 
think about the economy differently. John Maynard Keynes 
gave us the framework on which the idea of GDP was built. 
“We don’t have a modern Keynes to tell us how to think 
about an intangible and extremely variable economy,” 
Coyle says. “Until we get that, we’re stuck with GDP.”  

T here is a three-letter acronym that influences 
your world to a surprising extent. It can determine 
whether you’ll receive a bonus, if you remain 

employed or even if a job exists in the first place. Although 
an abstract notion, it can have real long-term effects on 
your family and country. It even has the power to bring 
down governments and change the course of history.

The acronym is, of course, GDP – gross domestic 
product: the figure used to compare countries' economic 
performance. Diane Coyle, a University of Manchester 
economist and former advisor to the UK Treasury, has 
explored the history of this all-powerful measure in her 
book GDP: A Brief But Affectionate History (2014). 

She traces the origins of GDP back to the early days 
of national accounting in the 17th century, when British 
officials struggled to gain an idea of the income and 
expenditure of the population to assess the country’s 
capacity to fight its many wars. Fast-forward to 
the Great Depression of the 1930s and the 
second world war. The first steps towards GDP 
came as governments desperately demanded 
statistics to help figure out how to escape the 
nightmare of an unprecedented economic 
slump. During the second world war, those 
early calculations were further developed 
as governments raced to determine what could 
be produced with available resources during 
the conflict.

In the postwar era, real GDP growth became 
a key benchmark in assessing the Marshall 
Plan for the reconstruction of Europe. Since 
then, GDP has placed a macro stranglehold on economic 
policy, even as the concept itself has become ever 
more complex to calculate. 

FLAWS IN THE MEASUREMENTS
Given that it appears constantly in the news, business and 
politics, could we be too preoccupied with GDP? “Yes,” 
answers Coyle, a sparrow-sized woman with a spiky, 
bird-nest hairstyle. “Is GDP 0.4% or 0.6%? This can have 
significant consequences, but actually it doesn’t matter, as 
both are within the margin of error and the real number 
could be twice that or even zero, we just don’t know.” 

More importantly, she argues, GDP cannot indicate 
well-being, but is continually being used to do so. “At 
the minimum, you’d want to look at GDP per capita to 
assess distribution,” Coyle explains. “We know in this 
recent recovery most people haven’t seen any increase in 
their real incomes at all; they’ve actually been going down. 

“To understand well-being, you’d want to look at things 
that aren’t measured well in GDP, including sustainability 

» GDP WAS A 
GOOD CONCEPT 

FOR A MASS 
PRODUCTION 

ECONOMY … BUT 
INAPPROPRIATE 
FOR A SERVICES-

BASED ECONOMY 
WHERE QUALITY 

MATTERS A LOT « 
DIANE COYLE

Video
Visit projectm-online.com for an interview with Diane Coyle
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LEARN FOR FREE? YES, YOU KHAN 
In an odd t w i st of fate, Salman K han s w itched f rom hedge f und anal yst to educat ion pioneer 

META The out sider ’s v iew

N amed one of the year’s 100 most 
influential people in 2012 by Time 
magazine, Salman Khan has become 

an educational trailblazer, largely by accident. 
When his cousins in New Orleans were 
struggling at mathematics, the Boston-based 
hedge fund analyst taught them remotely with 
videos he produced and posted on YouTube.

“I soon found that they preferred the 
automated version of me to the real me,” he 
says. They could pause and repeat videos to 
understand points that weren’t clear and 
review something they should have learned, 
without feeling embarrassed.

Before long, Khan began receiving 
comments about his videos from around the 
world. “Sal’s” light-hearted, friendly tone and 
his jokey style struck a chord. “That is the first 
time I smiled doing a derivative,” said one user. 

The videos proved so popular that in 2009 
Khan decided on a radical career change: 
he ditched his job at Connective Capital 
Management and set up the Khan Academy, 
a non-profit organization that offers online 
education for free. “Here I was, an analyst at 
a hedge fund. It was strange for me to do 

something of social value,” he quipped when 
presenting his work at a 2011 TED conference. 

The move meant an 80% pay cut for Khan, 
yet he managed to secure millions from 
donors such as Google and Bill Gates. “I’ve 
used Khan Academy with my kids and I’m 
amazed at the breadth of Sal’s subject 
expertise and his ability to make complicated 
topics understandable,” Gates wrote in Time in 
2012. “Sal Khan is a true education pioneer.” 
Fundraising attracted $16 million in 2012, 
which helps pay the academy’s staff of 80.

The course content has been extended 
from just mathematics to subjects from 
history to healthcare. All contain the same 
clear, conversational style. “People appreciate 
the humanity in the content,” says Khan. 

Videos are translated into almost 40 
languages, while the Khan Academy has 
learners completing four million exercises a 
day. And 900,000 teachers use the academy 
in their classroom to support their teaching. 

Ultimately, Khan hopes that improved 
Internet connectivity will help him to provide 
free education for all, even in remote parts of the 
world. “Let’s find a way to reach everyone.”  

N A M E
Salman Khan

AG E
49

YO U T U B E 
S U B S C R I B E R S

2.15 million
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