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EDITORIAL 
 
On behalf of the AMF, I am delighted to present this new edition of Risk and Trend Mapping. We 
undertook this exercise for the first time in 2007 to obtain a comprehensive and structured view of the 
environment in which we take our decisions. This latest publication draws both on past experience and 
on the lessons learned from AMF’s participation in the newly-established systemic risk boards. It will 
prove, if proof were needed, why this risk mapping is still relevant and why we need it as a tool.  
 
The world has reached a watershed. The financial crisis that began in 2007/2008 has turned into a full-
blown economic crisis affecting not only western economies but also major emerging countries. The 
situation in Europe is singular because it is compounded by a sovereign debt crisis that reflects a 
failure to complete the single currency project, with the attendant risk of a political crisis which would 
rock the continent’s foundations.  
 
I am convinced that Europe’s financial sector will remain fragile until such time as the euro area is 
properly consolidated, notably by creating a banking and financial union organised around the 
European Central Bank, achieving greater regulatory harmonisation within Europe and designing tools 
that will deliver more closely integrated supervision. Outside Europe, until the principle of reciprocity 
and mutual recognition is applied and the regulatory mismatch between the United States and Europe 
brought under control, there will be an ever growing risk that US and European markets will fragment. 
And the efforts made by international organisations to foster consistent regulation and enhanced 
supervision will flounder. 
 
The challenge currently facing regulators is to correctly identify the deep-seated changes underway in 
financial markets so that they can anticipate the new issues and risks to be tackled and determine 
strategies for action on regulation and supervision.  
  
That is why the AMF is closely involved in regulatory work being carried out internationally through the 
Financial Stability Board and the International Organization of Securities Commissions, and at 
European level through the European Securities and Markets Authority and negotiations on Directives, 
in which the AMF takes part alongside the Treasury. It is also why the AMF has reorganised in order to 
step up the monitoring of market participants and develop new analytical and surveillance tools.  
 
In this perpetual battle to avert fragmentation and make markets more transparent, and amid 
considerable uncertainty, the AMF is focusing its efforts in particular on strengthening the protection of 
savers and maintaining investor confidence – its fundamental duty – and also on improving market 
access for companies in order to facilitate business financing.   
 
I hope you enjoy this new edition of Risk and Trend Mapping and would welcome any input you may 
care to make to our work. 

 
 
Jean-Pierre Jouyet, Chairman, Autorité des Marchés Financiers 
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SUMMARY OF RISKS IDENTIFIED AND ACTION TAKEN BY 
THE AMF 
 
 
Scope of the analysis 
 
The annual risk and trend mapping report from the Autorité des Marchés Financiers (AMF) describes 
the main trends on markets and in financing (Chapter 1), market structure and intermediation 
(Chapter 2), household saving (Chapter 3) and asset management (Chapter 4). The report has several 
goals. It seeks to set France’s situation within a broader context that captures major international 
trends and to appraise the latest research with a view to better understanding the often complex and 
fast-moving changes taking place within our environment. It also brings together different perspectives: 
supply and demand, retail and wholesale, market operation and business strategy, macro and micro. 
Finally, it is intended to highlight observations and areas of concern flagged by AMF staff when 
carrying out the regulator’s supervisory and inspection duties and in their dealings with retail investors. 
 
Review of 2011 and early 2012 
 
The main event of 2011 was the deepening sovereign debt crisis in Europe, which reached a “systemic 
dimension”1 in summer 2011, leading to market closures in the second half of the year. In this 
uncertain setting, marked by high levels of volatility and sharp swings in risk aversion, the major trends 
identified during the last mapping exercise in May 2011 persisted and became more pronounced. Bond 
markets and banks remained under heavy pressure, equities were flat, and there was no real upturn in 
securitisation, while emerging markets and high yield segments continued to exert strong appeal 
(Chapter 1). Retail investors showed a marked preference for bank deposits over life insurance, drawn 
by the returns and liquidity of these products as they built up precautionary savings. The proportion of 
low-risk assets in the financial assets of individual investors rose again in 2011 to account for 80% of 
the total. Meanwhile, direct and indirect holdings of equities fell once more, and now account for less 
than 11% of household financial assets (Chapter 3). Finally, the challenging conditions identified for 
French asset management in 2010 carried through to 2011. Assets under management shrank by 
10%, reverting to 2005 levels (Chapter 4). 
 
In terms of banks’ capital market activities, firms continued to reposition themselves, responding to 
clarification of regulatory provisions dealing with organisation of banks (Volcker Rule) and markets 
(Dodd-Frank Act, EMIR) as well as the switch to Basel 2.5 and the impending introduction of Basel 3. 
Coming under pressure in summer 2011, French banks stepped up their efforts to adjust their 
corporate and investment banking businesses and scale back their presence in a number of market 
segments (Chapter 2). More broadly, the deleveraging process set in train by European banks and 
which picked up pace in 2011 raises more questions about the roles played by banks and markets in 
financing the European economy, even if, in the short term, business financing needs are constrained 
by the dim growth outlook and loan origination remains strong in France (Chapter 1). 
 

                                                           
1 J.C. Trichet, Hearing on the ESRB before the Committee on Economic and Monetary Affairs, 11 October 2011: “The crisis has reached a 
systemic dimension”. 
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A number of risks highlighted previously by the AMF were confirmed in 2011. For example, while the 
discussion on exchange-traded funds (ETFs) that began in 2011 pointed up the potential risks 
associated with the two replication models (synthetic and physical) and possibly shared by other funds, 
there was also clearer evidence of risks linked to complex exchange-traded products not structured as 
funds (Chapter 4). Similarly, two years after the “flash crash” of 6 May 2010, the potential risks and 
costs inherent in the spread of high frequency trading are now more widely acknowledged by market 
infrastructures, investors and the regulatory community (Chapter 2). Furthermore, among the subjects 
included in the work programme of the Financial Stability Board (FSB) on shadow banking, the 
systemic importance of money market funds (MMFs) and their behavioural peculiarities were brought 
to light in summer 2011, as US MMFs disengaged from continental European banks (Chapter 4). The 
AMF was extremely active in these three areas, partnering the US Securities and Exchange 
Commission to co-chair two working groups, on ETFs and money market funds, set up by the 
International Organization of Securities Commissions (IOSCO) and chairing an IOSCO taskforce on 
market macrostructure. 
 
 
Identified risks  
 
As with previous mapping exercises, the 2012 report highlights different types of risk. Some concern 
the macroeconomic and financial environment and are fundamental to the way that markets and their 
participants operate. Others concern one market or specific products or participants, or involve the 
French situation only, and thus have a more limited impact. The ability of the regulator to tackle these 
different risks also varies considerably, and the risks themselves may materialise over different time 
frames. Bearing the above in mind, the AMF has identified the following as the main risks:  
 
Macro-financial risks remain extremely high. These risks will depend on consolidation of the 
situation in the euro area and the ability of financial institutions to withstand a further downturn in 
economic and financial conditions in Europe or internationally. In addition to this interaction between 
banking and sovereign risk, another source of concern is non-financial issuers, which face tough 
economic conditions, after pursuing generous dividend policies and carrying out major share buybacks 
in 2011. Looking past individual risks, there is the question of the overall assessment of risk and the 
potential impact on the valuation of financial and non-financial assets; goodwill at French 
companies remains high overall, while the economic and financial situation has been deteriorating for 
several years (Chapter 1). 
 
Market access for companies facing market volatility and jittery investors, at a time when bank 
financing may be harder and/or more costly to obtain. The question is particularly acute in the case of 
small and mid-sized firms, given that private equity fund-raising remains low (Chapter 4). Furthermore, 
deleveraging by European banks is creating new opportunities for non-bank participants, such as 
insurers and fund managers, to position themselves in businesses that were until now provided by 
banks or to acquire bank assets. The implications of these new forms of shadow banking need to be 
assessed, in terms of product and service innovations, requisite expertise and control for these new 
activities, costs for end customers, but also in terms of risk transfer and supervision (Chapter 1).  
 
Risks for the recovery of the securitisation market: There is an emerging risk of fragmentation 
between US and European securitisation markets, partly owing to the effects of different regulatory 
frameworks. The market recovery remains shaky but is vital to the financing of banks and the wider 
economy, provided it is built on sound foundations. This will test the reforms introduced to prevent 
excess on the securitisation market, which reflects a wide variety of situations. In the context of work 
on shadow banking, discussions on the framework for consolidating securitisation vehicles in bank 
balance sheets are key to ensuring the visibility of these activities and maintaining an effective 
framework of incentives (Chapter 1). 
 
Risks linked to the search for yield: In a low interest-rate setting, the search for yield may have 
consequences for risk-taking and spur substantial new investments in riskier, alternative and/or less 
liquid markets, and via new instruments such as fixed income ETFs (Chapter 1).  
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Risks in terms of market fragmentation and transparency: While a better understanding of the 
risks linked to the rapid rise of high frequency trading is emerging, and regulatory proposals are under 
discussion, questions remain over certain aspects of equity market structure, including:  

 market fragmentation and interconnection, which raise such issues as the development of a 
centralised and exhaustive consolidated tape system in Europe, the resources needed for market 
surveillance, and the effects on the delivery of best execution and financial stability 

 the share of trading volumes, notably related to retail order flows, that escapes pre-trade 
transparency obligations and the price formation process 

 the percentage share of over-the-counter (OTC) trading. 

From this perspective, the review of the Markets in Financial Instruments Directive (MiFID) does not at 
this stage offer sufficient guarantees, particularly as regards the status of organised trading facilities 
(OTFs) and the rules applicable to them. This question is also an important one for the reform of OTC 
derivatives markets and the model that will be developed in Europe (Chapter 2). 
 
Risks linked to increased collateral needs: The increase in collateral requirements is a natural 
consequence of the determination to make financial markets more robust – notably through a bigger 
role for central clearing – and address the security requirements of market participants. This increase 
may lead to an overall reduction in leverage within the system, which will contribute to making the 
whole financial system more stable. This is, moreover, a process that is taking place over time, and 
phases of adjustment are to be expected. Even so, these new needs may engender two types of risk: 
first, risks linked to the new practices introduced by the industry to optimise collateral management, 
which may cause risks to be transferred between participants and create a lack of transparency; 
second, at aggregate level, risks in terms of pricing “safe” assets (Chapter 2). Furthermore, despite 
ongoing work on collateral management, securities lending/borrowing and the repo market (see 
Chapter 4), a global initiative on collateral has yet to emerge. 
 
Risks relating to the functioning of CDS markets: Substantial progress has been made since the 
crisis in terms of the information available on CDS markets. Greece’s default in January was managed 
without major disruption, going some way to answering the growing doubts over the usefulness of 
these protection contracts. Even so, the functioning of CDS markets continues to raise questions, 
notably about concentration and transparency levels. Furthermore, a number of developments 
(particularly in prudential regulation) may encourage banks to step up their use of CDS, which may 
distort the incentives of different participants to operate on these markets (Chapter 2).  
 
Risks regarding the marketing and selling of financial products: Several factors may contribute to 
increasing misselling risks for financial products. Retail investors, facing high market volatility for the 
last few years and a relative decline in returns on traditionally preferred investment products such as 
life insurance, may be less careful when selecting products or be drawn to those offering the most 
attractive seeming risks/rewards. Differences in the legal wrappers of products (notably funds vs. 
balance sheet products) may additionally create confusion over the level of protection provided with 
each product category, some of which remain complex for retail investors (Chapter 3). Meanwhile, the 
financial crisis may prompt intermediaries to rethink their marketing objectives, which may increase 
risks in terms of marketing practices (management of conflicts of interest, disclosure and advisory 
obligations, product development, etc.).  
 
Risks for some participants that may be more vulnerable because of the crisis: The financial 
crisis has upset the business models of some firms and heightened competitive pressures. Smaller 
companies may be less able to withstand these pressures, potentially leading to some consolidation. 
Among market intermediaries, changes affecting transaction execution may undermine the business 
models of certain firms, prompting them to scale back their controls or technological investments 
(Chapter 2). In asset management, new management companies are still being established at a brisk 
pace, reflecting the expertise and entrepreneurial spirit of the French industry. However, in view of 
volatile market conditions, additional vigilance and stricter requirements are needed. More broadly, the 
management industry in general needs to find new sources of growth and adjust to the challenging 
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market and competitive environment (Chapter 4). Finally, in view of the rapid growth in the number of 
financial investment advisers (FIAs) – from approximately 2,900 in late 2010 to over 4,500 today – 
steps should be taken to assess the resources needed to better understand this population group and 
monitor it more effectively (Chapter 3). 
 
Risks linked to the impact of the financial crisis on the allocation of household saving: With 
households favouring liquidity, the shortfall in long-term savings continued to widen. Equity holdings fell 
again in 2011, and the number of individual investors holding shares directly has been falling steadily 
since 2007 (Chapter 3). Longer-term questions include household risk appetite, the clarity of rates of 
return across different asset classes, in view of volatility, the risks of procyclical behaviour and the 
resulting need for advice and the impact of tax incentives. These themes were the subject of an 
academic conference organised by the AMF and the Autorité de Contrôle Prudentiel (ACP) in 
May 2012. They are major challenges, both for the well-being of households and for the financing of 
economic activity. 
 
Finally, as in 2011, two types of risk remain important for the medium term: risks linked to the 
growing role of passive investing in price formation (Chapter 4), and risks linked to the 
financialisation of commodities markets (Chapters 1 and 4). Chapters 2 and 4 also take a detailed 
look at the specific risks linked to high-frequency trading and exchange-traded products, including the 
risks to financial stability. 
 
The following table summarises these risks. It is not directly comparable to the table provided in last 
year’s report, because the crisis has exacerbated certain risks and highlighted other pressure points. 
That said, the relative importance of some of the themes identified in 2011 has lessened, notably 
where these topics have been added to the European or international regulatory agenda. 
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Action taken by the AMF  
 
The AMF takes a variety of initiatives, making regulatory proposals for the French and/or international 
framework, adjusting its own resources and market approach, performing enhanced oversight and 
special inspections, and conducting awareness raising exercises. Some of the activities undertaken by 
the AMF and the priorities it has identified are reviewed below. 
 
Monitoring listed companies: the AMF published two recommendations, in November and December 
2011, reiterating the importance of the transparency and accuracy of risk and valuation disclosures, 
notably when reporting results to the market. The AMF called on listed companies to provide detailed 
information on sensitive geographical areas and operating sub-sectors. It also asked companies to 
report on the factors they took into account when deciding whether or not to write down assets, as well 
as key assumptions for goodwill impairment tests. The AMF continued to monitor companies closely to 
ensure the integrity and quality of information provided to the market.  
 
Small and mid-sized firms: the AMF continued its efforts to promote market access for small and 
mid-sized firms, both at home and at European level, seeking to strike the right balance between 
investor protection and proportionate obligations for issuers. This work is continuing as part of market-
wide efforts set in motion by the publication of the Rameix-Giami Report and aimed notably at 
determining the type of trading platforms (equities or bonds) that might address the specific needs of 
small and mid caps. 
 
Complex and/or risky products: in late 2010, the AMF and the ACP adopted a proactive policy 
towards highly complex structured products marketed to retail customers. This approach has yielded 
very positive results and has been replicated in other European countries. It is being included in 
broader discussions on product intervention by regulators. The goal now is to assess whether the 
criteria need to be reviewed to take account of changes in the market environment and the products 
offered to retail customers, but also to consider to what extent this approach should be replicated or 
adjusted for use with other products. The AMF also routinely reviews many marketing brochures 
prepared by banks and management companies and often asks for amendments to be made, usually 
before release but sometimes afterwards, to ensure that these documents are easier to understand 
and make risks clearer to investors. In 2011, the AMF examined 850 marketing documents during 
approval and marketing authorisation phases. In the case of highly speculative products that are 
aggressively marketed online (forex, binary options, auto-trading, etc.), the AMF is continuing to 
monitor the domestic situation closely, in conjunction with the ACP and the ARPP, France's self-
regulatory organisation for advertising. In parallel, the AMF is seeking to build a consistent and strong 
European approach to bolster cooperation between regulators and clarify legal issues on this topic. 
 
Enhanced oversight of certain participants, inspections: against the backdrop of the financial 
crisis, high market volatility and heightened competition between participants, the AMF stepped up its 
oversight of participants that might be particularly weakened by these developments. The AMF also 
performed inspections of regulated entities (investment services providers, FIAs, market 
infrastructures) that are concentrated in areas of substantial risk. In addition, specific inspections were 
carried out on a number of issues covered by regulatory projects at European and international level, 
such as collateral management and the potential risks linked to repo market transactions. 
 
Organisational changes to enable the AMF to monitor market developments more effectively 
and take action early on: the AMF confirmed its main strategic guidelines last summer, a year and a 
half after adopting its Strategic Plan. The 2010 creation of the ACP-AMF Joint Unit and the Investor 
Relations Directorate (DREP) made it possible to enhance oversight of financial product marketing and 
better assess the risks to investors. In 2011, the AMF created a Markets Directorate, which 
encompasses monitoring of intermediaries and infrastructures as well as market surveillance, and 
increased the staffing for these units, which put the AMF in a better position to track the rapid changes 
on markets. Then, in early 2012, the AMF restructured the Asset Management Directorate by merging 
the units that monitor companies and products. The primary aim of these changes, which were 
accompanied by a host of cross-functional initiatives, including the creation of a Risk Committee in 
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early 2010, an Advertising Committee in 2011 and the Savings Observatory in 2012, is to enable the 
AMF to identify risks at an earlier stage and respond faster.  
 
Active participation in European and international discussions: the AMF is involved in all major 
regulatory projects, including: 

 MiFID negotiations: in the light of equity market trends, the AMF believes it is vital to improve 
incentives for firms to take part in price formation beginning at the pre-trade information stage, and 
thus to opt to execute trades on a transparent market that brings together a range of investors. 
This objective is reflected in the rules applicable to trading platforms and in the scope of 
transparency waivers. The AMF is also continuing to take part in discussions on the place of high-
frequency trading in market functioning. 

 preparation of EMIR technical standards (the AMF chairs ESMA’s post-trade standing 
committee): these standards cover, in particular, the rules for central clearing obligations, risk 
mitigation techniques for contracts not subject to central clearing obligations, provisions applicable 
to clearing houses and derivatives reporting to trade repositories. In addition to the stringent 
requirements for uncleared contracts defined in these Level 2 measures, the final mix of incentives 
and obligations for OTC derivatives clearing will be shaped by interactions between EMIR and the 
prudential framework established by the CRD IV Directive. Furthermore, the draft Regulation on 
central securities depositaries (CSDs) will have a determining impact on Europe’s post-trade 
industry. 

 work on shadow banking at the level of the FSB and the European Commission, and in particular 
the reform of money market funds, where the goal is to prepare recommendations based on the 
options identified in an IOSCO consultation. The AMF and the Australian Securities and 
Investment Commission (ASIC) also co-chaired an IOSCO working group on securitisation. With 
securitisation continuing to suffer from reputational effects, the goal is to promote the identification 
of structures covering high-quality, simple, standardised and transparent assets, where investors 
can understand the product’s complexity and assess its risk profile and potential future 
performance. 

 discussions within IOSCO on CDS markets, following a request by the G-20 to assess the 
functioning of these markets and their role in the formation of underlying prices: a number of 
priorities are emerging, notably for CDS transparency, trading and clearing; other questions also 
need to be investigated, such as the consequences of the concentration of these markets, the 
potentially destabilising effects of using certain CDS-related techniques, or the consequences of 
using CDS for regulatory purposes. 

 the European Commission’s Packaged Retail Investment Products (PRIPS) initiative is vital 
because competition is increasing between the different legal forms of products offered to 
individuals, which are in many cases subject to inconsistent rules. 

 
Involvement in discussions about possible structural reforms to the European banking sector: 
because of the vital role that banks play on markets, these discussions are also of interest to the 
market regulator. The Volcker Rule under discussion in the USA illustrates the difficulties entailed in 
defining the businesses of banks. Nevertheless, while a legal definition will never be perfect, regulators 
should be able to pick out a number of criteria that may be used to gain a better understanding of risks 
and identify activities that are necessary to orderly markets and financing, as well as those that, 
conversely, could create significant conflicts of interest and threaten financial stability.  
 
Macroprudential framework: the AMF also takes part in the work of the Financial Stability Board 
(FSB), the European Systemic Risk Board (ESRB) and the French Financial Regulation and Systemic 
Risk Board (COREFRIS). These new forums enable joint work to be done on emerging issues and 
improve exchanges between central banks, prudential regulators and market authorities. A major 
outstanding task in this context is to identify macroprudential tools that are appropriate for the markets. 
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CHAPTER 1: MARKET TRENDS AND FINANCING  
 
Markets in 2011 were affected by macroeconomic uncertainty and stress linked to the sovereign debt 
crisis in Europe. The credit ratings of the USA and several European countries, including France, were 
lowered. After a calmer spell in early 2012, made possible notably by exceptional refinancing measures 
taken by the European Central Bank, the threat of a systemic crisis began mounting again in the 
spring. This chapter reviews the major developments on credit, equity and commodities markets. 
 
 
1.1. The crisis deepens  
 
The euro area sovereign debt crisis dictates market movements 
 
Beginning in early August 2011, euro area financial markets experienced major shifts, dictated by 
developments connected with euro area sovereign debt and its interaction with the banking and 
financial system. Fears of a Greek default and uncertainty about the assistance packages put in place 
by the International Monetary Fund (IMF) and the European Union (EU) led to steep falls in financial 
markets from summer onwards, followed by extreme volatility as market fears extended simultaneously 
to Italy, Spain and Portugal. The prospect that the crisis might spread to these three other countries 
prompted European nations to significantly increase the financial resources provided to the European 
Financial Stability Facility (FESF) and its replacement, the European Stability Mechanism (ESM). At 
the same time, amid a worsening liquidity crisis for banks, the European Central Bank (ECB) 
conducted two three-year long term refinancing operations (LTROs).  
 
In March 2012, Greece’s private and public creditors agreed on a solution to the crisis, which included 
cancelling EUR 107 billion in debt out of a total EUR 350 billion (Box 1). This led to a brief market rally 
and a decline in risk aversion, helped by healthy indicators from the US economy. The upturn fizzled 
out as Spain failed to convince the markets that it had a viable fiscal austerity plan. These concerns 
combined with investors’ doubts about whether the US Federal Reserve would pursue its highly 
accommodative monetary policy, which triggered a fresh bout of upheaval on global financial markets. 
 
 

Figure 1: Equity market indices (January 2011 = 100) Figure 2: Interest rates on sovereign debt 
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Box 1: Unwinding Greek CDS in March 2012 

 
In February 2012, European leaders drew up a second rescue plan for Greece, worth USD 130 billion, which was 
conditional on the participation of at least 75% of Greece’s private sector creditors in a securities swap to wipe out a 
portion of Greece’s outstanding debt. On 8 March, approximately 86% of private creditors holding Greek 
government securities agreed to the proposed exchange, well over the 75% needed to ensure a lasting deal, but 
lower than the Greek government’s initial target (90% voluntary participation). Although below expectations, this 
successful result enabled the Greek government to activate collective action clauses and thus force holders of 
Greek bonds who were unwilling to take part to accept the swap. 
 
Activation of these clauses led the International Swap and Derivatives Association (ISDA) to qualify the restructuring 
of Greece’s sovereign debt as a “credit event”, which in turn triggered CDS contracts in Greek government debt to 
compensate investors for Greece’s partial payment default. The payout to CDS holders was determined by auctions 
organised by ISDA, which set the recovery value of Greek sovereign debt at 21.5%, meaning that CDS sellers had 
to pay 78.5% in a payout to CDS holders. Given the low net value of CDS on Greek sovereign debt at the time of 
the decision to unwind the contracts (USD 3.67 billion), the total payout amounted to just USD 2.89 billion (Source: 
DTCC).  
 
Contrary to initial fears, the triggering of Greek CDS did not cause additional instability on financial markets. There 
were several explanations for this: 

 market participants had long since priced in the possibility of a partial payment default by Greece and hence the 
possibility that CDS backed by Greek securities might be unwound; 

 a large proportion of investors had long since withdrawn from the market for Greek sovereign CDS; 
 the recovery rate on Greek sovereign securities was estimated before the auctions at around 20-30%, in line with 

the results following the auctions carried out by the ISDA – by comparison, the rate after the Lehman failure was 
only 9%; 

 the amount of financial assets posted as collateral against counterparty default on the market for Greek sovereign 
CDS was sufficiently large to reassure markets and investors; 

 European banks had low exposure to Greek CDS. According to statistics published by the European Banking 
Authority (EBA), the three banks with the largest exposure each had net short positions of between 
EUR 100 million and EUR 300 million. 

 
 
Developments in 2011 highlighted the systemic nature of the sovereign debt crisis. On the one hand, 
banks and insurers hold large portfolios of government securities, and sovereign downgrades have a 
negative impact on their balance sheet, market refinancing capacity and ability to finance economic 
activity. On the other hand, fears over government debt push up risk aversion, which affects all markets 
and hence the ability of different issuers to place their securities on the markets. The financing 
behaviour of different agents within the euro area reflects these fluctuations in risk aversion and the 
instability of market financing. The change in the five-year sovereign CDS spreads of euro area 
peripheral countries clearly illustrates investors’ growing fears concerning the macroeconomic and 
financial outlook of these countries. Between May 2011 and May 2012, the five-year sovereign CDS 
spread for Italy rose by nearly 252 basis points, while the spread on Portuguese CDS increased by 307 
basis points (Figure 3). 
 

Figure 3: Five-year sovereign CDS spreads in several euro area countries (bps) 
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Table 1: Sovereign risk indicators  

Country Five-yr CDS 
Year-on-year 

change 
S&P Moody’s Fitch 

Debt / GDP 
(May 2012) 

Debt / GDP 
(May 2011) 

Greece 5,730.13 +4,327 CCC C B- 165.4 144 
Portugal 893.5 +307 BB Ba3 BB+ 103.3 83.2 
Ireland 483 -136 BBB+ Ba1 BBB+ 107 94.2 
Spain 359 +188 BBB+ A3 A 68.2 63.4 
Italy 353.4 +252 BBB+ A3 A- 120.1 118.1 
Belgium 176.1 +70 AA Aa3 AA 99.7 98.6 
France 116.1 +64 AA+ Aaa AAA 85.5 83.5 
Austria 113.5 +72 AA+ Aaa AAA 72.1 70.4 
Denmark 112.5 +87 AAA Aaa AAA 46.5 46.6 
Netherlands 72.6 +49 AAA Aaa AAA 64.4 64.6 
UK 55.6 +3 AAA Aaa AAA 79.5 76.5 
Germany 40.6 +12 AAA Aaa AAA 81.5 78.8 
Sweden 45.4 +26 AAA Aaa AAA 36.8 40.8 

Source: Bloomberg and Datastream (updated on 3 May 2012) 

 

The beneficial impact of the ECB’s exceptional support measures 
 
The sovereign debt crisis hit euro area banks hard. In France, their share prices tumbled, by around 
60% for Société Générale, 70% for Crédit Agricole and 50% for BNP Paribas between January 2011 
and May 2012 (Figure 4). Banks’ difficulties in refinancing and the seizing-up of the interbank market 
once again led the ECB to play a major support role, notably via two exceptional three-year financing 
operations provided under the LTRO. Each operation, in December 2011 and February 2012, was 
worth about EUR 500 billion. As regards securities issuance, a substantial portion of new paper once 
again took the form of covered bonds (Figure 5) since investors were reluctant to hold unsecured bank 
securities. While the major reduction to bank balance sheets through deleveraging – a process that 
gained added momentum in the second half of 2011 – help limiting new issues, this factor is offset as 
large borrowings organised before the financial crisis fell due. Furthermore, in some euro area 
countries, such as Spain and Italy, banks are seeing their base of depositors (domestic but especially 
foreign) shrink, which is eroding a portion of their stable resources.  
 

Figure 4: Bank share prices, France  
(index, January 2007 = 100) 

Figure 5: Covered bond issuance in Europe  
(EUR billion) 
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After a severe adjustment to bank credit in 2010, offset in part by new issuance on markets, 
companies restored balance to their financing mix in 2011, although volumes remain low  
 
In 2010, there was a major trend towards disintermediation in the financing of euro area businesses. In 
2011, companies restored some balance to their sources of financing both at euro area level (Erreur ! 
Source du renvoi introuvable.) and in France (Figure 7). Despite steps by banks to deleverage and 
tighten lending terms, a process that was still gaining momentum in early 2012, companies were able 
to go to the banking system for a portion of the resources needed to finance their business. Following a 
severe adjustment in 2010, credit distribution became positive once more in 2011, even if the amounts 
involved remained extremely modest. Consequently, the amount of financing raised on the markets by 
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companies was down sharply, at EUR 33 billion in 2011 compared with EUR 64 billion in 2010 for 
bonds. 
 

Figure 6: Corporate financing, euro area (rolling four-quarter net flows, EUR billion) 
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Figure 7: Corporate financing, France (rolling four-quarter net flows, EUR billion) 
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Companies at all rating levels issued debt on the markets. Generally speaking, businesses’ access to 
markets was supported by strong fundamentals (sound earnings, reasonable debt) and low default 
ratios, which led to attractive spreads, especially when compared with the spreads for finance sector 
issuers (Figure 8). However, debt issuance by lower-rated companies was more erratic (Figure 9), as 
their ability to place issues tended to decline during surges of risk aversion. This was particularly true in 
the second half of 2011, when speculative bond issuance in Europe and the USA suddenly dropped 
away, reflecting difficulties affecting the sovereign debt of certain euro area countries. 
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Figure 8: Corporate debt spreads (bps) Figure 9: Speculative bond issuance (USD billion) 
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1.2. European banks reposition 
 
Banks under pressure 
 
Interactions between sovereign and banking risk put banks under heavy pressure on the markets. 
Compounding the situation, the Basel 3 framework requires banks to boost capital levels and modify 
their financing structures, as well as, in some cases, their business models. These developments had 
several consequences: 
 
 Banks are required to increase their capital: many banks opted to anticipate the entry into force 

of Basel 3 and comply with the new solvency rules from 2013. Moreover, in October 2011, the 
European Council approved EBA proposals requiring banks to comply with a Core Tier One ratio 
of 9% by 30 June 2012, adding a buffer to absorb potential losses on European sovereign debt 
portfolios. The EBA estimated that banks would need EUR 115 billion in additional capital, 
including EUR 7.3 billion for French banks. 

 
 Investor transparency requirements remain strong: banks’ exposure to sovereign risk was 

precisely measured and presented in a harmonised manner in EBA communications in 2010 and 
2011; moreover, since the liquidity crisis of summer 2011, banks have provided detailed 
disclosures on liquidity levels, short- and medium/long-term funding structures and their financing 
needs in USD (see also section 4.4). In addition, attention is being paid to the transparency of risk 
weighted assets as a tool for assessing and comparing banks’ risk levels2, a subject that is being 
explored within the Basel Committee. More specifically, with banks being forced to reduce their 
total RWA (see section 2.6), questions are now being asked about the RWA optimisation 
strategies being implemented. Furthermore, discussions are continuing on the type of information 
to be provided by banks. The EBA held a consultation in April 2012 on the needs of investors and 
users with respect to the information published under Pillar 3 of the Basel regulations, and the 
Financial Stability Board set up the Enhanced Risk Disclosure Taskforce in March 2012 to come 
up with principles that would apply to the publication of 2012 financial statements. 

 
 Pressures on banks’ funding have consequences for the search for funds: the new Basel 3 

framework increases the incentives to take deposits, particularly from retail clients. Banks also 
have incentives to change their product line-up to put the emphasis on balance sheet products. 
Structured products, for example, were chiefly marketed in 2011 as EMTNs rather than funds (see 
sections 3.4 and 4.1). Mutual banks, meanwhile, have significantly increased their issuance of 
ownership shares in recent years and are likely to continue in the same vein in 20123. As part of 

                                                           
2 See also Le Leslé, Avramova (2012): the authors describe the RWA measurement debate and identify the main possible reasons for 
differences between countries or based on bank structures.  
3 Most of the mutual banks, i.e. 19 Banques Populaires, 17 Caisses d’Epargne (through Sociétés Locales d’Epargne), 22 Caisses Régionales 
de Crédit Agricole and 10 Caisses Fédérales du Crédit Mutuel, now submit prospectuses for AMF approval. 
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this, banks are working hard to solicit customers. For example, Crédit Foncier launched a bond 
issue in early 2012 through a public offering that was heavily advertised and that was essentially 
accessible via a dedicated internet portal. 

 
 However, the rise of innovative CoCo-type funding instruments remains limited, although the EBA 

has authorised banks to issue buffer convertible capital securities (BCCS)4. In France, the 
governor of the Banque de France has told French banks that they should meet the temporary 
requirement of 9% with hard capital – not with these convertible hybrid instruments. 

 
Table 2: Changes in bank financing patterns since 2008 (ECB, 2012b)  

Increasing role of deposits, notably from retail customers and at longer maturities

Capital 

Decline in the ratio of debt securities to assets (halved since 2006)  Lengthening of 
overall average maturity
Increase in funding costs across all types of securities, including covered bonds

Decline in interbank liabilities as a proportion of banks' total assets
Rise in the share of domestic liabilities in total interbank liabilities

Interbank 
funding

Customer 
funding

Debt
securities

Growing recourse to central bank financing
Change in the composition of collateral 

Growth in capital-to-assets ratio since 2009, reflecting an increase in capital and a
decline in banks’ assets

Increasing role of deposits, notably from retail customers and at longer maturities

Capital 

Decline in the ratio of debt securities to assets (halved since 2006)  Lengthening of 
overall average maturity
Increase in funding costs across all types of securities, including covered bonds

Decline in interbank liabilities as a proportion of banks' total assets
Rise in the share of domestic liabilities in total interbank liabilities

Interbank 
funding

Customer 
funding

Debt
securities

Growing recourse to central bank financing
Change in the composition of collateral 

Growth in capital-to-assets ratio since 2009, reflecting an increase in capital and a
decline in banks’ assets  

  Source: AMF, taken from ECB (2012b) 

 
New forms of financing emerge  
 
The lines are shifting as banks fall back from certain market segments:  
 
 New firms are positioning themselves in activities previously performed by banks: insurers 

and funds are building up their credit businesses, notably in property (see announcements by 
Axa). Securitisation arrangements are also being considered for activities such as commodities 
trading, an area that has seen a major withdrawal by banks. Finally, since banks have incentives to 
sell a portion of their credit claims to reduce total RWA, some management companies are 
becoming more active in claims management; these claims, which are held in investment vehicles 
and aimed at institutional clients, may involve a wide range of assets, such as project financing, 
property assets and debt overstretch.  

 
 Some sectors that may be especially affected by the bank withdrawal are looking to obtain 

direct funding. This is true for local authorities, which stepped up their issuance in 2011 and 
20125, and for certain companies rated high yield. This type of approach may be less 
straightforward for small and mid-sized firms (see Rameix-Giami Report on the French market in 
particular). Finally, on the European market, the share of USD issuance has increased since the 
final quarter of 2011 (see AFME (2012)): in high-yield issues, the proportion is up from an average 
of around 22% in recent years to close to 40% in the first quarter of 2012. 

 
Other developments may also continue to shape the banking landscape  
 
Discussions on structural reforms of the banking sector in Europe (see section 2.8), as well as work by 
the Basel Committee on the capital requirements for the trading book, may continue to drive changes 
in banks’ strategies and shape their role in financing the European economy and on markets. The 
Basel Committee’s trading book proposals have been put out to consultation until 7 September 2012. 

                                                           
4 The EBA has authorised banks to issue buffer convertible capital securities (BCCS) until 30 December 2012. These securities will be 
converted into equities if the Core Tier One ratio is lower than 7%. From 1 January 2013, conversion will be activated if the ratio falls below 
5.125%. Provision was also included for BCCS to be issued in exchange offers involving existing hybrid securities that will cease to be 
recognised under Basel 3 and CRD 4. See the 2011 risk mapping report for a description of the potential risks associated with CoCo-type 
instruments. 
5 Notably the Rhônes Alpes, Provence Alpes Côte d’Azur and Champagne Ardenne regions, as well as the Pays de la Loire region, which 
organised an EMTN programme. The Limousin and Auvergne regions also launched issues with public offerings in 2011.   
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They cover a number of key themes, such as the boundary between the banking book and the trading 
book, use of value-at-risk and recognition of market illiquidity risk. 
 
1.3. The search for yields and investor behaviour 
 
The strength of certain market segments reflects the search for hields  
 

The ability of the market to absorb bonds issued by risky companies (during non-stressed periods), at a 
time when massive public-sector issues could have saturated demand and caused crowding-out, 
reflects investors’ efforts to seek out returns in a low interest-rate setting. These investors may be 
private individuals, whose demand is channelled via collective investment funds, or institutional 
investors dealing with major liability constraints, such as defined benefit pension funds, which must 
honour pension commitments, and insurers, at least as regards the portion of their liabilities that 
include guaranteed returns. Appetite for risky corporate debt and the significant variability of this 
appetite are clearly illustrated in new assets flowing into fixed income ETPs (Figure 10), which 
intensified markedly in the first few months of 2012 as calm returned to debt markets. The same 
appetite contributed to strong growth in leveraged loans in the USA, which returned to high levels 
(Figure 11) and which will probably be redistributed to investors via securitisation deals (issues of 
collateralised loan obligations for example, see below). 

 
Figure 10: Worldwide net new assets into fixed income ETPs  

(USD billion and %) 
Figure 11: Leveraged loan issuance  

(EUR billion) 
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Substantial flows to emerging countries  
 

The search for returns also spurred investments in emerging countries. Nominal returns in these 
countries, some of which were also reporting sound macroeconomic performances, provided support 
for a huge inflow of capital from the most advanced countries. The movement can be seen clearly in 
debt securities issuance on emerging markets, which was extremely strong in 2011 and early 2012 
(around USD 300 billion during the first quarter). 
 

Figure 12: Debt securities issuance on emerging markets (USD billion) 
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1.4. Despite efforts to relaunch securitisation on sound foundations, the market is 
still struggling to get going again 

 
A significant decline in issuance in the USA and continued heavy reliance on ECB programmes 
in Europe 
 
The situation on the securitisation market remained one of contrasts in 2011. On the primary market, 
issuance fell steeply in the USA6, to around EUR 1 trillion (-20% compared with 2010 – Figure 13). In 
Europe, issuance held up, notably on certain segments, such as consumer or SME loan securitisation. 
But, as in 2010, the vast majority of issuance in Europe in 2011 (three-quarters) took place within the 
framework of central bank refinancing. Overall, firming was noticeable at the end of the year across all 
sectors and zones. After surging since the subprime crisis, Re-Remic7 issuance fell slightly in 2011 in 
terms of the number and size of issues, but continued to account for a significant portion of 
securitisation activity. 
 

Figure 13: Issuance of securitisation vehicles in Europe and in 
the USA (EUR billion) 

Figure 14: Worldwide issuance of 
resecuritisation vehicles (EUR billion) 
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Pressure on the credit quality of speculative vehicles, while the CLO market is supported by the 
strong performances of underlying portfolios  
 
In terms of creditworthiness, default rates for speculative-grade asset classes rebounded sharply in 
2011 and the downgrade ratio remained at high levels (Figure 15). The ratio represented more than 
one-third of the number and over one-quarter of the outstanding amount of securitised products rated 
by Standard & Poor’s. These downgrades essentially concerned mortgage-backed products, i.e. RMBS 
and CMBS. By contrast, there was a clear improvement for collateralised loan obligations (CLOs) and 
collateralised debt obligations (CDOs) in the USA and in Europe, where these products accounted for 
the bulk of upgrades (see Figure 16 for Europe).  
 

                                                           
6 Susini (2012) sees the combined impact of several factors: “a decline in the liquidity available for certain types of risk, an increase in the risk 
premium for certain position profiles, but also a relative contraction in demand for – or supply of – credit, owing to weak growth”. 2012 is 
viewed as a year of transition, notably because of regulatory reforms.  
7  Resecuritisation of real estate mortgage investment conduits: these are securitisation transactions in which the underlying assets are 
securities backed by mortgages that were initially rated AAA but then subsequently downgraded. The risks inherent in these products were 
highlighted in the AMF’s 2010 and 2011 risk mapping reports.  
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Figure 15: Default and rating transition rates for structured 
finance products (%) 

Figure 16: Downgrades and upgrades in EMEA in 2011  
by asset class (%) 
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Securitisation and covered bonds 
 
Trends on securitisation and covered bond markets are now being regularly compared to highlight 
differences and similarities in product structures (see Table 3) as well as divergences in the growth 
trajectories of these two market segments since the crisis. The securitisation market remains 
depressed despite initiatives to boost market transparency and investor confidence8. By contrast, 
covered bond issuance has grown strongly (see Figure 5). The favourable treatment granted to 
covered bonds under Basel 3 and Solvency 2 rules, which reflects their special and extremely secure 
legal framework, may be a factor in boosting demand for these products at the expense of 
securitisation. But the two markets are complementary, and covered bonds are not a substitute for 
securitisation. Notably, the scope of underlying claims is narrower (essentially property loans in the 
case of mortgage bonds, as well as public sector loans), and the growing share of covered bonds in 
bank financing raises the question of asset encumbrance. The UK and Italy have thus introduced 
regulations to limit the share of bank assets that may be financed by covered bonds.  
 

Table 3: Covered bonds and mortgage-backed securities: similarities and differences 

 Covered bonds MBS 
Issuer Generally the operational entity, i.e. the bank  Special purpose vehicle (SPV) 
Oversight The issuer usually performs special oversight No special oversight for the SPV as a rule 

Recourse 
Dual recourse to both issuer and collateral, including 
their respective cash flows 

Recourse to collateral and cash flows generated 
according to whether the tranche held is senior or 
junior 

Impact on originator’s 
balance sheet  

Claims usually stay on the balance sheet of the 
institution that granted them  

Assets (or associated risks) are transferred to the 
SPV 

Standardisation 
Products extensively standardised within a legal 
framework  

Low product standardisation, determined primarily on 
contractual basis  

Underlying asset pool 
Dynamic and actively managed, with new claims 
replacing maturing ones  

Static and precisely defined most of the time. The 
assets stay within the SPV 

Issuance structure / pre-
payment risk  

Bullet maturity. Investors bear no pre-payment risk Amortised redemption as a rule. Investors bear a risk  

Capital weighting  
Generally 10% under the standard method, 
preferential treatment under internal method  

Based on rating  

Credit risk  Borne by the issuer  Borne by investors 
Daily management  Issuer Third party 
Valuation of claims and 
LTV 

Legal restrictions on valuation and conservative LTV 
levels  

Market value, no LTV restrictions 

Transparency rules Partly dictated by law Depend on contract 

Rating methodology  
Rating partly based on fundamentals, but product 
treated much like structured finance  

Structured finance approach  

Liquidation 
Cover pool ring-fenced in the event that the issuer 
becomes insolvent  

SPV ring-fenced in the event that the issuer becomes 
insolvent 

Source: Banque Stratégie (2012) 

 
FSB work on securitisation 
 
The regulatory framework for securitisation has been considerably tightened on both sides of the 
Atlantic since the crisis, although Europe and the USA have taken different options in terms of holding 

                                                           
8 For example, the ECB has launched an ambitious loan-by-loan transparency programme via the European Datawarehouse, which is 
scheduled to be operational in September 2012.  
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and transparency rules. At the request of the FSB, and as part of work on shadow banking, IOSCO is 
currently working with the Basel Committee to develop recommendations for retention, transparency 
and standardisation, notably if significant divergences emerge between regulatory frameworks or 
industry practices (FSB, 2012b; IOSCO, 2012c). Other avenues may also be explored, notably in the 
area of promoting a secondary market for securitised assets. Labelling projects are also still being 
discussed9. 
 

Box 2: Changes to accounting standards on consolidation and shadow banking 
 
In May 2011, the IASB published new standards on consolidation methods, including IFRS 10 on consolidated 
financial statements, which replaces IAS 27/SIC 12. The new standard is expected to come into force on 1 January 
2013. 
 
The effects of IFRS 10 have not yet been clearly determined, notably because they are hard to identify based on the 
qualitative tests that have been carried out. The new standard is also fairly complex and leaves some discretion in 
terms of determining the “control” exercised by the company, which is defined, in particular, as “the ability to use its 
power over the investee to affect the amount of the investor’s returns”. By comparison, Europe’s consolidation 
framework applies a broad definition, and anything that allows the company to benefit from the majority of risks and 
rewards is included in the financial statements. 
 
 A less stringent consolidation framework? There is thus a risk that the new standard might increase the 
possibility of off-balance sheet structures, introducing new opportunities for shadow banking and creating potential 
uncertainty for users of corporate and bank balance sheets. For this reason, close attention must be paid to 
application of this standard and its eventual impacts on transparency. The goal of promoting convergence in US and 
European accounting standards should not result in the introduction of a consolidation framework that is less robust 
than what already exists in Europe. 

 
 
1.5. Equity markets continued to be affected by macroeconomic and financial 

uncertainty  
 
The euro area crisis, but also macroeconomic uncertainty more broadly, continued to depress equity 
markets in 2011. Persistent uncertainty about exit scenarios for the crisis caused considerable 
instability in valuations, illustrated by the volatility peaks recorded in 2011 (Figure 18). Over the year, 
the main European indices fell sharply, mostly between 10% and 15%. The CAC 40 index gave up 
17% (-13% with reinvested dividends). Despite the US sovereign downgrade, American markets 
actually held up well, owing to the low exposure of their banks to European government debt, coupled 
with perceptible signs of an economic recovery. In early 2012, a pronounced rebound was observable, 
notably on emerging markets (Figure 17).  
 
Markets were extremely volatile and lost ground overall 
 

Figure 17: Equity market performances at 19/04/2011   
(MSCI indices,% change) 

Figure 18: Implied volatility (%) 
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9 Cf. Prime Collateralised Securities (PCS) programme launched by AFME and EFR. 
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Given their exposure to sovereign risk, euro area bank and financial stocks posted their biggest falls 
since the start of 2010 (Figure 19). Moreover, fears over growth prompted investors to prefer defensive 
stocks to cyclicals. By contrast, US cyclical stocks were buoyed by bright economic prospects.  
 

Figure 19: Sector performances from early 2010 to 19/04/2012 (MSCI indices,% change) 
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Source: Bloomberg 

 
Economic and financial conditions were not conducive to corporate financing transactions 
 
Following a strong start to 2011, with a number of major deals (Swiss company Glencore raised around 
USD 10 billion on the London market, while Hutchinson carried out a USD 5.4 billion initial public 
offering (IPO) in Singapore), business on the IPO market slowed abruptly in summer 2011 as the 
European sovereign debt crisis created more turmoil. 
 
Over 2011 as a whole, volumes were down sharply (40%) to EUR 165 billion and the flat performances 
persisted into the first few months of 2012. The slowdown was especially pronounced in Asia, where 
IPOs were fewer in number and smaller in size. Even so, although volumes contracted by more than 
60% in 2011, the Asia zone still accounted for one-half of all global issuance volume (Figure 20). The 
Hong Kong Stock Exchange was particularly busy, continuing to attract foreign companies that want to 
be listed in the region, following in the footsteps of such firms as Prada, which was listed in 2011.  
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
A decline in new issuance by listed companies 
 
Capital market issuance by existing listed companies in both the financial and the non-financial sectors 
was down on the previous year. For 2011 as a whole, capital increases declined by 16% globally to 
USD 290 billion and this trend continued into early 2012, especially in Europe and Asia (Figure 21). 
Market conditions were partly responsible for the weakness, while on the demand side, the downturn in 
acquisitions lessened financing requirements (Figure 22).  
 
 

Figure 20: Capital raised during IPOs  
(USD million) 

0

50,000

100,000

150,000

200,000

250,000

300,000

2009 2010 2011 2011 -Q1 2011 -Q2 2011 -Q3 2011 -Q4 2012 -Q1

USA EMEA

Asia-Pacific Rest of World

 
Source: Bloomberg 



Risk and Trend Mapping 2012 
Chapter 1 – Market trends and financing 

 

Risk and Trend Mapping No. 12 – July 2012  22 
Autorité des Marchés Financiers 

Figure 21: Worldwide share issuance by listed companies  
(ex IPOs, USD billion) 

Figure 22: Worldwide mergers and acquisitions 
(USD billion, number) 
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France displays the same trends  
 
In Paris, while the number of IPOs was stable in 2011 (9 on Euronext and 14 on Alternext), the amount 
raised fell steeply, totalling less than EUR 150 million, compared with EUR 435 million the previous 
year. Some firming was noticeable at the start of 2012, however, with capital raised in the first quarter 
alone (EUR 183 million) exceeding the figure for the whole of 2011. Cash capital increases by existing 
listed companies also declined considerably, from EUR 2.6 billion in 2010 to less than EUR 1 billion in 
2011. 
 
Amid challenging market conditions, listed companies pursued generous dividend and share 
buyback policies 
 
As in 2010, companies partly made up for poor share performances by maintaining generous dividend 
and share buyback policies, which likely illustrate the lack of investment strategies or opportunities, 
particularly in terms of acquisitions. Within the euro area, the dividend yield was up in 2011 and in early 
2012 exceeded the yield on 10-yr government bonds (Figure 23). In France, dividend payouts jumped 
to around EUR 38 billion in 2011 (Figure 24).  
 
 

Figure 23: Euro area dividend yield and government bond yields (%) Figure 24: Payouts, CAC 40 firms (EUR billion) 
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At the same time, share buybacks increased in 2011, notably in the USA, where, according to Federal 
Reserve data, they easily outstripped the amount of new issues (Figure 25). However, within the euro 
area, despite the decline in gross issuance, the share of equity markets in net corporate financing rose 
slightly, according to the European Central Bank. Even so, companies again made substantial 
buybacks, initially estimated at a gross EUR 12.5 billion in France, compared with less than 
EUR 9.2 billion in 2010 (Figure 26).  

 
Figure 25: Net share issuance by listed companies 
(issues less buybacks and cancellations, EUR billion) 

Figure 26:Share buybacks in France 
(gross data, EUR billion)  
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Persistent fears about future demand for equities  
 
As has been stressed on various occasions in previous mapping reports, changes to the prudential and 
accounting frameworks are affecting institutional investors’ demand for long-term assets (see also 
Chapter 3 on changes affecting retail investors): 

 
 at the accounting level (IFRS 9 and IFRS 4), mark-to-market accounting is making the 

balance sheets of financial institutions more sensitive to short-term market fluctuations. 
Institutional investors’ holding of long-term assets could suffer as a result, and such investors 
could simultaneously be encouraged to adopt procyclical approaches; 

 
 on the prudential front, the Basel 3 and Solvency 2 reforms could make it disadvantageous to 

build up long-term savings. In the case of Basel 3, to comply with the new liquidity ratios, 
banks have an incentive to increase their holdings of short-term deposits, which cause 
household savings to be diverted from other longer-term vehicles; these ratios also favour 
certain assets, such as covered bonds and sovereign securities. In the case of Solvency 2, 
the new prudential framework for insurers establishes high capital requirements for holding 
equities, and, to a lesser extent, for holding corporate bonds, which could encourage insurers 
to reduce their exposure to these types of assets. 

 
At global level, recent analyses (see McKinsey, 2011) emphasise that the growing share of emerging 
economies in holdings of financial assets (estimated at 21% currently, potentially 36% by 2020) could 
also lead to a significant rebalancing between assets. McKinsey estimates that the share of global 
financial assets invested in listed shares could fall from 28% today to 22% by 2020, causing an equity 
gap to open up. This shift would reflect changes in developed economies having to contend with 
population ageing as well as other changes such as the prudential reforms mentioned above, but also 
difference in the allocation choices of investors in emerging economies, which have traditionally 
invested less in equities. 
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1.6. Commodities: contrasting developments across products but structural 
changes take hold  

 
Soft commodities and industrial metals were down overall in 2011, while energy and precious 
metals gained ground  
 
In contrast with the previous two years, when most commodity prices increased substantially, the 
situation was more mixed in 2011, not merely by sector but also by period. Prices for the main 
commodity categories rose in the first few months of the year. The trend then reversed through to the 
autumn, before prices ultimately began heading back up again at the year’s end. All in all, soft 
commodities and industrial metals were down in 2011, while energy and precious metals gained 
ground.  
 

Figure 27: Spot prices of selected commodities 
(Goldman Sachs GSCI spot indices; 01/01/2007 = 100) 
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Higher oil prices at the beginning of 2011 chiefly reflected geopolitical tensions in the Middle East 
(particularly the Arab Spring), especially when Libyan production was affected. Following this, the 
intensification of the sovereign debt crisis from the summer onwards and deteriorating economic 
prospects had a negative impact on oil prices until the autumn. Tensions between Iran and the West 
then pushed oil prices higher again towards the close of the year.  
 

Figure 28: Oil production, consumption and price 
(% y/y change in world production and consumption, price in USD/bbl) 
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Agricultural commodities were helped by far more favourable weather conditions in 2011, particularly in 
Eastern Europe. Global wheat production rebounded, causing prices to fall by around 19% from the 
closing level at the end of 2010. Corn production also jumped, but extremely sustained demand 
curtailed the price decline (Figure 29). Meanwhile, after exploding in 2010, industrial metal prices 
softened markedly in 2011, reflecting the cooler pace of economic activity. The LMEX index of 
industrial metal prices was down by nearly 22% year-on-year (Figure 30). Copper prices followed a 
similar pattern, despite the small increase in global supply and heavy growth in demand from emerging 
countries.  
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Figure 29: Spot prices of selected soft commodities  
(January 2007 = 100) 

Figure 30: LMEX index of industrial metal prices (01/01/2007 = 100) 
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Precious metals had a less spectacular year, with gold prices rising by a mere 11%, after surging by 
nearly 29% in 2010. The slower pace of increase reflected several factors. Mediocre equity market 
performances probably prompted investors to realise capital gains by selling their gold assets. Dollar 
appreciation in second-half 2011 also had an adverse effect on gold prices by encouraging investors to 
buy dollar-denominated assets, especially US Treasuries. And with inflation remaining moderate, 
notably in the euro area, gold may have lost some of its appeal as a hedge against higher prices.  
 

Figure 31: Gold and silver prices  
(USD per oz.) 
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Activity softens on commodity derivatives markets  
 
Activity on OTC commodity derivatives markets increased slightly in 2011, with notional amounts 
outstanding in commodities contracts rising by 5% at end-December 2011 year-on-year (see also 
section 3). But activity fell sharply on organised markets, contracting by 7.4% at end-December 2011. 
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Figure 32: Number of derivative contracts traded on organised 
markets (June 1998 = 100) 

Figure 33: Notional amounts outstanding in OTC derivatives  
(June 1998 = 100) 
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Swap dealers and money managers account for more than one-half of open positions  
 
Weekly statistics gathered in the USA by the Commodity Futures Trading Commission (CFTC) can be 
used to measure the presence of the largest non-commercial traders in commodity derivatives markets 
for each commodity traded, on the basis of the outstanding futures and options held by each category 
of trader10. The CFTC also now reports the shares of different trader categories on commodity 
derivatives markets, breaking participants down into producers, merchants, processors and users, 
swap dealers, money managers and other reportables11. The following charts track the respective 
shares of these categories of traders, as defined by the CFTC, between 2006 and 2011, on the oil and 
wheat futures markets. In both cases, the proportion of “physical” traders has declined virtually 
continuously since 2006 and is now significantly lower than the proportions of swap dealers and money 
managers. These two categories are the most heavily financialised and together account for more than 
half of the open interest in these two types of commodities. 
 

Figure 34: Share of oil futures market by trader category  
(% of total positions) 
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Source: CFTC  

Figure 35: Share of wheat futures market by trader category 
(% of total positions) 
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10 The data are from the Commitments of Traders Report and are updated every Tuesday. 
11 The data are from the Disaggregated Commitments of Traders Report published by the CFTC since September 2009. 



Risk and Trend Mapping 2012 
Chapter 1 – Market trends and financing 

 

Risk and Trend Mapping No. 12 – July 2012  27 
Autorité des Marchés Financiers 

Box 3: The USA adopts position limits for commodity derivatives markets  

 
In October 2011, the CFTC implemented the Dodd-Frank Act by adopting a rule setting position limits for commodity 
derivatives markets in the USA. Although some measures were introduced to tone down the initial proposals, following a host 
of negative reactions from the industry, the approach taken is nonetheless ambitious, since it is not limited either to spot-month 
limits or to position management12.  
 
Dodd-Frank provides for the introduction by the CFTC of position limits for derivative products (futures, options and swaps) 
related to underlying agricultural, energy or metal commodity contracts. These limits are explicitly designed to lessen and/or 
prevent sudden, excessive price swings linked to speculation or market manipulation, while ensuring that participants pursuing 
legitimate hedging activities have access to adequate liquidity.  
 
The contracts covered by the rules are those whose underlyings are included in a list of 28 commodities13. Virtually all 
derivative products are concerned, including futures and options but also swaps (cleared and uncleared) that are economically 
equivalent to futures. In other words, the limits apply not only to listed derivatives traded on marketplaces such as the Chicago 
Mercantile Exchange, but also to “economically equivalent” contracts, i.e. that have the same underlying and that are traded on 
US territory. 
 
The provisions of the rule are as follows:  
 
 Limits will be placed on positions taken in the period preceding settlement of the transaction (known as spot 

month position limits), equal to a number of contracts whose notional total amount may not exceed 25% of deliverable 
supply of the underlying commodity. The limits will be applied separately to positions in physical-delivery contracts and 
cash-settled contracts relating to the same underlying (combining futures and swaps);  

 Non-spot-month limits will be placed on positions taken outside this period, applicable to all products with the same 
underlying, both for all months combined or in a single month, and based on the total number of physical-delivery and 
cash-settled contracts (futures open interest, options open interest, cleared swaps open interest and uncleared swaps 
open interest). For the nine legacy agricultural futures contracts, which are already subject to position limits, the non-spot-
month position limits are expected to be set in the final rule at the levels called for by the CME group, which are higher 
than the current limits for these underlyings. 

 
 
The debate continues over the link between speculation and commodity prices  
 
A comparison of oil and wheat prices and the net speculative positions in these commodities does not 
prove irrefutably that speculation and the prices of these commodities are strongly correlated. In the 
case of wheat, however, a similarity can be observed in the change in net speculative positions and the 
price of wheat during certain periods.  
 
 

Figure 36: Oil price and speculation (net speculative positions in 
thousands of contracts, oil price in USD/bbl) 
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Source: CFTC  

Figure 37: Wheat price and speculation (net speculative 
positions in thousands of contracts, wheat price in USD/bushel) 
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12 Position management refers to the powers of regulators to intervene to force traders to review, on a case-by-case basis, the number of 
positions held on a market. Spot month position limits apply during the final month of listing.  
13 Nine legacy agricultural contracts, which were already the subject of position limits (CBOT Corn, Oats, Soybeans S and SM, Soybean Oil, 
Wheat, ICE Cotton 2, KCBT Hard Winter Wheat and MGEX Hard Red Spring Wheat) and ten other non-legacy agricultural futures contracts 
(CME Milk Class III, Feeder Cattle, Lean Hog, Live Cattle, CBOT Rough Rice, ICE Futures U.S. Cocoa, U.S. Coffee C, U.S. FCOJ-A, Sugar 
No. 11 and 16); four energy contracts (NYMEX Henry Hub Natural Gas, Light Sweet Crude Oil, New York Harbor Gasoline Blendstock and 
New York Harbor Heating Oil) and five metal contracts (COMEX Copper, Gold, Silver, NYMEX Palladium and Platinum). 
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These markets are attracting more and more participants  
 
In addition to the CFTC statistics, other information is pointing to structural developments in commodity 
markets and the participation of a growing number of traders. The latest data from a survey by the UK’s 
Financial Services Authority (FSA, 2012) show that hedge funds accounted for just over 4% of 
commodity derivatives markets, an increase since the survey was first conducted in October 2009 
(2.5%, 3.7% and 4.4%). In the FSA’s view, this is one of the segments, along with convertible bonds 
and interest-rate derivatives markets, where hedge funds have their largest relative footprint (measured 
by the gross value of their exposure compared with market size). Total institutional investment in 
commodity markets over the last decade is thought to exceed USD 300 billion14. 
 
Commodity markets are not, moreover, immune to the trends observed in other markets and described 
in Chapter 2, notably the rise of high-frequency trading (HFT)15 (section 2.2). This growth is being 
fuelled by the increased standardisation of commodity derivatives contracts and by the increased 
possibilities for arbitrage between markets and asset classes. It is reflected in recent efforts by 
organised markets to facilitate the use by market participants of low latency strategies 16. According to 
data provided by Tabb, HFT accounts for more than 60% of futures contract trading on the CME.  
 
Finally, as described in Chapter 4 (section 4.3), commodity exchange-traded products (mainly gold and 
other precious metals) attracted sizeable flows in 2011 (Figure 97), both into ETFs17 and into products 
not structured as funds (ETPs). Commodities thus account for approximately three-quarters of the 
global ETP market18. These products and other products available online offer ways to speculate in 
gold and, more recently, oil (section 3.7), and make it easier for retail investors to participate in trading.  
 
 
1.7. Summary of Chapter 1 
 
Market trends in 2011 and the first few months of 2012 primarily reflect the lack of a real end to the 
crisis and uncertainty about the outlook, especially for Europe, but also for the global economy and the 
banking sector. The exceptional measures adopted by the European Central Bank, and notably the two 
LTROs in late 2011 and early 2012, relieved the strain on bank liquidity and financing, paving the way 
for a period of calm in first-quarter 2012 that issuers took advantage of. However, the risk of a 
systemic crisis has heightened again significantly with the political crisis in Greece and concerns 
about the Spanish property market and banking sector.  
 
In addition, changes that could have a structural effect are starting to take shape, reflecting policy 
adjustments by banks: these include an increased role for markets in financing the European economy, 
the withdrawal of banks from certain capital market and financing activities, regional refocusing, 
developments in bank strategies in terms of funding (targeting customer deposits) and financing (role 
of covered bonds, repurchase of hybrid debt, issuance of loans and ownership shares to networks, 
etc.).  
 
In this difficult and uncertain macro-financial setting, from the market regulator’s perspective, the 
main risk involves the quality of disclosures and valuations provided by companies when they 
publish their financial statements and report to the market. This concern is reflected in 
recommendations published by the AMF in late 2011, which cover, among other points, the valuation of 
financial and non-financial assets and writedowns, as well as disclosures to be provided by companies, 
including about areas of risk, assumptions used and the sensitivity of these assumptions.   
 

                                                           
14 Statistic cited in “Ban index funds, ETFs to rein in oil prices”, Bloomberg, 6 April 2012. 
15 See also BIS (2011), which describes the rise of HFT on currency markets, differences and similarities with trends observed on equity 
markets and possible implications for regulators. 
16 Cf. “LME signs up for high speed push”, Financial News, 6 May 2012, and “CME Co-Location Services to Launch January 29”, CME press 
release, 10 October 2011. 
17 See “Copper ETF plan would ‘wreak havoc’”, Financial Times, 23 May 2012. 
18 AMF estimates based on Blackrock data. 
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Other identified risks include: 

 Difficulties in accessing markets, both generally, because of possible market closures during 
spikes in risk aversion, as in 2011, but also for certain companies, particularly smaller firms or 
weaker institutions within the banking sector. New issuers looking to access the markets also have 
to work hard to satisfy the obligations that come with issuer status. 

 Vulnerability of the securitisation market, which continues to suffer from reputational effects, 
and which compared less favorably with covered bonds, and is affected by the co-existence of 
different regulatory frameworks. 

 Emergence of new forms of financing to replace conventional bank financing, necessitating not 
only a different monitoring approach by regulators, but also the development of specific expertise 
and controls by firms seeking to establish themselves on these new segments. 

 Potential marketing risks, which could arise from efforts by banks to raise funding, notably if 
customers are provided with inadequate information about product characteristics. 

 Risks linked to high market volatility, which may put market infrastructures under pressure and 
complicate market surveillance. 

 Risks linked to the search for yields in a low interest-rate setting, which may encourage 
participants to increase risk-taking and promote investment flows to alternative and/or less liquid 
markets. 

 Risks linked to changes in the structure of commodity markets (increased financialisation, 
rise of high frequency trading and role of commodity exchange-traded products). 
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CHAPTER 2: MARKET STRUCTURE AND INTERMEDIATION 
 
 
Market structure is changing rapidly, driven by technological innovation, regulatory reform and the 
repositioning of market intermediaries. This chapter describes the latest trends observed on cash 
markets (equities and bonds), derivatives markets, and at the level of infrastructures and 
intermediaries. 
 
2.1 Equity markets are increasingly complex and interconnected, which makes 

them potentially vulnerable  
 
In Europe, trading on platforms with regulated market (RM) or multilateral trading facility (MTF) status 
is distinguished from trading conducted off these execution venues, whether on crossing networks 
(CNs), or over the counter (OTC). 
 
Further increase in trading not covered by pre-trade transparency obligations 
 
Trading volumes on dark MTFs, such as Posit and Sigma X, are still below levels at which the 
equivalent US ratio appears to be settling (as shown in Figure 38, levels in the USA stand at 
approximately 12% or even 13% according to the latest statistics). However, they are growing strongly 
(Figure 39). Intermediaries’ internalisation activities are also increasing robustly and seem to be 
correlated with the growth of dark pools (see Figure 39 and Figure 40). Overall, orders traded on dark 
MTFs or CNs in Europe rose from around 4% of total orders in late 2010 to around 8% in the first 
quarter of 2012. The total share of OTC (including CNs) remains high, at around 50% according to 
AMF data, although certain difficulties remain in measuring trading conducted off RMs and MTFs 
(multiple reporting, inclusion of riskless principal trading on US and UK markets). 
 
 

Figure 38: Full-year average daily volume on US dark pools and 
market share (millions of shares, % share) 

Figure 39: Monthly activity of dark MTFs and broker crossing 
networks in Europe (EUR million) 
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Figure 40: Europe: Dark pool categories (% of trading volume) 

 
Source: Rosenblatt Securities, company reports, Thomson Reuters 

 
 
Order flows are becoming harder to interpret, raising a need for progress in processing and 
consolidating data  
 
The fragmentation of trading among different venues is not the only factor complicating the market 
landscape: other factors are making it harder and more costly to interpret order flows, including the 
increased variety of order types and pricing structures of execution venues, as well as technical 
problems in consolidating order flows (linked for example to imperfect synchronisation of European 
market data). These factors are all obstacles to the implementation of best execution rules. Institutional 
investors are increasingly pointing to difficulties in order execution, as illustrated by the provisional 
findings of the Kay Review in the UK and views expressed during ESMA and IOSCO consultations on 
HFT19. In Europe, there are also questions over the execution of order flows from retail investors, in the 
wake of the debate about the Volume-weighted Best Bid and Offer (VBBO) indicator used by Equiduct, 
a German platform 20. 
 
To improve this situation, steps are needed to standardise flows (protocols) and ensure better 
synchronisation21 of the pre- and post-trade data of execution venues. Given the obstacles to 
interconnection, the first priority is to develop a consolidated tape system, which would also entail, as 
the US example shows, agreeing on the major questions involving the financing and governance of this 
infrastructure. 
 
Academic research demonstrates that the growing specialisation of trading venues and 
services is not always beneficial and may create new costs 
 
The observed trends may reflect deep-seated changes in the structure of markets and competition. 
One key question involves the specialisation of trading venues and services. While supposed to 
address heterogeneous trading needs, such specialisation also enables liquidity providers, to pool risks 
by trading on alternative platforms that place less emphasis on immediacy of execution. Gresse (2006) 
shows that the collective benefits of a new platform are demonstrated only if the platform reduces the 
effects of information asymmetries: risk sharing lowers the costs of adverse selection and of managing 
liquidity providers’ securities inventories, but the fragmentation created by the alternative platform also 
allows opportunist traders to “cream-skim” uninformed orders and take them, where appropriate, to the 
primary market. This type of trading thus limits the ability of market makers to rebalance their 
inventories and pushes up the cost of liquidity. The significance of these cream-skimming effects is 
also noted in recent research (Bolton et al., 2011), which stresses the risks that the rise of OTC 

                                                           
19 See also Fidessa (2012), who details the difficulties entailed in measuring best execution in Europe and the USA. 
20 Equiduct is a RM supervised by the Berlin Region and Bafin. The main shareholders are currently Knight and Citadel Securities, which are 
also market makers on Equiduct. Equiduct calculates Volume-weighted Best Bid and Offer (VBBO) in real time from the lit order books of 
Europe’s main trading platforms (exchanges and MTFs). In theory, VBBO is supposed to be better than or equal to the home market VWAP 
for any order size. Last March, ESMA ruled that the Equiduct market model complied with the pre-trade transparency requirements defined by 
the European regulation implementing MiFID. 
21 Although it is technically possible to synchronise market clocks, such synchronisation would not be enough to implement or assess 
execution strategies, because traders must take account of the latency with which they receive information and access markets. Some data 
vendors offer this type of service. 



Risk and Trend Mapping 2012 
Chapter 2 – Market structure and intermediation  

Risk and Trend Mapping No 12 – July 2012  32 
Autorité des Marchés Financiers 

markets poses to competition between intermediaries22 and, beyond that, to transparent securities 
markets. 
 
An impact on public price formation too  
 
Furthermore, growth in the share of trading that is not subject to pre-trade transparency requirements 
may also have an impact on the formation of public prices. The traditional trade-off by regulators 
between pre-trade transparency and liquidity may thus have to be revisited if the public price formation 
process, which is largely a positive externality of market trading, is ultimately undermined by the 
extension of transparency waivers. Much remains to be done in this area of research. 
 
The determinants of liquidity provision and its robustness need to be more effectively identified  
 
Given the changes underway on equity markets, it is crucial to more effectively identify the 
determinants (sources and incentives) of liquidity provision and to better understand the underlying 
informational mechanisms. Several observations may be made on this topic as regards the situation in 
Europe: 
 
 Banks’ ability to provide liquidity: the provision of liquidity on securities markets is partly 

dependent on the ability of intermediaries to finance their capital market activities and on 
developments in prudential regulations (see below, section 2.6). 

 Status and obligations of liquidity providers: the distinct profile and statutory obligations of 
market makers have tended to fade in favour of more complex liquidity provision programmes and, 
in some cases, of execution venues that are subject to less restrictive rules (systematic 
internalisation systems, for example). Clarifying the status of participants that are subject to strict 
liquidity provision requirements (in particular for illiquid securities and during adverse market 
conditions) could help to raise their profile and strengthen the incentives to adopt this status. 

 Liquidity provision and competition between execution venues: liquidity provision is highly 
sensitive to parameters such as pricing structures, listing suspensions, ticks, and so on. It is 
important to take this into account to develop a harmonised approach to competition between 
venues and with regard to trading infrastructure risk management. 

 New strategies that make markets more interconnected: market integration, which is supported 
by the development of derivatives markets and funds, has encouraged the development of 
arbitrage strategies based on the observation of correlations between a growing number of asset 
classes and instruments (ETFs, derivatives, commodities, etc.). The liquidity of different products, 
markets and market segments is thus increasingly substitutable, and markets are becoming more 
and more interconnected in this regard. 

 
 

                                                           
22 Bolton et al. (2011) stress that the information held by liquidity providers may lead to excessive information rent extraction: "Entrepreneurs 
with good assets can either sell their asset in the organized market, where it gets pooled with all other assets and therefore will be 
undervalued, or they can negotiate a better price with an informed dealer in the OTC market. The cream-skimming activity of informed 
dealers imposes a negative price externality on the organized market, as uninformed investors operating in this market understand that they 
only get to buy an adversely selected pool of assets. This negative price externality in turn weakens the bargaining position of entrepreneurs 
selling good assets in the OTC market, (…). This negative externality on organized markets is why (…) rent-extraction by informed dealers 
actually increases as the OTC market expands. This is also the reason why: i) there is excessive information rent extraction in the OTC 
market; and consequently, ii) the financial OTC market attracts too much talent." 
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2.2 Risks linked to high-frequency trading (HFT) are now better identified but work 
remains to be done in terms of analysing the impact on prices, financial stability 
and market integrity  

 
HFT continues to play an important role and is developing in the mid cap segment  
 
The order/trade ratio, an indicator of the presence of HFT, increased significantly through to the end of 
2011, climbing to 33 orders to trades, reflecting higher market volatility during the period. It then 
reverted to levels that, although lower, were still higher than those observed at the beginning of 2011. 
 
In the mid cap segment, the order/trade ratio is lower (14 in January 2012, compared with 24 on the 
CAC 40) but follows the same patterns as on the CAC 40 (Figure 42)23. The consequences of the 
spread of algorithmic and high-frequency trading in mid caps, which usually have lower liquidity, need 
to be analysed. Recent empirical work (Boehmer et al., 2012) has shown that, in contrast with the 
general trends, increased algorithmic trading tends to reduce liquidity for small caps. 
 

Figure 41: Order/trade ratio, CAC 40 index 
(millions of trades, millions of orders, %) 

Figure 42: Order/trade ratio, mid caps 
(millions of trades, millions of orders, %) 
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“Pure” high-frequency traders, which make up only a portion of total HFT, alone account for 
around 50% of all orders issued and close to 20% of volumes 
 
The AMF estimates that “pure” high-frequency traders, i.e. specialised participants that have been 
identified as HF traders and that designate themselves as such, made up around 17% of the trading 
volume on the CAC 40 in the final quarter of 2011. The overall share of HF trading, which is also used 
for own account purposes by traditional market intermediaries, is higher and estimated at around 30% 
in Europe (see ESMA, 2011b). 
 
In terms of orders, two pure HF traders are the biggest providers of orders on the CAC 40, accounting 
for 37% of the total number of orders, and overall, pure HF traders account for about 50% of all orders 
issued. Figure 43 illustrates the shares of different HF traders in total orders. Note especially the 
changes observed from one quarter or half to the next, with the regular arrival of new HF participants 
and the declining role of formerly important players. 

                                                           
23 These trends are found elsewhere: see “Traditional Small-Cap Trading Fades as Algorithms Gain Sway”, Traders Magazine, April 2012. 
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Figure 43: Share of the number of orders in CAC 40 securities, by NYSE Euronext Paris member* (%) 
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 Source: AMF 
 
 
Identification of HFT strategies is now more precise but is still hampered by a lack of access to 
data  
 
Regulatory definitions are starting to be established for the concept of HFT24 and generally revolve 
around the use of proprietary algorithmic strategies that are not profitable without rapid (low latency) 
market access. Beyond these broad definitions, a more sophisticated understanding has been gained 
of various HFT strategies. Typically, two main types of strategies are employed: market making 
strategies and arbitrage strategies, which comprise a more diverse group of approaches. These 
strategies can generally be identified using quantitative criteria (see Box 4). An observation of trades 
by a market member25 can also, in some cases, be used to identify HFT strategies. Beyond that, the 
systematic identification of HFT strategies is challenging, primarily because of difficulties of accessing 
relevant data, whether to separate own-account and third-party order flows, to identify order flows 
channelled through co-location facilities (i.e. facilities that are located very close to the market), to flag 
the use of algorithms, or to consolidate order flows that are fragmented across several markets and 
jurisdictions. 
 
Anticipatory trading strategies  
 
Some HFT strategies do not fall within the two main categories above. Brogaard (2011) tries to assess 
the presence of order anticipation strategies that exploit information asymmetries, based on the ability 
of HF traders to predict trading by non-HF traders. Specifically, the author seeks to observe the 
presence of sequences in which buy-side or sell-side HF trades are initiated immediately before 
expressions of interest in the same direction are displayed by non-HF traders, in order to take 
advantage of price movements26. Provided they use public information, such strategies are not illegal, 
and are different in this regard from front-running. However, adverse effects are possible if, as some 
commentators have suggested, these strategies cause certain participants to prefer to trade under 
exemptions to transparency obligations or to withdraw from the market altogether.  
 
 

                                                           
24 In Europe, ESMA clarified the provisions of MiFID at end-2011. The MiFID review was intended to extend and clarify the applicable 
regulatory regime. In the USA, the CFTC opened a consultation at the end of 2011 on a definition for HFT and proposed using seven criteria 
to do this. In France, the Supplementary Budget Act adopted in March 2012 introduced a special tax for HF trading and defined the practice 
for these purpose. 
25 With no consolidated audit trail such as that developed in the USA, the competent authority for the consolidated market of a security can 
analyse only transactions reported through ESMA’s Transaction Reporting Exchange Mechanism (TREM). 
26 Brogaard (2011) identifies the presence of this strategy by considering the extent to which the frequency of situations in which HF traders 
trade aggressively just prior to and in the same direction as non-HF traders differs from what would have been observed if such trades 
occurred randomly. The author demonstrates the presence of anticipation strategies targeting buy orders on BATS and Nasdaq, but no 
strategies aimed at sell orders. 
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Box 4: Examples of methods for identifying HFT strategies 
 
 HFT market making strategies are usually characterised by: 
1) the generation of many passive limit orders; 
2) frequent changes to or cancellations of these orders (hence the high order/trade ratios) to quickly reduce – more 
or less systematically at the end of the day – exposure to market risk;  
3) low stop loss position limits, leading to frequent reversals in long or short positions, the aim being to optimise 
use of limited capital exposure.  
 

 Arbitrage strategies are characterised by: 
1) the use, generally concentrated during certain periods, of very frequent aggressive orders necessitating low-

latency market access (of two matched orders in a trade, the one that arrived last in the order book is 
aggressive – a limit order may therefore be aggressive); 

2) contrarian positions (statistical arbitrage) and trades that are autocorrelated (in the same direction); 
3) some significant positions, with horizons that may exceed one day. 
 

These strategies may be combined and/or alternated, and many others have also been identified.  
 

Figure 44: Example of market making strategy  Figure 45: Example of arbitrage strategy 
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Source: AMF, Market surveillance (observations: August 2011) 

 
 
Directional strategies  
 
Strategies accompanying directional price trends have also been identified. These strategies are at the 
core of trading activities, because they translate into risk taking (capital exposure) that is designed to 
take advantage of price movements. They may be viewed as beneficial as long as they incorporate 
relevant (fundamental) information in market prices without increasing volatility or painting a false or 
misleading picture of the interests involved. There are broader questions however about the market 
dynamics that may result, especially if several HFTs are simultaneously implementing strategies of this 
type. Brogaard (2011) finds, in the USA, “consistent evidence that HFTs have correlated trading 
strategies and engage in herding”.  
 
Quote stuffing 

 
Furthermore, the frequency of order modifications and cancellations has increased considerably in 
recent years, raising technical capacity issues for market operators, as well as questions for 
participants about the ability to identify the nature of the liquidity provided. The increased message 
volume reflects the market making strategies of HF traders, which are constantly repositioning their 
orders. It may also be attributable to HFT inter-market arbitrage strategies, notably when these are 
“triggered” by the execution of passive orders. Egginton et al. (2011) supply empirical information on 
periods of intense quoting activity (“quote stuffing”) in the USA and demonstrate a sharp increase in the 
occurrence of such events. The authors find that quote stuffing has a negative impact on liquidity. AMF 
market surveillance27 has also documented regular occurrences of quote stuffing, including 
“oscillations”, where the same market member posts alternating high-frequency orders with only one 
difference (such as price limit or quantity). Other examples include trading sequences in which a 
market member places many very short-term orders at different order book limits, before “repositioning” 
its quotes (passive buy/sell orders). Such episodes, which may be intended to blur order book 
information, raise questions about genuine intent to trade on the basis of the quoted orders. 

                                                           
27 Examples are provided by Grillet-Aubert (2011b). 
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Benefits of HFT for liquidity put into perspective 
 
To measure the impact of HFT on market quality more generally, different dimensions of liquidity need 
to be considered. Research points to contrasting influences: 
 
 Quoted and effective spreads: As regards immediate costs, HFT market making strategies 

seems to have allowed a significant narrowing of quoted spreads. But it is difficult to assess the 
significance of this because while HFTs now account for the vast majority of orders generated (see 
Figure 43), the average duration of these orders, which are frequently modified or cancelled, is 
considerably shorter. Effective spreads, i.e. calculated when transactions have actually taken 
place, offer a more appropriate indicator. These spreads have also tended to narrow, but less 
sharply than quoted spreads28. Some recent research shows, however, that when adjusted for the 
effects caused by the reduction in the average size of trades, effective spreads did not fall 
significantly between 1997 and 2009 in the USA  (Kim, Murphy, 2011). 

 Other dimensions of liquidity: Other dimensions of liquidity take account of the costs caused by 
price moves following transactions. Thus, effective spreads measure the difference at a given 
moment between the price of a transaction and the estimated fundamental value of the security in 
question, measured by its transaction value a few minutes after the transaction (once the short-
term impact has faded). This indicator therefore measures the extent to which the execution of 
orders (notably large orders) temporarily “widens” the order book limits; reflects both the cost of 
managing the inventory of securities linked to liquidity provision on the market but also the 
potential ability of liquidity providers to exploit strategically certain informational asymmetries29. 

 Measure of impact cost: Other indicators can be used to measure the impact cost of trades, such 
as the implementation shortfall, namely the difference between the execution price of an order and 
the prevailing market price when the order entered the book. ITG indicators support the analyses 
of Anand et al. (2011), which show that this metric surged in the USA from end-2007 to 2009. 
Although a decline was noted thereafter, such effects remain pronounced during bouts of volatility, 
with substantial impacts on the aggressiveness of trading by institutional investors and the liquidity 
that they provide (Bacidore et al., 2011). The specific impact of HFT in this respect, however, has 
barely been examined so far. 

 
Implications for price formation and financial stability not yet clear 
 
It is hard to measure the impact of HFT on price formation. The tools used are often based on the 
notion of efficiency (convergence towards an estimated fundamental value of a security, reduction of 
“noise”) rather than on an assessment of the information incorporated in prices, and their use often 
leaves outstanding questions of underlying causalities. Another approach to price formation studies 
volatility and external events. Some of these studies stress the beneficial effects in general of HFT 
strategies or, conversely, their adverse impact during periods of high volatility, if they reach their 
position limits and become “directional”. Kirilenko et al. (2011) go beyond this notion and ask whether 
changes to market structure have brought about a fundamental change in the provision of liquidity. 
Easley et al. (2011) echo this idea by demonstrating that during the flash crash, the deterioration in the 
liquidity of US large caps preceded the dislocation of price formation. Madhavan (2011) shows that 
securities (in particular ETFs) that are most likely to be traded by HFTs, and whose liquidity is most 
fragmented, were particularly affected by the flash crash. Cespa, Foucault (2012) reconcile different 
empirical perceptions in a model for the interaction of arbitrage and liquidity provision strategies that 
create, under normal circumstances, positive dynamics in terms of disseminating information on 
markets, but that also increase sensitivity to liquidity shocks, i.e. the likelihood of feedback loops. 
 

                                                           
28 Hasbrouck, Saar (2011) demonstrate the benefit of low-latency trading for effective spreads on the Nasdaq. Jovanovic, Menkveld (2011) 
show similar effects when a major HFT enters the market for Belgian and Dutch securities. 
29 According to Biais, Wooley (2011), information asymmetries may affect slow traders and increase effective spreads, which may explain the 
decline in trading volumes noted by Jovanovic, Menkveld (2010) when an HFT enters the market. 
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Table 4: Summary of recent theoretical and empirical research on HFT 

Authors Main conclusions 

 Impact on informational asymmetry costs 
Anand, Irvine, Puckett, 
Venkatamaran (2011) 

Increase in the impact cost of trades of US institutional investors following the 2007 crisis  

Biais, Foucault, Moinas 
(2011) 

The tech investment race may lead to sub-optimal equilibria in terms of collective welfare 

Boehmer, Fong, Wu 
(2012) 

Algorithmic trading improves liquidity and informational efficiency but reduces liquidity for small caps and 
increases volatility for equities generally 

Brogaard (2011) Presence of order anticipation strategies based on the ability of HF traders to predict trades by non-HF traders 

Egginton, Van Ness, Van 
Ness (2011) 

During episodes of quote stuffing, liquidity is reduced, trading costs are higher and short-term volatility goes up 

ITG (2012) Trading costs of US institutional investors went up after 2007 

Kim, Murphy (2011) Downward bias in measures of effective spreads owing to the increased number of orders 

 Impact on market stability 
Brogaard (2011) Effects of the correlation of HFT strategies and possible herding 

Cespa, Foucault (2012) Increased sensitivity to liquidity shocks (occurrence of feedback loops) 

Easley, de Prado, O’Hara 
(2011) 

Deterioration in liquidity before the dislocation of price formation during the flash crash of May 2010 

Kirilenko, Kyle, Samadi, 
Tuzun (2012) 

Impact of changes to market structure on incentives to provide liquidity 

Madhavan (2011) Securities most heavily traded by HF traders were most affected during the flash crash of May 2010  

Source: AMF 

 
 
2.3 Market infrastructures continue to diversify 
 
Following several failed attempts to engineer cross-border mergers of exchanges (see Table 5), 
including the decision to abandon the proposed merger of NYSE-Euronext and Deutsche Börse, 
several trends appear to be emerging: 
 

 Exchanges, which are facing competition from intermediaries and platforms with slim cost bases 
(see section 2.1) and declining trading volumes, are continuing to diversify (notably by selling pre- 
and post-trade technological services and trading services for new asset classes) and looking for 
ways to cut costs; although there appears to be a hiatus in the trend towards market consolidation, 
other combinations could emerge, still aimed at achieving scale economies. 

 
 Attention has now turned to clearing houses and services, with, most notably, the London 

Stock Exchange’s (LSE) purchase of a majority stake in LCH.Clearnet Ltd, which gives the LSE 
access to SwapClear, LCH.Clearnet’s derivatives clearing subsidiary (see section 2.5); the Anglo-
French clearing house continues to strengthen its position on the US market. At the same time, 
Deutsche Börse, which in 2011 purchased the Swiss exchange’s share of the Eurex clearing 
house, indicated that it might open up its traditional silo model, potentially by building connections 
to other clearing houses. 

 
 Other developments are ahead at the level of central securities depositaries (CSDs), notably owing 

to changes to the regulatory framework for settlement provided for under the draft CSD Regulation 
(introduction of D+2 settlement for securities traded on RMs from 1 January 2015, expected go-live 
date for the T2S system, buy-in procedures and fines for late settlement), but also the 
opportunities for CSDs created by the reforms to OTC derivatives markets. 
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Table 5: Combinations and acquisitions in 2011-2012 

Underway Offer to purchase TMX Group, Alpha Group and Canadian Depository Services by Maple Group (a consortium 
made up of the main Canadian financial institutions) (currently being examined by Canadian authorities) 

Underway LME put up for sale 
Underway Offer by NASDAQ OMX to purchase NOS Clearing, a freight clearing service (April 2012) 
Underway Purchase by LCH.Clearnet Ltd of the stake in International Derivatives Clearing Group (IDCG) held by 

NASDAQ OMX, in exchange for LCH.Clearnet Ltd shares (April 2012) 
Underway Proposed acquisition of Dubai Mercantile Exchange by CME (February 2012) 
Underway Purchase by TSE of the stake in TSE AIM held by LSE  
 Failure of proposed sale of London-based Plus Markets 
 Purchase by CME of 60% of GreenX Holdings (May 2012) 
 Purchase by LSE of a majority stake in LCH.Clearnet Ltd in a deal valued at up to EUR 463 million (March 2012) 
 Purchase by NYSE Euronext of 25% of Fixnetix Ltd for GBP 18 million (February 2012) 
 Proposed merger of Deutsche Börse with NYSE-Euronext (valued at USD 9 billion) abandoned following veto by 

the European Commission (February 2012) 
 Hostile takeover of NYSE Euronext by NASDAQ-OMX / ICE abandoned 
 Purchase by LSE of remaining 50% of FTSE International Ltd (Dec. 2011) for GBP 450 million 
 Confirmation of merger between the Stock Exchanges of Tokyo (TSE) and Osaka (OSE) (Oct. 2011), effective 

autumn 2012 
 Purchase of National Stock Exchange by CBOE (Sept. 2011) 
 Purchase by Deutsche Börse of the stake in Eurex held by SIX for EUR 300 million (June 2011) 
 Proposed TMX / LSE merger abandoned (June 2011) 
 Bats Europe / Chi-X merger and switch to shared platform 
 Proposed merger of Australian and Singapore exchanges abandoned (April 2011) 

Source: AMF, Bloomberg 

 
 
In this fast-changing landscape, three subjects should be highlighted:  

 The soundness of clearing houses remains the principal concern of regulators. These facilities 
must have the financial and technical resources needed to control risk while offering clearing 
solutions, including to new participants and products that are subject to clearing obligations (see 
section 2.6). However, a handful of clearing houses also pose questions of concentration and 
competition, an issue that also concerns clearing members; 

 The robustness of CSDs is similarly vital to the stability of financial markets; the future regulation 
on CSDs must therefore strictly regulate the level of risks for these infrastructures, and notably the 
banking services that they offer; 

 Amid heightened competition between securities markets, another area of concern is the 
resources allocated by exchanges to the small and mid cap segment, particularly given the difficult 
market conditions of the past few years. 

 
 
2.4 Changes ahead for bond markets too 
 
The regulatory debate and discussions about the trade-off between liquidity and transparency 
are no longer the main drivers of change  
 
The structure of bond markets has long been the subject of discussion, both on differences with the 
structure of equity markets, and on possible changes. The introduction in 2006 of the TRACE post-
trade reporting system in the USA, notably, raised fierce debate between the industry and regulators 
about the impact of this reform on market liquidity. In Europe, discussions took place as part of 
negotiations on implementing measures for MiFID 1 in 2007, then again in 2009 and 2010 as part of 
work to extend the transparency rules beyond equity markets. 
 
The situation has now changed considerably, primarily because of the cross-cutting objective of 
reforming OTC markets, even if this reform is chiefly aimed at derivatives markets. Other factors are 
also fuelling the discussion on the organisation of trading on bond markets: 
 
 the results of academic research (recently surveyed by the CFA Institute), which mainly show that 

increased post-trade transparency has not had the negative impact feared, in terms of dealer 
participation, liquidity, spreads or market depth; 
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 the growing role of bond markets as a source of financing for companies after the crisis and in the 
coming years; 

 discussions about the MiFID review and the introduction of new transparency rules and the new 
category of organised trading facility (OTF); 

 increased attention to questions of securities valuation, and hence the availability of prices for 
bonds as well as securitisation products; 

 innovations in terms of technological advances (such as increased automation30) and the 
development of new services and platforms or the arrival of new participants31; 

 changes in the prudential framework for market intermediaries and their incentives to trade on the 
bond market, increased capital requirements for dealers forcing them to trim inventories of 
securities held for own account and, ultimately, promoting electronic trading32 ; 

 other more general developments described elsewhere in this report, including the growth of high 
frequency trading in bonds (mainly sovereign33) and the rise of fixed income ETFs. These two 
trends could have an impact on the functioning of the bond market. 

 
However, it remains difficult to predict the pace and scale of changes to the structure of bond 
markets 
 
It is difficult to predict today the extent to which the structure of bond markets will change and switch 
from a model based on dealers and OTC trading to a more multilateral trading mode. As will be shown 
below for trading in interest rate derivatives (section 2.5), market conditions may also affect the pace of 
change, as well as the incentives for banks to maintain – or alter – the existing market structure. While 
efforts to make the bond market more transparent are set to continue, in particular at the post-trade 
level, to meet the requirements of regulators and participants alike (see CFA Institute, 2011), 
resistance to pre-trade transparency remains strong. The draft MiFID revision does not set its sights 
high in this respect, even though Italy, Europe’s largest bond market, has already taken the option 
provided in the first version of MiFID by extending transparency requirements to bonds. In addition, 
regulators have not yet tackled the issue of clearing for bonds.  
 
 
2.5 Structural changes have continued in the OTC derivatives market, but no Big 

Bang so far 
 
Derivatives markets came under pressure in second half 2011, as reflected in a decline in 
notional amounts and a steep rise in risk metrics 
 
The total value of over-the-counter derivatives expressed in notional amounts was USD 648 trillion at 
end-2011, after a steep 18% rise in the first half of 2011 and a decline in the second (-8%, Figure 46). 
At the same time, the fall in gross market values – a measure of market risk – observed in first-half 
2011 was followed by a steep EUR 27 trillion rise in the second part of the year, the largest increase 
since second-half 2008 (Figure 47). Likewise, despite rising less significantly, gross credit exposures 
nonetheless reached nearly USD 4 trillion, the highest level since 2008 (Figure 48). The increase in 
these risk metrics, underscored by data from the BIS, is corroborated by estimates from ISDA on the 
amount of collateral circulating in the OTC derivatives markets, which increased substantially in the 
second half of 2011: “In the preceding months before year end, the industry experienced a 
considerable rise in margining and collateral activity, contributed by factors such as the credit rating 
                                                           
30 According to Omgeo statistics, trade automation increased by 21% in 2011.  
31 In April 2012, BlackRock announced the launch of the Aladdin Trading Network, a trading platform for 46 clients (sovereign funds, insurers, 
fund managers, etc.) to allow them to deal in corporate bonds and other debt securities, such as MBS. The platform may also enter into 
partnerships with dealers to obtain quotes and could go live in late 2012, once the SEC gives its approval. See also “Market offers ‘fair-value’ 
pricing for Bonds”, Financial News, 8 December 2011. 
32 Cf. “Goldman eyes electronic bond trading”, Financial News, 26 March 2011. In May 2012, the bank announced the US launch of a single-
dealer bond trading platform called GSession that supports order crossing. Other banks, such as UBS, have launched platforms too. 
Interdealer platforms also appear to be recording increased trading volumes (also the case for Tradeweb).  
33 Cf. “HFT set to start on European government bonds”, Financial News, 14 May 2012. The article cites the agreement between the MTS 
bond platform and Fixnetix. In the USA, HFT is growing in US Treasuries, with trading on platforms such as BrokerTec (ICAP), eSpeed (BCG) 
and GovX (StateStreet).  
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downgrades of financial firms, the Eurozone debt crisis and decline in interest rates, with shifts in yield 
curves causing mark-to-market increases. These are possible causes of the rise in observed collateral 
in circulation since August 2011.” (ISDA, 2012b).  
 
 

 
Figure 48: Gross credit exposures on OTC derivatives markets, 1998-2011 (USD trillion) 
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Source: BIS 

 
Temporary halt in clearing trends? 
 
The increase in notional amounts in first-half 2011 was reflected in an increase (Figure 50) – the first 
since 2007 – in the absolute value of uncleared interest rate swap (IRS) trades, as measured by ISDA. 
(This trend may have reversed in the second half of 2011, however, since the latest BIS data show a 
decline in notional amounts during that period.) The relative share of cleared transactions remained 
above 50%, and the G14 group of major derivatives dealers clear almost all new eligible trades, though 
the level of eligibility varies substantially depending on the type of interest rate derivatives34. 
Furthermore, LCH.Clearnet, which clears almost the entire IRS market through SwapClear (Figure 49), 
continues to expand its range of services for other products, particularly forward rate agreements, and 
also for buy-side clients, in particular by widening the range of collateral instruments accepted as initial 
margin. At end-2011, the aggregate notional volume of buy side business was $262 billion. Though 
marginal compared with the total notional amount of $283 trillion, it is nonetheless on the rise, 
especially in the USA. 
 

                                                           
34 See G-14 (2011). The aim was 95% of eligible contracts cleared centrally by end June 2011. See also Sidanius, Wetherilt (2012): the share 
of eligible transactions varies substantially: from 10% to 20% for cross-currency swaps, FRAs or swaptions, from 50% to 60% for OIS 
contracts, and up to 80% for plain vanilla interest rate swaps.  

Figure 46: Notional amounts 
(USD trillion) 

Figure 47: Gross market values 
(USD trillion) 
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Further efforts on compression 
 
The percentage of cleared transactions did not increase in 2011, but other efforts to mitigate risks 
continued. This was particularly the case for portfolio compression, a process that enables market 
participants to eliminate trades among themselves where the risks involved offset one another 
according to the parameters agreed by each participant. The service has existed since 2003 but its 
growth is more recent. The total amount of notional principal outstanding eliminated through 
compression is USD 164 trillion, including USD 54 trillion in 2011 and more than USD 20 trillion for the 
first two months of 201235. These efforts have gone hand in hand with a reorganisation among dealers, 
in particular the adoption of the one-book approach to transaction booking in order to maximise the 
possible level of compression. 
 
 

Figure 49: Notional amounts of IRS cleared by LCH.Clearnet 
(cumulative, USD trillion) 

Figure 50: Clearing of IRS trades 
(USD trillion and %) 
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The proportion of contracts cleared on market segments other than interest rate derivatives is 
small or non-existent 
 
Clearing is almost nonexistent for currency, stock and commodity derivatives. For credit derivatives, 
the share of cleared contracts is below 10% (slightly higher for multi-name contracts), according to 
ISDA, with no significant changes in 201136. Moreover, the CDS clearing model is fragmented by major 
geographical area, compared with the model for swaps, which is clearly dominated by SwapClear. In 
addition, much less progress has been made on these market segments in terms of compression, and 
the major dealers have not set clearing targets for these asset classes. 
 
New requirements and/or incentives will strengthen the role of clearing 
 
Much of the future progress on clearing will depend on the new regulatory and prudential frameworks, 
especially the incentives created for banks. These will hinge on several factors: the level of capital 
requirements under Basel 3 for uncleared bilateral transactions (chiefly through CVA charges), rules on 
margin calls, as well as requirements for banks’ exposures to clearing houses, as participants or 
clearing members. Other factors that will influence the final balance are linked to the product eligibility 
rules currently being drawn up by regulators, the netting possibilities allowed by clearing houses, and 
the level of standardisation achieved (see below).  
 

                                                           
35 ISDA (2012), based on TriOptima and SwapClear data. After the compression cycle, participants’ portfolios have the same market risk 
(adjusted for tolerances set by the participants), while the counterparty risk profile changes in accordance with fixed parameters, generally 
resulting in a reduction. Compression can be applied both to bilateral trades between dealers and to swaps cleared between dealers through 
SwapClear. 
36 By February 2012, ICE Clear Credit US had cleared a total of USD 16 trillion in CDS, compared with USD 12 trillion for ICE Clear Europe. 
The other clearing houses that clear CDS contracts or that plan to do so are Eurex Credit Clear and Clearnet SA in Europe (LCH.Clearnet 
recent announced the extension of its CDSClear service), CME CMDX in the USA, and Japan Securities Clearing Corporation and Tokyo 
Financial Exchange in Japan..   
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BIS data on CDS markets 
 

The BIS continues to expand its statistical coverage of CDS. The market posted a slight 8% increase in 
the first half of 2011 before falling in the second half, along with the other segments. The CDS market 
was estimated to be worth $29 trillion in June 2011, nearly 60% of which in single-name contracts 
(Figure 51). Non-financial clients currently make up less than 1% of the market, compared with 5% at 
end-2009, as is the case for insurance companies. Special purpose vehicles and hedge funds37 also 
account for small shares (2% and 3% respectively), although those proportions increase (10% and 5%) 
when expressed in net market value. The major dealers account for slightly less than 60% of the 
overall market (bought and sold positions combined), but nearly three-quarters of protection contracts 
bought and sold (Figure 52). In terms of location, “non-local” counterparties account for 82% of CDS 
contracts.  
 
Trading in single-name sovereign CDS increased throughout the year (following a 24% rise in first 
quarter 2010) and accounted for 10% of the entire CDS market by end-2011. Single-name contracts on 
financial institutions make up 16% of the market compared with 32% for non-financials (Figure 53). In 
terms of ratings, investment grade issuers account for more than 60% of contracts, versus 21% for 
issuers rated below BB and 19% for unrated issuers. The share of investment grade issuers is larger 
for single-name contracts (68%) (Figure 54). Finally, amid turbulent market conditions in second half 
2011, the BIS noted a clear movement towards the shortest maturities (less than one year).  
 

 
Figure 51: Change in CDS notional amounts 

(USD trillion) 
Figure 52: Analysis by type of counterparty for sold CDS  
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Figure 53: Analysis of CDS by sector 
(notional amounts, USD trillion, end-2011) 

Figure 54: Analysis of CDS by rating 
(notional amounts, USD trillion, end-2011) 
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37 Hedge funds accounted for 1.3% of CDS contracts and 2.9% of contracts sold. 
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Derivatives trading: the bilateral voice-brokered model holds firm  
 
The initial success of the IRS trading platforms launched in late 2010/early 2011 has been undermined 
by volatile market conditions since mid-2011. For example, ICAP’s i-Swap platform won a significant 
share of trading (around 20%) throughout the first half of 2011, but volumes plummeted when market 
conditions worsened in summer 201138. The other platforms, such as tpSWAPDEAL from Tullett 
Prebon and Trad-X from Tradition, experienced similar trends. Likewise, organised markets saw steep 
falls in trading in the last quarter of 2011 (Figure 55) and early 2012.39 
 
Platforms will have to comply with future regulatory frameworks 
 
The new platforms are based on hybrid trading models that combine voice-brokered and order book 
trading and can be extended to other asset classes – for example, ICAP launched iLinked for equity 
derivatives. The platforms want to be able to meet new regulatory requirements (those arising from the 
creation of Organised Trading Facilities in connection with the MiFID review in Europe and finalisation 
of the rules applicable to Swap Execution Facilities and designated contract markets in the USA). 
However, the place allotted to voice trading is still under discussion, as are the relevant transparency 
requirements. Aside from the role these platforms play in terms of trading, there are also questions 
about their contribution to pre-trade transparency and price formation relative to the request-for-quotes 
system.  
 

Figure 55: Trading volume in interest rate futures on organised markets in 2011 
(USD billion) 
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Further progress can be made on contract standardisation 

  
 The level of contract standardisation is one of the key adjustment variables in the reform of OTC 

derivatives markets. (Back in September 2009, the G-20 called for “all standardised OTC contracts [to] 
be traded on exchanges or electronic trading platforms when appropriate, and cleared through central 
counterparties” by end-2012.) Opinions vary as to the real, current or possible level of standardisation 
of OTC derivates. Substantial progress has indeed been made in recent years in terms of legal 
documentation, standardisation and computerisation of confirmation and post-trade processing 
procedures, but the “economic” characteristics of contracts can still vary substantially. Recently, in the 
space of some three months, the Federal Reserve Bank of New York identified more than 10,500 
combinations of interest rate derivatives, of which around 4,300 traded only once.40 But despite the 
considerable variety of possible combinations depending on the type of product, currency or maturity, 
the authors found that practices in the IRS market were highly uniform as regards the level of reference 
                                                           
38 In June 2011, the platform reported 6,800 transactions, an average of 33 per day. Between July and September 2011, the average fell to 
18 per day. At end-September 2011, the total notional amount traded on i-Swap was EUR 620 billion, in 8,000 trades. Four banks take part in 
i-Swap (see ICAP (2012)). Elsewhere, Trad-X announced in July 2011 that it had traded a notional EUR 110 billion in IRS. Eleven banks 
supply prices on a continuous basis on Trad-X. Other types of market participant have also taken an interest in this trading method: State 
Street announced the launch of SwapEx, an SEF for IRS. Tradeweb, a subsidiary of Thomson Reuters, reported a year-on-year rise in 
volumes traded on its multi-dealer-to-client platform in 2011, with an average daily volume of some USD 10 billion. 
39 A 22% decline for interest rate futures, according to the World Federation of Exchanges. 
40 Cf. Fleming et al. (2012). Data quoted by ISDA also indicate that only 9% of inter-dealer trades cleared by LCH.Clearnet meet the 
qualifications of being can “homogenous” or “standardised” (cf. ISDA/ NERA, 2011). See also Sidanius, Wetherilt, op. cit. 
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rates, payment frequencies and reset dates for floating rates, and that a significant proportion of activity 
was concentrated on certain tenors. The authors conclude that price reporting may provide market 
participants with a useful data set for the more standard portions of the market. 

 
 

2.6 Prospects for collateral supply and demand 
 
Reform of the OTC derivatives markets and collateral demand 
 
The question of collateral, already addressed in the 2011 edition of Risk Mapping, has been widely 
debated over the past year amid ongoing negotiations on EMIR in Europe and Dodd-Frank in the USA. 
The main aim in reforming derivatives markets is to make the system more robust, notably by 
encouraging participants to clear their trades through central counterparties (CCPs) and demanding 
higher levels of collateralisation for bilateral transactions. This has been reflected both in growing 
demand for collateral, chiefly because of initial margin requirements for centrally cleared transactions, 
and in collateral requirements imposed on counterparties or transactions that were previously exempt. 
In addition, recent work (Singh, 2011) has pointed to a decline in the velocity of pledged collateral 
(i.e. the rate at which it is re-used) stemming from these trends.   
 
Estimates for the stock of collateral needed to implement the reform of OTC derivatives markets vary 
from USD 700 billion to $2 trillion41. However, the figures are still highly uncertain owing to a lack of 
data and the fact that many parameters have yet to be set (Table 6). A recent paper from the Bank for 
International Settlements (Heller, Vause, 2011) on clearing of interest rate and credit derivatives (which 
account for around two-thirds of OTC derivatives markets) estimates that the major dealers have 
sufficient unencumbered assets to meet CCPs’ initial margin requirements. By contrast, some 
participants may have to increase their cash holdings to meet variation margin calls in the event of high 
volatility.42 The BIS research also shows that collateral requirements vary significantly from one CCP to 
another. Recently, the CFTC and the SEC substantially revised the scope of entities defined as swap 
dealers by setting the minimum requirement for swap business at USD 8 billion over the previous 
12 months (i.e. a group of some 65 firms, according to the US authorities), compared with 
USD 100 million in the initial proposal. 
 

Table 6: Reform of OTC derivatives markets and changing demand for collateral 

Trends / Changes
Impact on collateral 

demand

 Requirements to meet CCPs' initial margin calls 
and clearing funds

 Reduction in overall exposure to counterparty 
risk through netting and central clearing

Unresolved issues

 Extent of clearing requirements (by 
product, type of participant) and scope 
of exemptions

 Number of clearers and efficiency of 
netting mechanisms

 Changes in CCPs' collateral  
practices and risk management models

 Changing standards and trading 
methods

 Changes in client demand

 Fewer possibilities to re-use collateral

 Margin calls on counterparties previously 
exempt from clearing obligations (corporates, 
some sovereigns

 Industry initiatives to optimise collateral 
management

 Higher collateral requirements for non-centrally 
cleared transactions

Trends / Changes
Impact on collateral 

demand

 Requirements to meet CCPs' initial margin calls 
and clearing funds

 Reduction in overall exposure to counterparty 
risk through netting and central clearing

Unresolved issues

 Extent of clearing requirements (by 
product, type of participant) and scope 
of exemptions

 Number of clearers and efficiency of 
netting mechanisms

 Changes in CCPs' collateral  
practices and risk management models

 Changing standards and trading 
methods

 Changes in client demand

 Fewer possibilities to re-use collateral

 Margin calls on counterparties previously 
exempt from clearing obligations (corporates, 
some sovereigns

 Industry initiatives to optimise collateral 
management

 Higher collateral requirements for non-centrally 
cleared transactions

 
 Source: AMF 

 
 

                                                           
41 Cf. Morgan Stanley, Oliver Wyman (2012): the author estimates the increase in collateral requirements at $500-$800 billion, i.e. lower than 
previous estimates, but stresses that the results are uncertain.  
42 Although the authors focus on the G-14 group of major dealers, they also supply estimates for the total amount of collateral needed 
(including for non-dealer clients) to meet initial margin requirements. These estimates vary substantially (from USD 0.3 trillion to 1.2 trillion) 
depending on the level of volatility and the risk models under review. 
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The changes will take time 
 
Discussions about collateral demand arising from OTC market reforms should be seen in a broader 
context. First, the timeframe needs to be taken into account, meaning that a transition phase will be 
needed (in some ways, this phase can be compared to the deleveraging process that banks have 
embarked on since the crisis, spurred on by prudential reforms). Second, the level of collateral 
requirements also reflects the rapid growth in OTC derivatives markets in the past decade (Figure 56), 
which raises the question of the role these market play and, in part, justifies the reform drive. 
Accordingly, another possible adjustment variable will be the market’s changing size. 
 

Figure 56: Growth of OTC derivatives markets, 1998-2011 (notional amounts, USD trillion) 
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Initiatives to cope with higher collateral needs 
 
In addition to internal measures taken by firms to optimise collateral management, notably by 
centralising it, custodians, investment services providers and platforms have taken multiple initiatives43. 
The industry is also looking into shared solutions, such as the development of collateral swaps (to 
optimise different sources of collateral depending on how they may be used) and greater 
interoperability among market participants44. These initiatives, which could provide new income 
streams for participants, should help reduce the extra collateral requirements generated by the 
reforms. However, they may themselves engender risks that need to be assessed. CCPs are also 
changing their practices, in particular by admitting a broader range of collateral instruments, such as 
corporate bonds, securitised assets and gold. This could raise questions about valuations and whether 
to accept several currencies. CCPs are also thinking of ways to facilitate the sharing of collateral used 
for portfolios of listed and OTC derivatives (a similar movement has already been initiated between 
cash and derivatives portfolios)45.  
 
Broader trends 
 
Higher collateral requirements arising from OTC derivatives market reform are part of broader trends in 
supply and demand for high quality collateral. These include: 
 
 Stricter requirements to protect investors and clients from counterparty risk, reflected in the 

growing share of secured funding relative to unsecured funding; 

 Less stringent central bank criteria for collateral acceptance; 

                                                           
43 These include Markit’s acquisition of Data Explorers, the ICAP/Newedge joint initiative, the collateral management agreement between 
BNP Paribas Securities Services and Clearstream, and the LCH.Clearnet/Euroclear agreement to create a platform for banks. 
44 See ICMA, Collateral Initiatives Coordination Forum, launched at end-2011, which comprises 20 or so European organisations.  
45 Cf. the agreement between SwapClear and New York Portfolio Clearing Corporation; and the CME/Eris Exchange agreement on swap 
futures clearing; P. Stafford, “ICE Clear Europe to take pledges of security interest as collateral”, Financial Times, 14 May 2012. 
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 Demand for liquid assets stemming from the new Liquidity Coverage Ratio (LCR) in Basel 3, 
particularly the effects on repo markets: The latest impact study from the European Banking 
Authority estimates that Europe’s banks need a further EUR 1.15 trillion in liquid assets to meet the 
LCR46, while the Basel Committee reckons that the industry as a whole will need EUR 1.76 trillion; 

 Growing demand for segregation of clients’ margin deposits and positions and for portabilty 
following the collapse of MF Global in autumn 2011; 

 Ongoing regulatory work, initiated in particular by the Financial Stability Board, on securities 
lending and repo markets47: The emphasis here is on cash collateral reinvestment programmes 
and rehypothecation, as well as the usefulness of macroprudential measures applicable to margins 
and haircuts (see section 4.3); 

 Changes in the supply of collateral, which depends on the quantity of eligible assets available in 
the market: Recent work has sought to evaluate the overall stock of safe assets (Figure 57); this 
stock, used for a variety of purposes by banks as well as by other market participants, notably 
institutional investors and central banks (Figure 58), was impacted first by the 2007-2009 crisis, 
when AAA securitised assets and US agency securities disappeared, and then by the sovereign 
debt crisis, when some euro area countries were downgraded. 

 
Figure 57: “Safe” tradable assets 

(USD trillion and % of total) 
Figure 58: Holdings of sovereign debt, by category of holder  

(USD trillion and % of total outstandings) 
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Source: IMF (2012), from several sources.  

 
 
Supply and demand for “safe” assets 
 
This situation raises several questions:  
 
 The requisite level of transparency on banks’ collateral management practices and the extent of 

asset encumbrance on their balance sheets (see also section 1.4). 

 Procyclicality risk. 

 Likely variations in the stock of eligible assets in future and links with supply trajectories for top-
rated government securities – announced deficit reduction targets could shrink the supply of 
securities, even though borrowing requirements will remain elevated. 

 Changes to the way that sovereign securities are addressed in financial regulations (see, inter alia, 
Nouy, 2012). 

                                                           
46 The average LCR is 71% for European banks in Group 1 (which have Tier 1 capital in excess of EUR 3 billion) and 70% for Group 2. Banks 
must reach a 100% LCR by 2015. 
47 These activities are the main types of securities financing transactions, used to obtain either cash or securities. In both cases, despite 
major differences in the legal, accounting and tax aspects as well as the characteristics of the markets and their participants, collateral needs 
to be posted for these transactions and the ownership of the collateralised securities changes hands.  
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 The macro-financial impact of ongoing trends in collateralisation, broadly defined, and the 
consequences for “safe” asset pricing. 

 More broadly, links between the demand for “safe” assets, the level of market participants’ risk 
appetite, and liquidity (Coeuré, 2012)48. 

 

2.7 Further questions about the functioning of the CDS market 
 
Issues specific to CDS markets could have unsettling effects on markets and economies  
 
Against the backdrop of a worsening sovereign crisis in Europe and with the discovery in April 2012 of 
heavy losses by JP Morgan on CDS trading, public authorities and regulators have continued to focus 
their attention on the market in these instruments. Following the November 2011 G-20 summit, IOSCO 
made an assessment of the functioning of the CDS market in order to identify the main issues on which 
it could make recommendations.  
 
Aside from matters applicable to OTC derivatives markets as a whole, as mentioned above (notably 
trading, clearing and collateral), several issues specific to the CDS market warrant closer attention 
because they could have unsettling effects on financial markets and economies. 
 
The first of these issues is counterparty risk (arising from the default of a protection seller), which can 
have systemic implications because the market is so highly concentrated and its participants heavily 
interconnected. In the case of CDS, jump-to-default risk (i.e. the risk of immediate default) can also 
lead to wide price swings and sudden, sharp increases in the collateral that CDS sellers have to post in 
order to fulfil their obligations to protection buyers. Jump-to-default risk seriously complicates the 
management of risk in the CDS market, since the resulting price discontinuity is hard to model and the 
seller’s collateral requirement may be underestimated, thus intensifying counterparty risk.       
 
Although the triggering of Greek CDS did not lead to additional instability in financial markets (see 
section 1.1, Box 1), it did rekindle questions about whether the CDS market could absorb the shock 
unleashed by the sudden default of a large issuer. Dealing with the Greek default also raised the issue 
of ISDA’s decision making process – or its lack of transparency – for actually defining a credit event, 
thereby fuelling debate about the organisation’s governance methods.  

  
Another major area of concern, identified when implementing the Basel 3 accords into European law, is 
that CDS are increasingly being used for mainly regulatory purposes. The apparent aim is to limit the 
capital charge for the Credit Value Adjustment, to be calculated on the basis of CDS spreads. This 
could have procyclical effects and potential impacts in terms of price distortion (Bonnet, 2012). More 
generally, particularly close attention should be paid to any CDS-based technique that might send 
misleading signals and unsettle the markets.   

 
 

2.8 Market intermediaries are adjusting to difficult conditions 
 
The corporate and investment banking activities of French banks have been hit  
 
French banks have revised their strategies to cope with Europe’s deepening sovereign debt crisis, the 
mounting stress on funding and liquidity that emerged in summer 2011, and the new constraints 
imposed by Basel 2.5 and Basel 3 (Figure 59). This shift was reflected in asset sales and a pull-out 
from resource-hungry or less profitable businesses in an effort to reduce total risk weighted assets 
(RWA) (Figure 60) and liquidity requirements. Banks also refocused on customers and cut jobs in their 
corporate and investment banking (CIB) arms (BNP Paribas, Société Générale, and Crédit Agricole 

                                                           
48 The speech stressed “the self-reinforcing interaction between risk appetite and liquidity”, the links between “official” liquidity and “private” 
liquidity and the highly pro-cyclical nature of private liquidity. The speech also establishes the link between “global liquidity cycle and shortage 
of safe assets”.  
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announced a total of 4,700 job losses, more than 10% of their global workforce in this business; 
1,800 of the cuts are in France – Figure 61). Other European banks have taken similar steps. 
 

Figure 59: Impact of Basel 2.5 implementation on banks’ risk weighted assets (RWAs) 
(EUR billion) 

Banks

RWA impact of 
Basel 2.5

Total RWAs, 
Dec. 2011

Barclays Capital 36 218

BNP Paribas 32 614

Crédit Agricole 25 333

HSBC 42 934

ING 9 330

RBS 25 526

Société Générale 25 349  
Source: banks and “Risk” magazine, April 2012 

 
Figure 60: Measures to reduce CIB RWAs 

(EUR billion) 
Figure 61: CIB job cuts  

(number and % of global CIB staff) 
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The burden has fallen heaviest on activities requiring dollar funding (see section 4.4) and on those that 
had not reached critical mass, such as commodities and equity derivatives (CASA, Natixis), equities 
(RBS, Unicredit), correlation trading (Deutsche Bank, CASA) and macro-directional trading (UBS). In 
the USA, banks continued to close down their proprietary trading desks ahead of the Volcker Rule. 
 
Consolidation continues and traditional brokers are under pressure 
 
The difficult operating conditions affecting French and foreign banks give the edge to institutions that 
have the lowest funding costs and are sufficiently large (with technology playing an ever-increasing 
role). This has intensified concentration in the sector. Trading revenues are still under pressure, 
especially on equity markets, and brokers are facing keen competition. The problem of broker 
vulnerability can have negative consequences, especially if it results in growing reliance on the model 
in which securities transit though intermediaries’ books, since the issue of conflicts of interest in this 
area has not been fully addressed (see the section below on structural reforms). It also raises 
questions in terms of services for clients, especially the smallest ones. Furthermore, fiercer commercial 
pressures and stress on revenues and margins could prompt brokers and other market participants to 
rein in their control and compliance efforts or reduce technology spend at a time when needs and costs 
in these areas are growing. 
 
Structural reforms: changes ahead in Europe and France? 
 
In February 2012, the European Internal Market Commissioner set up an expert group headed by Bank 
of Finland Governor Errki Liikanen to examine whether reforms are needed to the structure of banks 
and to the banking system in general, with a view to making it safe, stable and efficient. The Liikanen 
group will take into account the reforms already underway elsewhere, which involve restrictions on the 
type of businesses that banks can engage in (Volcker Rule), limits on size (Dodd-Frank Act), and ring-
fences between different types of activity (Vickers report). The group is due to submit its report at the 
end of summer 2012.  
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Since the structural reforms in progress in the USA and the UK leave a number of issues unresolved, 
further developments are bound to follow. The approaches diverge sharply: the first seeks to prohibit or 
confine certain businesses, whereas the second does not restrict banks’ market activities but requires 
them to be ring-fenced from the retail banking business, which also needs to be more robust (Table 7). 
Accordingly, the aims are fundamentally different, since the thrust of the UK reform is to protect 
depositors and make retail banks more solid, without influencing the risks that banks take or the role 
they play in the markets. 
 
Other reforms in areas such as resolution plans and remuneration policy, along with certain aspects of 
the new Basel 3 standards, may also affect the way banks are organised. In addition to imposing size 
restrictions, the Dodd-Frank Act (DFA) contains a provision, the Swaps Push-Out Rule, that requires 
banks to conduct some swap transactions (with the notable exception of IRS) through separate entities 
with their own capital. Another rule that has been hotly debated concerns limits on banks’ counterparty 
exposure: under DFA, exposure to a single counterparty would be capped at 25% of regulatory capital, 
but the Federal Reserve could impose an additional cap aimed at limiting the exposure of the largest 
banking groups to one another. The two million dollar loss incurred by the Chief Investment Office of 
JP Morgan, announced in May 2012, constitutes an additional argument for reform but also illustrates 
the problems involved in establishing the scope of the activities to be covered.  
 
Aside from complex talks on the extraterritorial implications of the Volcker Rule, there is still no clear 
idea of how the US and UK reforms will be implemented or what their consequences will be. The 
following questions in particular need answering: 

 What will be the impact on groups’ geographical presence and on competition? How will the 
reforms affect profitability? 

 Which participants and entities will take over the activities previously carried on by banks (and 
what are the possible consequences for risk monitoring)? 

 What will be the impact on financing, market liquidity and costs to clients? 

 Can the measures be circumvented and is there a risk of regulatory arbitrage between Europe and 
USA? 

 Are these options applicable in the European and/or French framework? 
 

Table 7: Banks’ organisation and authorised activities: Volcker and Vickers 
 

Volker Rule

• Limits on commitments to private equity funds and hedge 
funds (“sponsoring or retaining as principal an ownership interest 
in a covered fund”)
 Ownership interest < 3% of the fund
 Total holdings < 3% of Tier One capital

Vickers report

• Bans on proprietary trading (“trading a covered financial position 
in a trading account”)

 Some activities will still be authorised, particularly hedging, 
market making and client trading 

 Metrics for risk, revenue and profit volatility will be used to 
determine whether trading activities are authorised

• Applicable to banking entities, including US branches of foreign
institutions

• Numerous extraterritorial implications

• Retail ring-fencing
 Establish a separate legal entity that will be barred from 

engaging in investment banking and capital markets
 Stricter requirements for capital, liquidity and funding of 

retail banks, and governance
 Relations with other group entities to be conducted on a 

commercial and arm's length basis
 Aggregate unsecured exposure to other group entities limited 

to 25% of capital resources after certain deductions (same 
limit currently applicable to third parties) 

 Aggregate secured exposures to other group entities capped 
at 50% of capital after certain deductions

• No restrictions on investment banking business (including prop 
trading) outside the retail subsidiary

• Applicable to UK banks and UK subsidiaries of banking groups

 
Source: AMF  
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2.9 Summary of Chapter 2 
 
The prevailing trends in market organisation are of a piece with those observed over the past two or 
three years, notably the ongoing advance of electronic trading. The final balances are ill-defined, 
however, partly because the regulatory frameworks are still being developed, with negotiations on 
MiFID and the drafting of technical standards for EMIR in Europe, and implementation of the Dodd-
Frank Act in the USA. Compared with the last AMF mapping exercise, two trend breaks are noticeable. 
First, plans for consolidation among certain exchanges, principally the NYSE Euronext-Deutsche Börse 
merger, have fallen through, and increasing attention is being paid to clearing, notably the London 
Stock Exchange’s acquisition of LCH.Clearnet Ltd. Second, the pressures that surfaced in OTC 
derivatives markets as from August 2011 were reflected in a steep rise – the largest since 2008 – in the 
levels of risk measured in these markets and a sudden halt in the spread of electronic trading 
platforms. 
 
Several risks merit attention:  
 
 On equity markets, although the risks associated with high-frequency trading have been 

identified more clearly, they cannot be kept completely under control in the current regulatory 
framework. In addition, HFT is spreading to mid caps, and the implications of this have yet to be 
assessed. The main risks on equity markets at present are market fragmentation, the increasing 
specialisation of trading platforms and services, and the level of transparency. 

 On the OTC market, in a highly volatile context, ongoing efforts to mitigate risks and improve 
transparency will need to be assessed at a time when regulatory frameworks in Europe and the 
USA are taking shape. 

 The risks relating to the structure and functioning of CDS markets and the possible 
implications for the rest of the financial system. 

 Risks relating to the supply of investment services, particularly if consolidation intensifies as a 
result of the financial crisis, stricter prudential requirements, and competition. 

 In the post-trade sector, the chief concern for regulators is still the solidity of infrastructures, not 
only CCPs but also central depositaries. 

 Ongoing trends in terms of collateral can give rise to two kinds of risks: at micro level owing to 
new practices for collateral management, which can result in risks being transferred among market 
participants and create a degree of opacity; and at macro level, as regards the pricing of “safe” 
assets that are sought after as collateral. 
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CHAPTER 3: HOUSEHOLD SAVING 
 
 
Amid the difficult and uncertain conditions that prevailed for most of 2011, the household saving rate in 
France increased yet again, probably as a result of precautionary saving. The gross saving rate 
reached 17% of disposable income in the third quarter of 2011, a level unseen since the 1980s and 
one of the highest in Europe. By contrast, the financial saving rate was barely 5% at end-September 
2011, one of the lowest levels in any major European countries49. The wide gap between the two rates 
is due to the dominant share of real estate assets in French households’ financial wealth. 
 
This chapter describes recent trends in households’ financial investments and changes in their wealth 
composition, especially holdings of risky assets, notably equities. It also describes selected marketing 
trends. 
 
 
3.1 Household portfolios are heavily dominated by bank investments 
 
Bank deposits attracted a significant portion of households’ investment flows in 2011 
 
Total household investment in financial assets reached EUR 111.8 billion in 2011, down slightly on 
2010’s total of EUR 113.9 billion. As in 2010, banking savings and life insurance products attracted the 
bulk of these flows; households made net disposals of all other financial asset categories. However, in 
2011 the respective shares of bank deposits and life insurance were reversed for the first time in 
15 years as investments in deposits (EUR 76 billion) largely outpaced net new inflows to life insurance 
(EUR 47 billion) (Figure 62).  
 

Figure 62: Household financial investments in France 
(Four-quarter aggregate, EUR billion) 
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Source: Banque de France. 2011 data at end September. 

 
The attraction was also due to rates of return 
 
As in previous years, households were attracted to bank savings products as fears aroused by 
macroeconomic uncertainty prompted them to build up substantial precautionary savings. In addition, 
bank deposits – especially short-term deposits – offered very attractive returns in 2011, not only by 
comparison with other investments of the same maturity (money market funds), but also with longer-
dated assets such as life insurance. However, a recent Banque de France study (Bachellerie et al., 
2011) shows that banks did not play a decisive role in stoking investor enthusiasm, despite incentives 
to attract deposits ahead of the new Basel 3 liquidity constraints. They were apparently reluctant to 
compete with one another for household deposits, despite a flood of special offers for passbooks and 
term accounts50. 
                                                           
49 Source: OEE (Observatoire de l’épargne européenne). The AMF has launched a Savings Observatory along with a quarterly newsletter. 
The first issue of the letter was published in April 2012 and is available at www.amf-france.org. 
50 AMF (2012) tracked the main topics on which financial institutions communicated between April and December 2011 by monitoring the 
newsletters and websites of 22 institutions. Term deposits and savings passbooks accounted by 42% of their advertising, followed by life 
insurance, with 30%.  
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Figure 63: Returns on selected investments (%) 
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Source: Banque de France 

 
Passbook accounts, which offered higher returns in 2011 owing to an increase in regulated interest 
rates, were especially popular with households, attracting nearly EUR 34 billion, compared with 
EUR 15 billion one year earlier.  
 

Figure 64: Investment inflows to selected bank deposits 
(Four-quarter aggregate, EUR billion) 
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Source: Banque de France. 2011 data at end September. 

 
Sharp slowdown in life insurance inflows 
 
Buoyant investment in bank deposits in 2011 coincided with a sharp slowdown in inflows to life 
insurance products, which were adversely affected by a decline in 10-year interest rates until the 
autumn. This was linked to the euro area sovereign debt crisis, which forced down yields on the 
government bonds of the highest rated sovereigns, France and Germany. In sum, whereas net new 
inflows to life insurance contracts reached nearly EUR 77 billion, in 2011 they were just EUR 47 billion, 
the overwhelming majority of which (EUR 44 billion) went into non-unit linked contracts. 
 
Further disposals of securities held directly or indirectly through funds 
 
Concerning collective investment products, the massive wave of net disposals of fund shares and units 
observed in 2010 continued in 2011, though at a slower pace. Overall net outflows reached nearly 
EUR 12.5 billion, after EUR 15.3 billion in 2010. As in the previous year, shares and units in money 
market funds accounted for the majority of these outflows as households continued to make net 
disposals of short-term fund holdings (EUR 7.7 billion, versus EUR 10.8 billion in 2010). The dwindling 
popularity of these products is largely due to their low returns – barely 1% at end-2011 – compared 
with other investments with similar characteristics. Regarding non-money market funds, most of the 
major categories were also affected by households’ net disposals, except for employee savings plans 
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and balanced and alternative funds, which attracted small inflows (EUR 1.8 billion and EUR 1.3 billion 
respectively). Hardest hit were bond funds, with outflows of EUR 3.8 billion, followed by equity funds 
(EUR 0.5 billion).  
 
Concerning securities held directly by households, listed shares saw net disposals in small amounts (a 
four-quarter aggregate of EUR 0.3 billion at end-September 2011, compared with EUR 1;5 billion in 
2010), while debt securities attracted net new inflows of EUR 1.2 billion at end-September 2011, in 
contrast to the previous year, when net disposals totalled EUR 2.8 billion. 
 
Comparing the structure of French household investment flows with those in other European countries 
shows that individual savers’ behaviour is relatively diverse depending on the country. Italian 
households stand out because they invest heavily in government bonds. This secular trend, linked to 
persistently huge government deficits and a fiscal policy that encourages fixed income investments, 
continued in 2011 despite stress on Italy’s sovereign debt. 
 

Figure 65: Annual household financial investment flows in main European countries 
(four-quarter aggregate, EUR billion) 
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Polarisation of household financial wealth on bank deposits and life insurance intensified in 
2011 
 
In 2011, households’ total financial investments amounted to EUR 2,990 billion, compared with 
EUR 3,005 billion the previous year. The share of bank deposits was higher than in 2010, accounting 
for almost 40% of the total; the same applies to life insurance contracts (46% versus 45.3%). The total 
share of other types of investments (debt securities and directly held listed equities, and fund 
shares/units) contracted quite substantially to 15%, compared with 17.3% in 2010.  
 

Figure 66: Household financial wealth in France (EUR billion) 
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Source: Banque de France. 2011 data at end September.  
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Marked differences persists between European countries 
 
A cross-country comparison of household financial wealth shows that bank deposits are now an 
essential investment everywhere. They account for at least 25% of households’ financial assets 
(Netherlands) and as much as 64% in Spain. This is because rising uncertainty since the 2007 
subprime crisis has encouraged households to accumulate precautionary savings. Most of this has 
gone into bank deposits, which entail little risk and, in some cases are highly liquid. By contrast, the 
relative share of investments in life insurance and pension funds varies considerably from country to 
country. At the lowest end of the scale are Italian and Spanish households (22% and 18% of total 
investment, respectively); at the highest, the British and Dutch (58% and 64%), mainly because these 
two countries operate funded pension systems.  
 

Figure 67: Structure of household financial wealth 
in the main European countries in 2011 (%) 
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3.2 The share of collective investment continued to contract in 2011 
 
As in 2010, the share of collective investments (unit-linked life insurance, directly held fund 
shares/units) in household financial wealth contracted in 2011, reaching 15.3% of total investments, 
compared with 16.4% the previous year. This trend is largely due to households’ increasing loss of 
interest in directly held fund shares and units, and their marked lack of enthusiasm for unit-linked life 
insurance contracts. The only collective investment vehicles that continued to gain ground were 
employee savings plans (FCPEs), but they account for only a marginal 3.1% share of total household 
financial wealth.  
 

Figure 68: Share of different collective investments  
in household financial wealth (%) 
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Smaller inflows to life insurance contracts 
 
In life insurance, net new inflows to unit-linked vehicles failed to lift off in 2011, reaching barely 
EUR 3 billion compared with EUR 6 billion a year earlier. The limited attraction of these products is 
attributable to poor stock market performance. 
 

Figure 69: Annual investment flows into unit-linked contracts in 2011 
(Four-quarter aggregate, EUR billion and y/y % change in CAC 40) 
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Source: Banque de France. 2011 data at end September. 

 
Net new inflows to non-unit linked life insurance contracts fell steeply – a new development compared 
with previous years – to EUR 44 billion from EUR 72 billion in 2010. This was due mainly to the lower 
rates of return offered by insurers, hit simultaneously by losses on euro area peripheral sovereign debt 
and a fall in interest rates on the sovereign debt of countries subject to a flight to quality (France and 
Germany).  
 

Figure 70: Annual investment flows  
into unit-linked contracts (EUR billion) 
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  Sources: Banque de France and Thomson Reuters. 2011 data at end September. 
 
 
3.3 Total equity holdings declined sharply in 2011 
 
Equities account for less than 11% of French household financial wealth, with extremely low 
inflows in 2011 
 
In an environment of major uncertainty and weak stock market performance, listed equities held 
through all types of investment vehicle contracted as a proportion of household financial wealth in 
2011. Overall holdings of equities, owned both directly and indirectly (i.e. via FCPEs, investment funds 
and unit-linked life insurance contracts) made up just 10.7% of household financial wealth, down from 
13% in 2010.  
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Box 5: Return on households’ equity investments on long period 

Apart from the problems created by a shortfall of long-term savings in household financial wealth, particularly from 
the standpoint of financing economic activity, the question of yields on equities owned by individual savers is also 
worth addressing. To do so, it is necessary to compare these instruments with the other financial investments in 
household portfolios, and such comparisons are most meaningful when made over the long term. This ensures that 
the different types of possible shocks are taken into account. 

To estimate the return on these securities correctly over the long term, dividends are included. This ensures that 
measurement is not restricted to the capital gain arising from changes in share prices, and also permits 
comparisons of equity investments with and without dividend reinvestment. Overall performance is calculated using 
CAC 40 shares, and making allowances for changes to the composition of the index over time.  

In the light of performance and risk measurements for the main asset classes over the past 25 years, certain 
observations can be made: 

 Assuming that the investment started at the beginning of 198851, and the equities were held passively and 
continuously until December 2011 (i.e. a buy-and-hold strategy), the “final” return on an equity investment 
(including reinvested dividends) is equivalent to that on an investment in government bonds. But it should be 
remembered that the period in question saw a sharp decline in interest rates, which favours a rise in bond 
prices, related to a transition to a low-inflation macroeconomic regime;  

Figure 71: Real returns on the main financial assets from an initial investment of 100 (December 1987 = 100) 
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 In a buy-and-hold strategy, the average real returns to end-2011 depend heavily on the year the investment 
started, as confirmed by the charts showing average annual real returns at end 2011 according to the initial 
investment year, and 5-year moving averages. In general, the longer the investment period, the higher the 
annual real return. This is because the extension of the investment period helps to smooth out the influence of 
cycles and enables the investor to benefit from the structural uptrend in equity prices; 

Figure 72: Average annual real returns to end-2011 
according to the year the investment started* (geometric mean, %) 
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 However, the change in real annual equity returns calculated as a 5-year moving average (see chart) shows 
that investors can expect to earn substantial returns if they time their initial investment correctly, even if the 
investment period is shorter. In other words, non-procyclical investment behaviour (i.e. buying shares at or near 
the bottom of the cycle) can deliver significant gains, even over a short period;  

                                                           
51 Statistics on the Euronext website relating to returns on equities included in the CAC 40, including with reinvested dividends, are not 
available before 1988. 
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Figure 73: 5-year moving averages of annual real returns (geometric mean) 
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 The performance of an investment in equities stems mainly from dividend payouts. For this reason, focusing 
solely on changes in share prices leads to an incorrect assessment of equity returns. 

Sources: Thomson Reuters. AMF calculations. See Fonteny, Waxin (2012). 
* The x axis represents the year the investment started and the y axis indicates the average annual real return obtained to end-2011 according to the year the 
investment started. For example, the average annual real return on an equity investment initiated in 1988 is 6% with reinvested dividends. 

 
 

 
Figure 74: Directly and indirectly held equities as a proportion  

of French households’ financial assets, by type of investment vehicle*  
(proportion and annual change in CAC 40 index in %) 
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Sources: Banque de France, AMF and Thomson Reuters. AMF calculations. 2011 data at end-September. 
* The figure above each bar is the total proportion of equities in aggregate financial assets 

 
The total stock of equities held by households in all types of investment vehicle stood at 
EUR 321 billion in 2011, compared with EUR 391 billion the year before. A breakdown of the annual 
change in this stock, estimated from the annual change in the CAC 40 index, reveals an extremely 
small annual inflow compounded by a sharply negative price effect.  
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Figure 75: Analysis of the change in household equity holdings,  
all types of investment vehicle (EUR billion) 

-200

-150

-100

-50

0

50

100

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Change in holdings

Net flow effect

Valuation effect

 
Sources: Banque de France, AMF and Thomson Reuters. AMF calculations. 2011 data at end-September. 

 
 
Stock market movements and household behaviour: procyclicality risk  
 
The small proportion of equities (across all types of investment vehicle) in household financial assets 
raises the question of whether household investment decisions are procyclical. To determine the extent 
of this phenomenon, it is necessary to analyse changes in net investment flows alone. This eliminates 
valuation effects. Concurrent changes in net purchases of listed equities52 and the CAC 40 indicate the 
degree to which individual savers invest procyclically (see Figure 76 below). They show that over the 
past ten years, households have tended to acquire equities at the peak of the stock market cycle and 
sell them during periods of market turmoil. This procyclical bias appears to have faded slightly towards 
the end of the period, particularly in 2010. 
 

Figure 76: Net purchases of listed equities and changes in the CAC 40  
(aggregate four-quarter flows in EUR billion, % year-on-year change in the CAC 40) 
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  Sources: Banque de France and Thomson Reuters. 2011 data to end-September. 
 

                                                           
52 It is not possible to calculate changes in net purchases of equities via all types of investment vehicle because some figures are not 
available. For example, data on households’ net investments in equity funds are available only since March 2010. 
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Box 6: The lessons learned from retail investor surveys concern holdings of individual equities and securities in general 
 
Macro-financial statistics on household savings extracted from the Banque de France’s national financial accounts 
offer an overall picture of individual savers’ investment behaviour by analysing stock and flow data associated with 
each type of financial asset. This approach can be supplemented by information gathered from surveys carried out 
directly with households, which can address traditional issues connected with the low level of long-term savings 
from a more microeconomic and, above all, a more qualitative perspective. 
 
According to TNS Sofres surveys, the number of retail investors directly owning equities has declined steadily since 
2007. By December 2011 it was down to 4.2 million, or 8.9% of the French population aged 16 or over. These 
findings corroborate figures from the national financial accounts on the shrinking share of equities in French savers’ 
total financial assets.  
 

Table 8: Changes in ownership rates for tradable securities 

 Dec. 08 June 09 Dec. 09 June 10 Dec. 10 Mar. 11 Sep. 11 Dec. 11 

Individual equities 13.8 % 12.8 % 11.7 % 12.2 % 11.1 % 9.1 % 8.9 % 8.9 % 

Securities 18.7 % 17.7 % 15.9 % 16.5 % 15.5 % 14.8 % 14.4 % 14.2 % 
 Sources: SoFia survey, TNS Sofres (since 2008) 
 
La Banque Postale’s savings survey also identifies certain major trends. Irrespective of the portfolio’s legal and tax 
status (securities account, unit-linked life insurance or employee savings plans), holdings have declined steadily 
since 2007. This is highlighted in the answers given below to the following question: “Of the following financial 
investments, which do you own at the moment, either alone or together with another member of your household (in 
the case of a joint account, for example)?” 
 

Table 9: Percentage of respondents declaring ownership of the investments indicated 

 Oct. 04 June 05 May 06 June 07 June 08 Oct. 09 Oct. 10 May 11 Nov. 11 

Passbook accounts 83 % 84 % 79 % 82 % 84 % 81 % 82 % 83 % 84 % 

Non unit-linked life 
insurance 

42 % 43 % 43 % 42 % 43 % 42 % 45 % 42 % 42 % 

Securities 26 % 27 % 27 % 27 % 24 % 20 % 22 % 17 % 17 % 

Employee savings 
schemes 

22 % 19 % 22 % 22 % 24 % 19 % 17 % 15 % 13 % 

Unit-linked life insurance 7 % 8 % 8 % 9 % 10 % 7 % 8 % 7 % 7 % 

Source: La Banque Postale savings survey  

 
 
 
3.4 A reduction in households’ exposure to principal risk, reflecting a smaller 

proportion of listed equities in their financial wealth 
 
The exposure of household financial wealth to principal risk declined substantially in 2011, extending a 
trend observed throughout the 2000s. The least risky and/or most liquid investments accounted for 
almost 80% of savers’ total financial investments, almost ten percentage points higher than in 2001. 
The proportions for all other risk categories declined over the same period. 
 

Table 10: Definition of risk classes and their proportion of households’ financial assets 
(proportions in % and changes in percentage points) 

Degree of risk Composition 2001 2005 2010 2011 
Change  

2011/2001 

Class 1 
Deposits and cash, money market funds*, 
directly held debt securities and non-unit 

linked life insurance 
70.1 73.6 77.1 80.0 9.8 

Class 2 
Directly held bonds, bond funds* and 

guaranteed and structured funds* 
10.8 8.7 7.1 6.8 -4.0 

Class 3 Equity, balanced and hedge funds* 9.5 8.2 6.8 6.4 -3.2 

Class 4 Listed equities** 9.6 9.0 7.3 5.6 -4.0 
* through all distribution channels; ** including those held directly through employee savings schemes 
Sources: AMF, Banque de France. AMF calculations 
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The risk class that saw the sharpest relative decline recently is listed equity. The almost 1.7 percentage 
point drop in their share between 2010 and 2011 emphasises mounting household distrust of stock 
market investments. 
 

Figure 77: Changes in the proportions of financial investments by risk category (% of financial assets) 
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Source: Banque de France. AMF calculations 
 
 
3.5 The marketing of complex structured products to retail investors remains 

limited but still creates risk 
 
Sales of structured products amount to around EUR 10 billion 
 
The supply of complex structured products to French retail investors was broadly unchanged in 2011 
relative to the year before. The figures show that sales of these products totalled EUR 13.4 billion in 
2010 and around EUR 10 billion in 201153. Moreover, the French structured product market is still very 
small by comparison with other European countries. This is especially true of Italy and Germany, where 
sales to retail investors amount to EUR 37.3 billion and EUR 48.5 billion, respectively.  
 
Figure 78: Monthly sales and numbers of structured products sold to 

retail investors in France in 2011 
(sales in EUR million) 

Figure 79: Number and sales of structured products offered to 
retail investors in 2011  

(sales in EUR billion) 
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In France, retail and savings banks are the main distributors of structured products, accounting for 
about two-thirds of the volume sold to individual savers.  
 

                                                           
53 Data from www.retailstructuredproducts.com. 
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Figure 80: Volumes of structured products sold to French retail investors by distributor type  
(EUR million) 
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  Source: www.retailstructuredproducts.com 
 
 
 
Changes in supply  
 
Notwithstanding the small volume of structured products sold in France, particularly in comparison with 
total household investment flows, some recently observed developments require enhanced vigilance in 
terms of investor protection: 
 
 2011 saw a significant rebound in sales of EMTNs and SPV securities by banks to retail investors 

(see Section 4.1 and Figure 89). EMTNs raise serious questions from an investor protection 
standpoint (the amount of information on the way the product works, fees, etc.) and competition for 
savings. The expansion observed in offers of EMTN-type products has been partly to the detriment 
of structured funds, with banks seeking to increase the amount of funds on their balance sheets;  

 more than half of the structured products sold to individuals carry a risk of capital loss, and this 
proportion rose between 2010 and 2011. This probably stems from banks’ determination to limit 
the size of the guarantees they extend, which are costly in terms of capital, and to boost the 
potential gains from these products in a low-interest rate environment; 

Figure 81: Breakdown in the number of complex products sold by degree of capital protection 
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Source: www.retailstructuredproducts.com 
 
 over half of the amounts sold (and three quarters of the number of products sold) are packaged as 

life insurance contracts, retirement savings plans or common investments. This undermines the 
transparency of the products sold as well as the quality of investor information, since there is no 
standardised regulation. 
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Box 7: Defining structured products and the impact of the AMF’s “complex financial instruments” position 
 
 Products with varied characteristics: it is hard to make an overall analysis of French savers’ holdings of 
“structured products” because of a lack uniformity: there is still no clear and precise definition of these products. 

Structured products are assembled from several “building blocks”. These vary widely, making it hard to establish 
any typical combination. That said, structured products are based on investment strategies that can generally be 
divided into two components: 

  an interest-rate component, with part of the principal invested in a fixed income product with a more or less 
long maturity; 

  a derivatives component, with the remaining principal invested in one or more derivative products whose prices 
vary as a function of the value of the underlying. 

The aim of structuring is to guarantee a certain amount, generally by investing in a fixed income product, and to 
generate additional returns with the derivative (Figure 82). 

Figure 82: Mechanics of structured products 
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Source: AMF 

 

 Some structured products are particularly complex: the AMF position. The complexity of these products 
also varies greatly. Together with the ACP, the AMF has established four criteria to determine whether the 
structured financial instruments concerned (marketed as funds or complex, EMTN-type debt securities) are likely to 
be unintelligible and that non-professional customers may misunderstand the risks involved. These criteria are as 
follows (AMF/ACP, 2010): 

1. poor presentation of the risks or potential losses, especially when performance is sensitive to extreme 
scenarios; 

2. underlying assets that are hard to identify or impossible to observe individually on the markets; 

3. gains or losses that depend on simultaneous occurrence of several conditions across different asset classes; 

4. multiple mechanisms incorporated into the formula for gains or losses at maturity. 
 

 The impact of the AMF “complex financial instruments” position: adopted in October 2010, this position has 
delivered very positive results, whether in terms of structuring, product presentation or marketing practices. It is now 
being revised, with a view to possibly adapting the criteria to market developments and ensuring consistency in 
relation to other, “standard” complex products. At the same time, the AMF continues to pay close attention to the 
marketing material for these products.  

 
 
3.6 Financial investment advisers are a fast-growing population but their role is 

hard to assess 
 
4,700 FIAs with very varied profiles are currently registered in France 
 
The regulatory status of financial investment adviser (FIA) was created in 2003. FIAs are persons 
offering advice on investments, investment services or transactions in miscellaneous assets. They 
have to belong to an AMF-approved industry association (of which there are now six) charged with 
drawing up a code of conduct containing mandatory rules. Furthermore, FIAs must be registered on a 
list, which the association updates regularly and sends to the AMF54. The 2010 Banking and Financial 
Regulation Act subsequently strengthened the oversight of FIAs by bringing their associations under 
AMF supervision55.   
 

                                                           
54 FIAs will shortly be registered on a single register of financial intermediaries, to be held by ORIAS, the organisation responsible for 
registering insurance intermediaries. The new register will also include intermediaries in banking transactions and payment services, FIAs 
and ‘tied agents”, in the same way as for insurance intermediaries. ORIAS will provide AMF with a list of FIAs on a yearly basis. 
55 This also means that the AMF is empowered to supervise associations and sanction them where necessary. 
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The number of FIAs has soared to around 4,700 individuals since 2010 (Figure 83). As a population 
they are hard to discern, chiefly because they often have more than one status (insurance 
intermediary, banking intermediary, direct marketer of banking or financial services, estate agent, etc.). 
FIAs can also offer advice on a broad range of products, most of them simple but some very complex, 
such as EMTNs. In addition, the characteristics of FIAs’ clientele vary substantially from one adviser to 
another in terms of numbers, level of assets, and so on.  
 

Figure 83: Number of registered FIAs in France, 2008-2012 
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   Source: AMF, professional associations. (*) Data at 16 May 2012. 

 
Rapid growth has attractive potential but also significant implications 
 
The growth of FIAs has considerable potential because they provide retail investors with an additional 
service in an environment which in France is dominated by the major integrated networks. However, 
owing to a lack of data by type of status, it is still difficult to assess the role they play in the allocation of 
savings. Furthermore, various regulatory questions have to be addressed. For example, the fact that 
FIAs have several statuses may lead to legal uncertainty because there are no statutory provisions 
governing the links between those statuses, and clients may misunderstand the consequences. 
Likewise, since FIAs often have links to distribution platforms offering a range of differentiated services, 
issues of regulatory scope may arise. Aside from the potential problems of regulatory enforcement, it is 
necessary to ensure that FIAs, who form a very mixed group, have the requisite resources and skills, 
especially when supplying advice on complex products. Lastly, close attention needs to be paid to the 
consequences of the financial crisis (one possible reason why FIAs are attractive), which can weaken 
some entities – especially if recently formed – and engender risks in terms of marketing practices, as is 
the case with other market participants.  
 
The expansion of this profession also highlights the two-fold issue of FIAs being fully aware of and 
abiding by the regulations applicable to them. In addition, given the rapid increase in the number of 
advisers, FIA professional associations need to play a more prominent role in order to keep pace with 
this development and assume their supervisory responsibilities. Likewise, the AMF needs to reassess 
the resources to be allocated to this category of regulated entities.  
 
 
3.7 Highly speculative products are still being sold over the internet  
 
More than half the advertising for investment products concerns speculative products 
 
Some highly risky and/or complex products are being pitched to retail investors on websites that are 
easily accessible to consumers; these offers are backed by aggressive advertising campaigns. From 
April to December 2011, more than 60% of all new advertisements for investment products were for 
highly speculative products such as contracts for difference, certificates and binary options56. The 
figure reached 80% in November and December 2011 (Table 11), and the vast majority of the 

                                                           
56 Binary options have the following characteristics: they are exercised mainly for cash; the potential payoff is set in advance and the potential 
loss is equal to the amount invested; and they are available on a variety of underlyings (equities, indices, currencies, commodities) and 
maturities (end of month, set time of day, quarter of an hour, etc.). 
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advertisements ran in the mainstream media (consumer websites, etc.). Although some progress has 
been made, largely through the combined efforts of the AMF and the self-regulatory organisation for 
advertising, the Autorité de régulation professionnelle de la publicité (ARPP), these advertisements can 
be misleading57 since, among other things, they emphasise the possibility of earning lofty returns in a 
short space of time through products that are easily tradable. 
 
A fast-moving market segment 
 
This market segment changes very quickly owing to the arrival of new participants – some of them 
unauthorised – and new products or services (one recent arrival being auto-trading58). Suppliers are 
also increasing the number of platforms. The AMF recently identified 41 active trading platforms 
available in French. Although these products reach only a small number of investors, the losses they 
entail can be substantial. The AMF has also received a growing number of complaints concerning 
products marketed online. In addition to the alerts already launched in France by the AMF and at 
European level by ESMA59, regulatory work is in progress to provide a secure legal framework for 
these activities, with legal characterisation of products, services and firms, enforcement of MiFID rules, 
and so on. Complex cross-border issues arise because of the international dimension of these 
platforms and firms. Furthermore, the usefulness of an approach such as the one in the USA, which 
limits leverage for some of these instruments and requires enhanced transparency on risk and past 
performance, will have to be assessed. 
 

Table 11: New adverts by type of product or service, April - December 2011* 

Produit Number % of total 

Forex 293 25 
CfDs, all markets 269 23 
Equity and derivatives brokerage 132 11 
Certificates 103 9 
Collective investment schemes 83 7 
Binary options 81 7 
Assistance / advice / wealth analysis 60 5 
Corporate bonds 54 5 
Other 95 8 
Total 1,170 100 
Source: Kantar Média / AMF  
* Kantar Média monitors all new advertising; AMF analysis and rankings 

 

 
3.8 Summary of Chapter 3  
 
The structure of household investments broke with previous trends in 2011. Net inflows to life 
insurance contracts, one of the most popular savings vehicles, fell sharply in favour of bank deposits 
for the first time in a decade. Households were attracted to deposits because of their rates of return 
and availability in a highly uncertain macro-financial environment that encouraged precautionary 
saving. Life insurance contracts, most of them non-unit linked, which dominate household portfolios, 
were hurt by the steep fall in bond yields resulting from the euro area sovereign debt crisis and, to a 
lesser extent, from uncertainty about changes in the tax treatment of these products.  
 
Broadly, households moved away from other types of financial investments, starting with collective 
investment products. The major shift out of funds share and units observed in 2010 continued in 2011. 
This affected not only money market funds, hit by persistently low short-term interest rates, but also 
other types of fund, particularly because of poor equity market performances. Direct and indirect 
holdings of equities fell sharply year on year (10.7% after 13%), mainly because of a steep drop in 
share prices. Lastly, structured products are filtering into the rage of investments available to retail 
investors – although they still account for only a negligible portion of household portfolios – as a result 

                                                           
57 See the decision handed down by the ARPP’s advertising ethics panel on 28 March 2012. 
58 A trading system parameterised to generate orders automatically.  
59 See alert published by ESMA on 5 December 2011 on financial products linked to the foreign exchange market and marketed to retail 
investors (ESMA, 2012c). The AMF and the ACP regularly update the list of websites and entities offering unauthorised forex investments. In 
2011 they also clarified the nature of the services on offer and the legal classification of rolling spot forex transactions. 
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of marketing and distribution policies targeted on a wider audience. In sum, the proportion of low risky 
assets in the financial wealth of retail investors increased yet again in 2011 and now accounts for 80% 
of the total.  
 
Under these circumstances, several risks and issues are identifiable: 
 
 Weak diversification of household portfolios: this feature was even more prominent in 2011 

because, for the first time in years, retail investors significantly curtailed their investment in life 
insurance contracts and opted instead for bank deposits, which attracted the bulk of inflows last 
year. Driven by liquidity, this shift also increased the shortfall in long-term saving. 

 
 The impact of the financial crisis and high market volatility on households’ investment choices: 

for the short term, this underscores the importance of assisting savers by providing them with 
advice; in the longer term, it may have implications in the orientation of household saving flows. 

 
 Product substitutability: not all products offer the same levels of investor protection, depending 

on their legal wrapper, and potential clients find their characteristics hard to compare, especially in 
the case of complex products, which are increasingly accessible to individual investors. 

 
 Rapid growth in the number of financial investment advisers, currently 4,700: the emergence 

of this new category of participant in the French savings market is a positive development, but 
needs to be monitored, in terms of intelligence on the population of FIAs and proper application of 
regulations.  

 
 The supply of highly speculative financial products on the internet: these products reach a 

very broad audience, notably because of the increase in online advertising and, more generally, a 
reliance on fairly aggressive marketing methods. Although retail investor interest in these products 
has so far been marginal, they need to be supervised more closely. 
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CHAPTER 4: COLLECTIVE INVESTMENT 
 
 
Collective investment had a turbulent year in 2011, with assets under management (AUM) falling 
particularly sharply in Europe. This section reviews the trends observed in each asset class as well as 
in specific segments such as hedge funds and private equity. It also describes regulatory work in 
progress on exchange-traded funds and money market funds.  
 
 
4.1 Europe in particular was hard hit by the decline in collective investment in 2011  
 
Aggregate AUM declined to varying extents, depending on the market 
 
Having already been interrupted by the crisis in 2008, growth in global AUM in collective investment 
funds stalled again in 2011 (Figure 84). Since the causes of these fluctuations were many and varied, it 
is necessary to distinguish between markets. Furthermore, there were certain exceptions to the 
procyclical trend in investment flows which usually sees net annual inflows move in the same direction 
as changes in AUM (Figure 85). 
 

Figure 84: Aggregate AUM in collective investment funds (USD trillions) 
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Figure 85: Aggregate net inflows into collective investment funds (USD millions) 
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In the USA, the fall in AUM was limited. In a low interest rate environment, it mainly affected money 
market funds, with AUM in this category contracting by 4% in 2011 (a similar fall has since been 
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observed in the first quarter of 2012). Interestingly, the fall in AUM in equity funds was limited by 
positive net inflows totalling around USD 30 billion. 
 
In Europe, the trend was more marked. It mainly reflected valuation changes affecting equity funds 
(Figure 86), but was also magnified by outflows from money market funds and, more from all 
categories of funds except balanced funds. In contrast to 2008, reallocation of assets between short- 
and long-term investment vehicles had no observable effect. In 2008, the flight to quality during an 
equity market downturn coincided with strong inflows into money market funds; conversely, in 2011, 
both types of funds recorded net outflows during the same period. 
 

Figure 86: UCITS: valuation and inflow effects in 2011 (EUR billion) Figure 87: 2011 net inflows by fund category  
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A 10% decline in AUM in France 
 
In France, AUM in collective investment funds and managed funds declined by EUR 136 billion in 2011 
to less than EUR 1,200 billion, a fall of some 10% (12% for collective investment funds alone). This 
decline saw AUM fall below 2005 levels. Given the size of AUM, the decline in equity and money 
market funds accounted for 70% of the overall drop in AUM. However, categories representing smaller 
AUM volumes, such as balanced funds, also made a relatively significant contribution to the decline. 
After three years of outflows, balanced funds reported net outflows of EUR 8 billion in 2011, 
contributing to a 13% decline in AUM (compared with declines of 5% in 2009 and 8% in 2010)60. 
 
In this context, questions might be asked – both in France and elsewhere in Europe, where traditional 
substitution effects between fund categories did not occur – about switching between collective 
investment funds and other, non-collective forms of investment. In this regard, an analysis of retail 
investment in France highlights an interruption in inflows into life insurance and growth in bank deposits 
and passbook savings accounts (section 3.4). More marginally, gross inflows into newly launched 
products seem to reflect an increasing tendency for vehicles products organised as debt instruments 
(EMTNs etc.) to replace those organised as structured funds (Figure 89). 
 
The industry is adapting and renewing  
 
The challenging environment for asset management as a whole had specific implications for the 
French asset management industry, mainly because of its specialisation in money market and 
structured funds, both of which were particularly hard hit by the market environment. French market 
participants responded in a variety of ways. On the one hand, they sought new growth drivers, both in 
Europe – where they took advantage of the benefits offered by the UCITS IV passport – and in Asia 
and Latin America. On the other hand, they sought to systematise their offerings and rationalise their 
product ranges. Innovative and “opportunist” funds were also launched, an example of the latter being 

                                                           
60 Strong growth in the alternative funds category, relative to its share of overall AUM, mainly reflected a technical effect linked to the 
reclassification of a fund with AUM of several billion euros. 
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“buy and hold” funds61. Finally, the number of newly formed companies remains high (53 in 2010 and 
39 in 2011), reflecting the highly entrepreneurial spirit of the French collective investment industry62. 
The number of authorised management companies in France has reached an all-time high of 599. 
However, the financial crisis and the competitive environment suggest that the sector could experience 
a degree of consolidation, thus also preparing the way for larger French “boutique” houses.  
 
Figure 88: AUM and relative shares of different categories of 

collective investment funds in France (%) 
Figure 89: Structured products launched in France 
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In this challenging environment for the global collective investment industry, exchange-traded 
products continued to attract substantial inflows in 2011 
 
Capitalising on their success in previous years, ETPs63, and in particular bond ETFs (see Chapter 1, 
Figure 10), continued to act as a safe haven in 2011, although returns were sometimes negative, 
probably as a result of lower management fees and a reputation for transparency. They attracted 
significant inflows (see below), often even bucking the trends in equity markets. 
 
 
4.2 Alternative investment and private equity funds were heavily affected by market 

trends 
 
The hedge fund industry on the lookout for a new model 
 
In 2011, the impact of market trends on AUM in hedge funds – down 3% (Figure 90) – was much less 
pronounced than in 2008. However, this decline reflected very uneven performance throughout the 
year, with a 10% rise in H1 followed by a 12% fall in H2. These changes were mainly caused by 
valuation effects, with the HFR index, for example, declining by 5% over the period (Figure 91). 
However, the effects of trends in the second half-year may not be seen until Q1 2012, in particular as a 
result of lock-up periods. In this context, the best information for identifying underlying trends in the 
industry is information on net inflows. Information available at this stage should, however, be analysed 
with caution, since it represents the net effect of gross inflows and outflows – and, in particular, 
reallocations to large funds, which were apparently very substantial64. 
                                                           
61 The strategy consists of buying heavily discounted bonds and holding them in their portfolios until they are redeemed at par. The periods 
2008-2009 and 2011-2012, during which spreads on the corporate bond market widened, were favourable to this type of strategy. 
62 Entrepreneurial companies (“boutiques”) owned by private individuals or other types of owners accounted for 58.5% of asset management 
companies in France in 2010 and 79% of authorised companies in 2010 (AMF, 2011a). 
63 Exchange-traded funds (ETFs) are a type of exchange-traded product (ETP) structured in the form of a collective investment scheme. 
Other exchange-traded products that are partly interchangeable with and sometimes wrongly marketed as ETFs are, in fact, structured as 
debt instruments (exchange-traded notes or ETNs), certificates indexed on commodities (exchange-traded commodities or ETCs) or 
securitisation vehicles (exchange-traded vehicles or ETVs). 
64 Indicators are sensitive to the scope and methodology that is applied. In its 20 April 2012 edition, the Wall Street Journal commented on 
HFR data as follows (in an article entitled “Hedge-fund assets rise to record level”): “Hedge funds pulled in $70.6bn in new money in 2011, 
the most since 2007, and $16.3bn in the first quarter [of 2012]. (…) Investors put more money into the hedge-fund industry’s biggest 
managers than they took out during the first quarter; for the first three months of [2012], funds managing more than $5bn attracted $18.3bn in 
new capital, according to HFR. Smaller funds didn’t fare as well, reporting net outflows during the period of almost $2bn.” However, on the 
basis of data from Morningstar, Financial News, in its 24 April 2012 edition (in an article entitled “Investors pull cash from hedge funds in 
2012”), put net outflows over the first two months of 2012 at USD 2 billion. The latter article also highlights the fact that outflows from funds of 
hedge funds over the past four years only stopped at the beginning of 2012. 



Risk and Trend Mapping 2012 
Chapter 4 – Collective investment  

 

Risk and Trend Mapping No 12 – July 2012  69 
Autorité des Marchés Financiers 

 
Figure 90: Global AUM in hedge funds and funds of hedge funds 

(USD billion) 
Figure 91: Hedge fund performance (%) 
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Despite the effects of the crisis, the growing importance of the hedge fund industry over the past 
decade65 has led to significant changes in the regulatory framework applicable to these funds. Hedge 
funds exceeding a certain size will henceforth be subject to registration and regulatory reporting 
requirements (Box 8). While in some respects, these changes continue to move hedge funds towards a 
model more akin to alternative collective investment funds66, substitution between hedge funds and 
UCITS probably remains limited at this stage. In Europe, however, AUM in alternative UCITS rose by 
175% between end 2007 and mid-2011, reaching EUR 90 billion by June 2011 – around 1.5% of total 
AUM in all UCITS67.  
 
Furthermore, some market participants have argued that prudential reforms in the banking sector are 
detrimental to the alternative investment industry, emphasising in particular the risk of an increase in 
the cost of funding their positions68. Although some highly leveraged transactions could be adversely 
affected, such effects remain to be assessed, while alternative investment currently benefits from 
prevailing monetary conditions. 
 
 

                                                           
65 A survey of almost a quarter of the industry carried out by the UK regulator in February 2012 shows, for example, that in the second half of 
2011 the industry processed USD 8 trillion in equity trades, USD 6 trillion in G10 government bond trades and USD 9 trillion in forex 
transactions. 
66 In laying down certain conditions, the UCITS III Directive and the 2007 Eligible Assets Directive extended the scope for UCITS to make use 
of investment techniques previously used mainly by hedge funds. 
67 These estimates, made by ESMA, take into account funds using strategies recognised in commercial hedge fund databases and allowing 
investment amounts less than EUR 50,000. 
68 In an article entitled “Hedge funds feel pinch from new banking rules”, the Financial Times, in its 17 April 2012 edition, quotes L. Lebedin, 
Global Co-Head of Prime Brokerage for JP Morgan: “Prime brokers – the biggest of which are Goldman Sachs, Morgan Stanley, Deutsche 
Bank, Credit Suisse and JP Morgan – are focused on two key Basel III provisions that will significantly raise the costs they charge clients: the 
liquidity coverage ratio and the net stable funding ratio”. 
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Box 8: Hedge fund regulation 
 
 In the USA, the SEC has postponed implementation of rules adopted under the Dodd Frank Act to 21 July 2012 
(and 19 September 2012 for technical measures). As in Europe, while these rules also cover funds that were 
previously only lightly regulated (in particular private equity funds and commodity pools), they will not apply to 
venture capital funds, which are supposed to favour economic recovery. Under the new rules, funds with more than 
USD 150 million under management will be required to register with and report to the regulator. This means that 
around 750 new funds will have to register with the SEC. Funds with AUM in excess of USD 1.5 billion (i.e. around 
230 fund managers) will be required to submit more regular reports (on a quarterly basis). The rules are mainly 
intended to limit the risks to financial stability entailed by this type of fund. 
 
 In Europe, the AIFM Directive will apply to managers of alternative investment funds (AIFs) managing non-
UCITS (collective investment undertakings governed by domestic law, hedge funds, private equity funds and real 
estate funds) with AUM of more than EUR 100 million if leveraged or EUR 500 million if they are neither leveraged 
nor allow redemptions within five years of the original investment. In particular, the applicable rules cover fund 
supervision (authorisation, regulatory reporting and ongoing supervision), operational rules (capital adequacy and 
organisational rules – i.e. rules on managing liquidity, risk, conflicts of interest, valuation principles, delegated 
authority, etc.), asset custody (rules applicable to depositaries) and transparency for investors (including on 
leverage). They will be implemented in several stages, and supported by the introduction in 2013 of an intra-
European passport for European managers of European AIFs. 

 
 
Private equity continues to feel the effects of the crisis 
 
With the exception of a sharp correction in Q1 2011, private equity investment had been steadily 
recovering. However, activity in this industry has now slowed considerably (Figure 92). In Europe, initial 
signs of an upturn in private equity fundraising through to the third quarter of 2011 remain to be 
confirmed, while divestments continued at a sustained pace (Figure 93). At the same time, significant 
levels of activity have been observed on the secondary market, following near-continuous growth over 
the past decade, in an environment where the discounts on offer fell significantly after 200969. In 
particular, these trends are linked to declining returns70 and the withdrawal of many financial institutions 
and insurers over the past two years71. In terms of market segments, these trends mainly reflect the 
significant weighting of leveraged buyouts, as well as certain excesses seen in this segment the past. 
However, venture capital has – contrary to certain expectations – been hit even harder, and therefore 
is not a growth driver for the industry at this stage.  
 

Figure 92: Value of private equity deals worldwide (USD billion) Figure 93: Private equity activity in Europe since 2007 
(January 2007 = 100) 
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In France, the funding gap between capital raised and capital invested continues to widen 
 
Although fundraisings made further progress in 2011 (Figure 94), they still represented only half of the 
pre-crisis amounts and were concentrated on a few major deals and a small number of funds. While 
                                                           
69 Cogent (2012) identifies transactions totalling USD 25 billion, up from only USD 1.9 billion in 2002 and USD 18 billion in 2007. The EVCA 
notes that the proportion of sales to other private equity firms is growing strongly. 
70 See quotation by Preqin in “La performance relative des fonds de LBO se dégrade”, Agefi, 10 February 2012. Over and above cyclical 
effects, research in the vein of Phalippou (2009) emphasises the impact of management costs on the performance of these types of funds, 
concluding that only the largest pension funds benefit from investing in private equity (Andonov et al, 2012). 
71 “Le contexte économique et réglementaire soutient le marché secondaire des parts de fonds”, Agefi, 6 February 2012. The article quotes, 
among others, Bank of America, Citigroup, Barclays, HSH Nordbank, Natixis and Axa. 
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2011 saw an upturn in funds raised from banks and insurers (Figure 95), these institutions still 
accounted for just 19% of total funds raised by the sector, compared with 30% in 2008 and 23% in 
2010. There was strong growth in capital raised from foreign investors, who represented more than half 
of total fundraising. 
 
In terms of the amounts raised, AFIC data for France shows increasing use of venture capital funds 
(intended for professional investors) and declining reliance on vehicles eligible for specific tax regimes, 
such as local investment funds and innovation funds. The 2011 decline in the proportion of vehicles 
aimed at retail investors, which shrank from 18% in 2010 to 9% in 2011, was largely a result of recent 
changes in tax rules. However, private individuals and family offices continued to be the leading 
investors in private equity for the third year running. In terms of the number of vehicles, despite the 
decline in the amount raised by local investment funds and innovation funds (EUR 736 million in 2011, 
compared with EUR 835 million in 2010), the number of authorised funds increased to 109 in 2011 
from 90 in 2010. This trend could raise problems in terms of the critical mass needed to ensure sound 
management. For example, according to AFIC/AFG data, more than 60% of local investment funds and 
40% of innovation funds raised between EUR 1 million and EUR 5 million only. This change has led the 
AMF to step up its checks on the launch of new small funds, asking management companies to 
assume their responsibilities and, in some cases, to consider not bringing a fund to market if critical 
mass has not been reached. 
 

Figure 94: Annual change in private equity investments, 
divestments and fundraising (EUR billion) 

Figure 95: Source of funds raised (EUR million) 
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4.3 Exchange-traded products continue to grow in a changing regulatory 

environment 
 
Market trends in recent years in relation to exchange-traded products (ETPs) and, in particular, ETFs, 
mostly continued in 2011 (Figure 96). Indeed, 2011 was characterised by continuing inflows, including 
into some asset classes that performed negatively, such as equities. The pace of innovation also 
continued in this market, marked by the development of products linked to complex indices – including 
in particular volatility indices – and to non-equity asset classes, notably bond and commodity ETFs 
(Figure 97). 
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Figure 96: Aggregate growth in AUM in ETPs (USD billion)  
and number of ETPs 

Figure 97: Aggregate change in net inflows by segment 
in 2011 (USD billion) 

 

0

200

400

600

800

1 000

1 200

1 400

1 600

1 800

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Feb-12

0

500

1 000

1 500

2 000

2 500

3 000

3 500

Other ETPs total

ETF commodity

ETF fixed income

ETF equity

Other ETPs

ETFs

ProductsAssets

 

 
Source: BlackRock Source: BlackRock 

 
 

Box 9: Recent regulatory initiatives affecting ETFs 
 
 April 2011 – the Financial Stability Board and the Bank for International Settlements publish two 
documents (FSB, 2011a; Ramaswamy, 2011) highlighting the following: 

 Certain trends in the ETF industry: 
Strong growth in the industry 
The sophistication and opacity of certain ETFs (synthetic ETFs and leveraged or inverse ETFs) 
Confusion as to the ETF label with regard to other comparable products (ETNs, ETCs, ETVs, etc.) 
Complex structures: use of other derivatives and/or securities borrowing/lending 
Potential links with bank funding requirements. 

 Two systemic risks: 
Risk that collateral is insufficient, in terms of either amount or quality 
Liquidity risk in adverse market conditions. 

 July 2011 – ESMA publishes a discussion paper (ESMA, 2011a) on various ETF-related aspects: 
 ETFs in the form of UCITS 
 index-tracking funds 
 portfolio management techniques – i.e. securities borrowing/lending and repos 
 use of derivatives/swaps 
 strategy indices for funds. 

 January 2012 – ESMA proposes rules (ESMA, 2012): 
Improving, in particular, information contained in prospectuses on the following: 

- index components 
- costs 
- replication models 
- use of securities borrowing/lending and leverage and explanation of their inherent risks 
- collateral management policy and transparency in relation to collateral. 

 A clear definition enabling investors to identify ETFs as distinct from partially substitutable products (ETNs, 
ETCs, ETVs, etc.). ETFs are investment funds that are subject to strict, protective regulations. 

 March 2012 – IOSCO public consultation (IOSCO, 2012) on principles for regulating ETFs, with four main 
points: 

 ETF classification and improved transparency for investors 
 sale of ETFs 
 structuring of ETF 
 risks to market integrity and systemic risks not restricted to ETFs: distorted price formation on markets in 

underlying assets and risks associated with securities borrowing/lending and collateral management. 
 IOSCO calls for more detailed analysis of financial stability issues by the relevant regulators 

 
 
ETF regulations take shape 
 
Amid strong growth on the ETF market, various regulatory initiatives in 2011 helped clarify the rules 
applicable to ETFs – i.e. exchange-traded products having the status of collective investment funds. In 
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this regard, guidelines adopted at a European and international level by IOSCO and ESMA 
respectively (see Box 9) had two main aims:  
 
 increase transparency so as to reduce risks to investor protection arising from the use of 

inappropriate terminology to describe the legal form of products, and, more generally, risks arising 
from difficulties in understanding complex risk-return profiles; 

 reduce risks arising from new investment techniques, including in particular the use of synthetic 
structures (based on swaps) and securities lending. For most promoters of pure replication ETFs, 
and to a varying degree for investors, securities lending tends to represent an additional or 
alternative source of returns to traditional management fees. 

 
Unresolved questions for ETPs not classed as funds 
 
These regulatory guidelines leave certain questions unresolved. These mainly relate to products whose 
legal rules, as distinct from those applicable to ETFs – namely rules governing exchange-traded 
collective investment funds – do not include equivalent rules on transparency and risk management. 
These “non-ETF ETPs” can take various legal forms. Some are specific to a given jurisdiction, such as 
US commodity pools. Others, such as exchange-traded notes (ETNs), mainly take the form of 
unsecured exchange-traded bonds and exist on both sides of the Atlantic. The principal difference with 
ETFs is that investing in this type of vehicle exposes the investor to the credit risk of the issuer, usually 
a bank – i.e. the risk associated with the issuer’s credit rating (EDHEC, 2012). Despite a degree of 
substitutability with certain ETFs in some cases, and despite potential confusion arising from the use of 
sometimes inappropriate nomenclature (Box 9), these products escape regulatory requirements on 
diversification and collateral management applicable to funds. It is precisely this fact that favours the 
use of this type of legal wrapper – often used for trading strategies72 and mainly aimed at institutional 
investors – by a number of innovative products. 
 
Some analysts have highlighted conflicts of interest faced by banks structuring these types of products. 
In particular, banks may find it attractive to use these vehicles to move certain risks off their trading 
books, including in particular correlation risk, which turns out to be difficult to hedge73.  
 
Changes in the concept of stock market index 
 
Fundamentally, this issue also reflects significant changes over the past decade in the concept of what 
constitutes a stock market index. First, indices tend to refer to “non-traditional” or illiquid underlying 
asset classes (debt instruments, real estate investments, commodities, hedge funds, etc.) often 
through the use of derivatives and synthetic exposure. Second, the actual way in which they refer to 
such assets is evolving, incorporating strategies that sometimes allow for a degree of discretion74 and, 
as the case may be, make use of leverage, inverse leverage or option-based characteristics. 
 
Another conceptual limit is exceeded when the link between index products and their underlying 
indices becomes less distinct. Questions might be asked over the increasing number of actively 
managed ETFs in the USA75 and the implications of any significant growth in this market segment for 
investors, who previously associated the ETF brand with a passive replication approach. 

                                                           
72 The proportion of daily volumes traded on the secondary market often represents a high percentage of the total number of securities in 
issue. For example, it has been noted that daily trading volumes in certain volatility ETNs represent almost one third of total outstanding 
volumes. Similar observations have been made on the market for leveraged and inverse ETFs, which represented 25.9% of total ETF trading 
volumes on NYSE Euronext Paris in January 2012. 
73 Analysis conducted by JP Morgan in September 2010 (Abouhossein, Lee, 2010) notes: “Correlation can be ‘recycled’, meaning repackaged 
and sold as a separate product”. 
74 Some CPPI ETFs have been periodically readjusted on a discretionary basis. A typical example is the rollover of futures contracts providing 
synthetic exposure to certain asset classes not eligible for inclusion in ETF portfolios. Indeed, this can give rise to arbitrages to avoid certain 
technical effects (contango, backwardation, etc.), thus entailing a degree of discretion. 
75 E. Rominger, Director of the US SEC’s Division of Investment Management, counted 15 funds of this type in the US in October 2011, with 
total AUM of USD 6 billion. While these AUM figures are modest, some of the biggest names in passive investment – BlackRock, State Street 
Global Advisers, Invesco PowerShares, Guggenheim, Columbia Management, Russell and WisdomTree – have since continued to develop 
ranges of active ETFs. On 1 March 2012, PIMCO launched an exchange-traded version of its USD 262 billion Total Return Fund (the 
difference being that the new fund does not make use of derivatives) which collected USD 277.1 million in a month. 
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ETFs present genuine risks to financial stability, though these are not exclusive to ETFs 
 
In addition to aspects already covered by recent regulatory work (Box 9), focusing in particular on the 
management of risks associated with synthetic ETFs, three types of risks to financial stability have yet 
to come under regulatory scrutiny:  
 
Risks associated with the functioning of the secondary market in ETPs, including relationships 
with the primary market, where applicable. The specific role played by the ETF market in the flash 
crash of 6 May 2010 highlighted the market’s vulnerability to liquidity shocks as well as the particular 
role played by HFT. Recent market events have also called into question the stability of liquidity supply, 
characterised on the ETF market by a specific dependence on liquidity provision and arbitrage 
strategies. It has been observed that certain US volatility and commodity ETNs were trading at prices 
far removed from their fundamental value (NAV), sometimes leading to severe price corrections76. This 
has led to renewed questions over the trading conditions applicable to these vehicles: their market 
makers are usually HFTs, and, despite sharing characteristics with ETFs (listed open-ended funds), 
they sometimes trade as closed-ended funds when the primary market is closed. While these risks may 
specifically affect ETPs owing to the particular structure of their secondary and primary markets, they 
nevertheless raise broader questions, such as whether the market can spontaneously make the 
arbitrages needed to ensure that prices are consistent between ETPs and their underlying assets. 
Another question concerns the dynamics of liquidity supply on stock markets (see section 2.1).  
 
Risks associated with price formation on markets affected by the development of investment 
approaches that make use of passive indexing strategies. The perception of these risks has revived an 
academic debate from the late 1990s on price formation on markets where the allocation of investment 
flows is largely insensitive to the fundamental value of securities. This debate remains wide open, 
mainly as a result of the difficulty in measuring growth in passive investment in general outside the ETP 
market. Some recent research has, however, pointed out the perverse effects of developments that are 
excessively favourable to passive investment, in particular as regards business financing (Wurgler, 
2011). Furthermore, questions remain over certain commodities markets, which are often narrow and 
volatile, and where price changes raise questions about the fundamental determinants77 (see also 
section 1.6). Questions have also been asked about the rationality of certain investment strategies78 
and the inclusion of retail investment strategies on the precious metals market. This is related to the 
fact that retail investors now represent a significant proportion of holders of physical gold stocks in the 
form of ETFs, which now constitute the fourth largest stock of gold in the world after the official 
reserves of the USA, Germany and the IMF79. 
 
Risks associated with securities lending by ETFs: Work on shadow banking has highlighted risks 
arising from opacity and conflicts of interest affecting financial institutions participating in the fast-
expanding market for securities lending (Figure 15). In a context marked by a quest for investment 
returns in a low interest rate environment, intense competition among promoters of passive investment 
funds, and pressure on banks’ ability to raise finance, asset managers are seen as an important source 
of funding – “collateral mines for the shadow banking system” (Pozsar, Singh 2011). While securities 
lending is found throughout the asset management industry, it has specific characteristics in relation to 
ETFs, and in particular pure replication ETFs (Box 10):  

                                                           
76 Credit Suisse’s VelocityShares Daily 2x VIX Short Term ETN came under the media spotlight when its price fell by 29.3% and 29.8% on 22 
and 23 March 2012 respectively. Other ETNs, such as, for example, the iPath Dow Jones-UBS Natural Gas, also appear to trade at prices 
that vary substantially from their net asset value. 
77 Recently, for example, an article in the Financial News of 11 April 2012 entitled “Investors push back into palladium” referred to high 
volatility in the price of gold, which was trading at USD 635 an ounce at the beginning of April after peaking at USD 720 in February and 
falling to a local low of USD 563 in November 2011. The article also notes significant fluctuations in investment flows, as well as the fact that 
“palladium ETFs attracted the strongest inflows of the precious metals in March”. Questions were raised over the procyclicality of investment 
flows into Brent and WTI in April 2012 (with USD 581 million collected by the Energy Select Sector SPDR Fund, USD 176 million by the 
Market Vectors Oil Services and USD 135 million by USA Oil in one week), when prices reached their highest level since 2008. 
78 For example, J. Steel, a precious metals strategist with HSBC, notes that strategies betting that platinum will outperform gold have become 
popular with hedge funds. He goes on, “Other than the fact that they’re precious metals there’s no real relationship between them.” (see 
“Platinum overtakes gold for first time in six months”, Financial Times, 15 March 2012). 
79 Bloomberg quotes a report dated 2 March by Nick Moore, Head of Commodity Research for RBS in London. 
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 These highly competitive market segments are very sensitive to the management fees announced 
by market participants. In terms of income, securities lending therefore appears to represent an 
additional and/or alternative revenue source for promoters and, where such is the case, a way of 
reducing management fees for investors. 

 A singular feature of ETFs is that they can simultaneously lend out securities in their asset 
portfolios and be loaned themselves; 

 To the extent that they are passive investment vehicles with a low level of rotation in their 
underlying asset portfolios, ETFs represent a relatively stable pool of securities. 

 
Work in progress on the securities lending market 
 
Information asymmetries in the securities lending market create the risk of moral hazard (where 
investors are unable to fully monitor the actions of investment services providers) not only between 
fund promoters and investors but also between securities lending intermediaries and the parties 
involved in the transactions they arrange. Adverse selection effects are also to be feared, since they 
could lead fund managers and/or intermediaries to incur a higher level of risk than their clients are 
willing to tolerate, particularly when reinvesting cash collateral. In addition, the shortage of information 
on this market hinders a proper understanding of systemic risks, whether in identifying rehypothecation 
chains (sequences of securities lending transactions), concentration of risk within certain institutions, or 
the occurrence of destabilising (procyclical) behaviours. The materiality of such risks – the ability to 
convert collateral when liquidity shocks occur – was demonstrated, for example, when State Street 
Global Advisors lost some of its assets following shocks to the US money market fund industry80. The 
collapse of Lehman not only deprived investors of access to securities which had been loaned to and 
rehypothecated by Lehman; it also affected the value of large numbers of collateral securities backed 
by Lehman. Analysing risks to financial stability requires a more comprehensive approach, particularly 
since securities lending and refinancing transactions81 are highly complementary. As stated in 
Chapter 2 (section 2.7), prudential and market regulators are engaged in joint discussions on this 
subject (FSB, 2012b).  
 
The main aims of recent regulatory guidelines put forward in Europe by ESMA (Box 9) are firstly to 
ensure that measures intended to improve the security of collateral management rules are extended to 
derivatives (and thus to synthetic ETFs) and to securities lending by UCITS, and secondly to introduce 
transparency rules for transaction security. Furthermore, in France, not only do the rules applicable to 
repos and securities lending already anticipate these guidelines; the rules applicable to UCITS have 
also been extended to non-UCITS. Going further, other regulatory opportunities have been identified 
by, among others, the Bank of England (Tucker, 2012), in the areas of market transparency, rules 
applicable to various participants (including potential restrictions on certain types of collateral) and 
action by the authorities to impose haircuts or minimum margin calls.  

                                                           
80 SSGA’s 2010 annual report states that the fund manager recorded a USD 414 million expense in respect of securities lending activities.  
81 Adrian et al (2011) note: “Both [repo and securities lending] agreements resemble a collateralized loan, but their treatment under the U.S. 
bankruptcy law is more beneficial to cash lenders: in the event of bankruptcy, cash lenders can typically sell their collateral, rather than be 
subject to an automatic stay, as would be the case for a collateralized loan”. 
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Box 10: An attempt to estimate the extent of securities lending by ETFs 

 
 Background: According to Data Explorer, as at mid-2011, the overall size of the securities lending market, 
based on the aggregate value of loaned securities, was USD 2 trillion, while a total of USD 13 trillion-worth of 
securities were available for lending. 
 
According to BlackRock, assets under management in ETFs were as follows: 
- USD 1,442.7 billion worldwide, as at mid-2011; 
- USD 1,469.8 billion worldwide, at end April 2011; 
- USD 328.2 billion in Europe at end April 2011, representing 22% of global AUM. 
 - USD 181.0 billion of this amount was in synthetic ETFs*, representing 55% of European AUM and 12% 
of global AUM; 
 - USD 146.8 billion was in pure replication ETFs, representing 45% of European AUM; 
 - USD 0.4 billion was in mixed replication ETFs, representing 0.1% of European AUM. 
 
* Although synthetic ETFs can technically lend their securities (an operation that typically consists in lending securities from the 
substitute basket of collateral for the swap that delivers their performance), this activity is in fact limited in scope, since the securities 
received as collateral usually have little value from a securities lending perspective. 
 
 Summary estimates of the extent of securities lending by ETFs: Various AMF interviews with market 
participants put securities lending by pure replication ETFs at around 20% of their total net assets, with significant 
differences between individual ETFs82. This would put the value of loaned securities at more than USD 250 billion 
as at mid-2011. 

 
 
4.4 Money market funds: entry into force of ESMA classifications and continued 

discussions on the regulatory framework   
 
The industry is faced with competition and challenging market conditions 
 
French and European money market funds have continued to face a challenging environment 
characterised by low interest rates and competition from banks. This has resulted in an ongoing decline 
in AUM. At end 2011, French money market funds represented EUR 350 billion (compared with almost 
EUR 400 billion at end 2010) and their European counterparts EUR 1 trillion (compared with 
EUR 1,130 billion at end 2010). Moreover, money market fund managers have had to adjust their 
portfolios, firstly to cope with deteriorating market conditions in summer 2011 and secondly in response 
to pressure on euro area bank issuers, which represent the bulk of their assets. In particular, this has 
resulted in a shortening of the average maturity of fund portfolios, which also reflects the introduction of 
constraints arising from ESMA’s new “money market” and “short-term money market” classifications.  
 

Figure 98: Net inflows into and AUM in money market funds (EUR billion) 
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 Source: Banque de France 

 

“Short-term” funds account for more than 60% of AUM in French money market funds 
 
CESR’s May 2010 recommendation created two new harmonised European money market 
classifications: “short-term money market” and “money market”, each with a set of distinct 

                                                           
82 According to data published by i-Shares, some funds show ratios in excess of 90%.  
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characteristics, so as to introduce clear differentiation between risk/return profiles. These classifications 
replaced the old classifications (euro money market and international money market), which laid down 
only a single interest rate sensitivity criterion and prohibited certain risks. The introduction of these 
classifications and, more specifically, of certain asset eligibility criteria, required management 
companies to modify their ranges of money market products. A small proportion of funds (38 funds 
representing 6% of AUM) opted not to be included under either of the new classifications. Accordingly, 
most of these are now classed as balanced funds. Although more than half of funds (302) opted for the 
“money market” classification, they represented only EUR 121 billion at end February 2011 – little over 
one third of total AUM. “Short-term money market” funds (252 funds) represented 64% of AUM 
(EUR 212 billion). 
 

Figure 99: Breakdown of AUM in French money market funds under new “money market” and “short-term money market” 
classification (EUR billion; number of funds in parentheses) 
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 Source: AMF. Data as at February 2012. 

 
 

Reduction in the population of European money market funds as a result of the new 
classifications 
 
At European level, the introduction of the ESMA classifications has had a significant impact on the 
population of money market funds. According to data published by the ECB, which aligned its definition 
of money market funds on the new ESMA classifications last August, the introduction of the new ESMA 
framework has led to a number of money market funds being reclassified as investment funds as well 
as a considerable reduction in net assets in European money market funds. The euro area has seen 
an 18% reduction relative to July 2011 (EUR 194 billion). In Ireland and Luxembourg, the main two 
countries after France in which European money market funds are domiciled, the reduction is 28% and 
22% respectively (ECB, 2012a). 

 
The systemic importance of US money market funds: the summer 2011 pull-back 
 
US funds came under the spotlight in summer 2011, as a result firstly of discussions over the raising of 
the US debt ceiling and secondly of their rapid, large-scale withdrawal from European banks as 
tensions mounted in the euro area. This pull-back, which followed a withdrawal from those countries 
hardest hit by the sovereign debt crisis before spreading to all countries in continental Europe, had a 
significant impact on some banks (French banks in particular), for which US money market funds 
represented a substantial proportion of US dollar funding. According to data from Fitch, the proportion 
of prime US money market fund portfolios accounted for by euro area banks fell from 31% at end 
May 2011 to less than 10% at end December 2011, with funds investing instead mainly in Australian, 
Canadian and Japanese banks (Figure 100). These movements, accompanied by significant 
redemption volumes, illustrate the systemic nature of these market participants and the instability they 
can help generate (see, for example, Chernenko, Sunderam, 2012). While the reform approved in 2010 
helped to significantly strengthen US funds, in particular by imposing liquidity ratios, discussions on 
tightening the regulatory framework applicable to constant net asset value (C-NAV) funds are 
continuing, despite very strong hostility from the industry. Various options are under consideration, 
including the imposition of a variable NAV fund model (based on the model used by French funds) and 
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the requirement to install NAV buffers to absorb losses, combined with redemption restrictions (Walter, 
2012). In Europe, funds based on the US C-NAV model, which are marketed in Ireland and 
Luxembourg, now account for approximately 40% of the market (37% as at mid-2010), a proportion 
that remained stable in 2011.  
 

Figure 100: US money market funds’ exposure to banks by geographical region 
(% of total AUM) 
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Source: Fitch estimates based on a sample consisting of the ten largest prime money market funds representing AUM 
of USD 664 billion – i.e. 45% of total AUM in prime US funds (USD 1.46 trillion).   

 
 
The Financial Stability Board mandate 
 
In its recommendations on shadow banking (FSB, 2011b), the Financial Stability Board asked IOSCO 
to analyse the risks associated with money market funds and to formulate regulatory proposals by 
summer 2012. In particular, the FSB asked for a review of the possibility of encouraging or requiring 
fund managers to switch to a variable NAV model, as well as the possibility of introducing capital or 
liquidity requirements for C-NAV funds. Various proposals along these lines are set out in a 
consultation document published by IOSCO in April (IOSCO, 2012). At European level, the European 
Commission’s Green Paper on shadow banking also addresses the issue of regulation for money 
market funds. While attention is focused on the US C-NAV model, changes in the regulatory framework 
applicable to variable NAV funds are also to be expected (in relation, for example, to liquidity 
management and valuation rules) so as to make such funds more robust.  
 
 
4.5 Summary of Chapter 4 
 
The European investment industry once again had a challenging year in 2011. 
 
Growth in global AUM in collective investment funds stalled in 2011. Particularly in Europe, equity 
funds were affected by valuation adjustments, while all categories of funds with the exception of 
balanced funds experienced outflows. No reallocation was observed, however, between short- and 
long-term investment vehicles. Meanwhile, the alternative investment and private equity segments 
were once again significantly affected by market trends. Conversely, exchange-traded funds continued 
to attract substantial inflows in 2011, including into certain asset classes that performed negatively, 
such as equities. 
 
The French investment industry was particularly hard hit by this challenging market environment: AUM 
in collective and managed funds fell by 10% to less than EUR 1,200 billion. As regards private equity 
funds, the amounts raised still represented only half of the pre-crisis amount. 
 
French management companies have adapted to this challenging environment in a variety of ways, by 
systematising their offerings and rationalising their product ranges, proposing new products and 
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seeking new growth drivers – not only in Europe, by making use of the possibilities offered by the 
UCITS IV and AIFM Directives, but also in the rest of the world. 
 
From the market regulator’s perspective, these stresses and strains could weaken a number of 
companies and create risks in terms of available resources, supervision and risk-taking by investment 
managers. This means that regulators need to step up their vigilance in relation to both existing 
companies and new entrants.  
 
As regards exchange-traded funds, work undertaken by regulators through IOSCO and ESMA has 
helped to clearly identify risks associated with the two coexisting models of ETF – i.e. pure replication 
and synthetic replication ETFs. This work has also shown that some of the issues identified are not 
specific to ETFs but can also affect other types of funds. Various regulatory proposals are currently 
under discussion, while a new project is taking shape focused on exchange-traded products other 
than funds (ETPs).  
 
As regards money market funds, the introduction of ESMA classifications has had a tangible impact on 
the European industry, leading to a reduction in the number of funds classified as money market funds. 
In France, this reduction is limited (to less than 40 funds representing 6% of AUM). Other changes to 
the regulatory framework applicable to money market funds are to be expected, relating in particular to 
work undertaken on C-NAV funds, which make up some 40% of the European market, and, more 
generally, on potential ways to make money market funds more robust. 
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