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Made in Switzerland
“Our ambition is to build up the lea-
ding European doctoral program in
the field of finance... The primary ob-
jective is to reach an unmatched level
of excellence by developing the syn-
ergies between the existing programs
and spreading the cost among, and
extending the benefits to, a larger
number of students…” 
(NCCR FINRISK Proposal, 2001)

In November 2001, the NCCR FINRISK was
launched by the Swiss National Science Foun-
dation in order to foster fundamental and 
applied research in finance, to stimulate know-
ledge transfer between academics and prac-
titioners and to improve the quality of doctoral
education in finance in Switzerland. Three
years later it seems to be the right time to 
assess the impact of FINRISK on doctoral educa-
tion in finance in Switzerland. Did we manage to
advance towards our ambitious goal to build up

the leading European doctoral program in the
field of finance?

A short review: 
from the “traditional” doctoral education…
Until the late nineties, doctoral education in fi-
nance at Swiss Universities followed tradition:
doctoral students were employed to work pri-
marily for their advisor. Often burdened with
their advisor's administration and teaching 
duties, little time remained for conducting valua-
ble, let alone remarkable, research. Ultimately,
the dissertation usually took the form of a long
survey of the existing literature on a research
topic, devoid of any substantial new contribu-
tions. The situation changed gradually in the late
nineties with the arrival of new faculty mem-
bers, who received higher education in British
or North American universities. They realized
that effective doctoral training must be accom-
panied by modern and challenging coursework,
and that students need to be freed from 
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secondary burdens which cut into their research
time. The need for a change in doctoral educa-
tion led to the creation of structured doctoral
programs at Swiss universities.

…towards structured doctoral programs
The first official program was launched in 1997:
the FAME Doctoral Program in Finance is a 
joint offer of the University of Geneva, the Uni-
versity of Lausanne, and the Graduate Institute
of International Studies in Geneva, joined later
by the University of Neuchâtel. At the moment
there are 30 PhD students of 13 nationalities
enrolled in this program. At the end of 2004, it
will have produced 17 graduates holding the
title of Doctor in Finance. The FAME doctoral
Program in Finance served as a benchmark for the 
other doctoral programs which were created in
the following years.
In 1999, the University of Lugano started its
own doctoral program in finance. More recent-
ly (in 2002), the University of Zurich launched its
doctoral program in finance , less than one year
after FINRISK’s inception. During the start-up
phase of the doctoral program, FINRISK provided
strong financial and administrative support. Last
but not least, the University of St. Gallen will
launch its doctoral program in finance and eco-
nomics in 2005. 
All of the individual doctoral programs already in
place have some common features. The langua-
ge of instruction is English, hence all programs
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Dear Reader,

With the help of private foundations (FAME, BSI Gamma) and of the Con-

federation through the NCCR FINRISK, Swiss universities are now offering a

specific doctoral training in finance that can legitimately ambition to rival 

the doctoral offering of the best Anglo-Saxon institutions. This is a unique 

development in human and social sciences in Switzerland, one that is 

particularly welcome in a discipline where the stakes are so high for the Swiss economy. As this issue 

of FINRISK Letter points out, the setting up of a Swiss doctoral school in finance currently means 

180 student affiliates in the Swiss doctoral network, the large majority of whom are full time researchers

in finance. This is a research team of major proportion, ready to contribute new ideas and top com-

petencies to the future of the Swiss financial industry. Beyond the direct "manpower" effect of such an

endeavour, and possibly even more important, is its indirect impact on the quality of our universities 

and in due time on their reputation and visibility. The presence of top-quality doctoral students and the

teaching opportunities offered by a high-level doctoral program are nowadays necessary conditions 

to attract the best researchers. The presence of top researchers in turn enhance the attractiveness of our

universities for the best doctoral prospects. FINRISK and FAME are thus at the core of a virtuous circle 

of huge potential consequences that deserves the widest possible support.

Jean-Pierre Danthine

Deputy Director NCCR FINRISK,

Director, International Center FAME &

Professor, University of Lausanne

Once a year in June, we bring together our 
best doctoral students with two distinguished
Professors from the US. The 4th Swiss Doctoral
Workshop in Finance will take place in June
2005, once again at the picturesque Study 
Center Gerzensee. About 30 doctoral students
from Swiss universities will meet during two
days with Prof. René Stulz (Ohio State Univer-
sity) and Prof. Jerome Detemple (Boston Uni-
versity), our two workshop instructors. 
Although participants definitely enjoy the 
outstanding facilities and wonderful scenery
surrounding the Study Center, the main focus of
the meeting is to establish an intensive dialo-
gue on research. For this purpose, the students
are given the opportunity to present their 
recent research in the many areas of finance.
They receive the feedback from the two inter-
nationally renowned instructors as well as
from FINRISK faculty members who also at-
tend the workshop. After the presentations,
students and professors arrange informal mee-
tings in order to discuss the research further
and in more detail. 
Previous workshops have shown that the re-
search guidance obtained from the discussions
with Profs. Stulz and Detemple constitutes 
important and highly appreciated help for the

students who are completing their doctoral 
dissertations. In addition, those students who
are considering an international academic ca-
reer also receive valuable support and advice
about their possible application on the aca-
demic job market in the US.  

More information and the detailed program of
the 4th Swiss Doctoral Workshop in Finance
will be available soon on our website:
www.nccr-finrisk.unizh.ch/education/phd-
workshops.htm 
The Swiss Doctoral Workshop in Finance is
sponsored by the Study Center Gerzensee, a
foundation of the Swiss National Bank. 
Weblink: www.szgerzensee.ch

The instructors of the doctoral workshop:

Prof. Jerome Detemple
Boston University

Prof. René Stulz
Ohio State University

The Annual Swiss Doctoral Workshop in Finance



are open to international students. Admission
takes place on a competitive basis. To be admit-
ted to the program, students need to have a 
Master’s Degree in Economics, Finance, Financi-
al Economics, Econometrics or a degree deemed
to be equivalent by the program committee. The
number of applications from outside Switzer-
land is constantly increasing over time – a clear
sign of the increasing reputation of the indivi-
dual programs. Every year in October, five to 
seven students enter the individual doctoral
programs, about 75% being students from fo-
reign countries.
The individual doctoral programs are typically
structured along two phases: The First Phase
(year 1) features specific PhD-level courses 
covering various basic topics from finance, eco-
nomics, mathematics and econometrics. These
compulsory “core courses” are taught by local
professors and leading international academics.
Admission to the second phase also requires the
successful completion of a “Summer Research
Paper”. During the first year, most PhD students
receive grant payments to enable them to fully
concentrate on the course work. A few grants
are financed by FINRISK, however most grant
funding comes from the private sector. The Se-
cond Phase (year 2–4) is devoted to the writing
of a doctoral thesis which consists of three 
publishable research papers. Students take 
advanced doctoral courses according to their
interests and are involved in international aca-
demic activities. They also meet once a year at
the Swiss Doctoral Workshop in Finance where
they present their ongoing research. The stu-
dents are typically financed through research or
teaching assistantship positions – however at
least 50% of their time remains reserved for
their own research.
By now, the first doctoral students have comple-
ted the doctoral programs offered by FAME and
Lugano. They left for the academic job market or
the financial industry, with many exciting and 
sometimes widely recognised research projects
to their credit. Those planning to pursue aca-
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FINRISK – Doctoral Courses in Finance 2004/05

Below we list the doctoral courses in finance for the current academic year. 
More detailed information is available from our website: 
www.nccr-finrisk.unizh.ch/education/courses_nccr.htm 
Please note that the doctoral courses are also open to interested practitioners 
for a fee of SFr 1’000 per course. Registration is required at least two weeks 
before the start of the course by email to: jaeger@nccr-finrisk.ch 

Empirical Corporate Finance Prof. Michel Habib,
April / May 2005, Zurich University of Zurich

Corporate Financial Theory Prof. Erwan Morellec,
January – March 2005, Lausanne University of Lausanne

Financial Systems Prof. Alexander Karmann,
December 2004, Lugano University of Dresden

Numerical Methods Prof. Denis Talay,
Spring 2005, Zurich INRIA Sophia Antipolis, Nice

Advanced Topics in Econometrics Prof. Christian Gourieroux,
January 2005, Geneva and Zurich University of Toronto

Credit Risk Management Prof. Rüdiger Frey,
November / December 2004, Zurich University of Leipzig

Herding in Financial Markets Prof. Christophe Chamley, 
January / February 2005, Lausanne Boston University

Modern and Post-Modern Banking Prof. Paolo Vanini,
February / March 2005, Lugano and Zurich University of Zurich

demic careers are encouraged to undergo a re-
search period abroad. At the moment, a majority
of PhD graduates opt for a career within the in-
dustry. However it is our main objective to place
our graduates at top universities around the
world. In the end, our challenging goal is to 
establish a Swiss Doctoral School in Finance,
which is highly competitive on the international
academic job market. 
For more information on the individual programs,
you will find a list of corresponding links at:
www.nccr-finrisk.unizh.ch/education/phd-pro-
grams.htm 

How does FINRISK promote doctoral 
education?
FINRISK initiated and reinforced the collabora-
tion on doctoral education in finance among the
University centers in Basel, Geneva, Lausanne,
Lugano, Neuchâtel, St.Gallen and Zurich. The

Impressions from Study Center Gerzensee
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The conference Challenges to Executive Com-
pensation was held on 2. November at the Uni-
versity of Zurich. It brought together leading
academics and practitioners to present latest
scientific research on the topic and practitio-
ners’ perspectives. Keynote speakers included
Armin Falk (Bonn), Michael C. Jensen (Harvard)
and Kevin Murphy (USC Los Angeles) as well 
as Herbert J. Scheidt (Vontobel Group), Hans
Widmer (Schweiter Technologies) and Maurice
Zufferey (Spencer Stuart). 

There was a broad consensus among practitio-
ners and academics that compensation levels,
particularly in large companies, have become
excessive and that incentive structures often
motivated managers to act in ways detrimental
to the company. Various speakers and discus-
sants pointed out that the principal cause for
the current situation was the malfunction of
corporate governance. Several measures were
suggested to improve compensation models.
First, a change in corporate governance struc-

xxx
Knowledge Transfer

How much should
managers earn?
Executive compensation was “the topic” in the business
press this summer. NCCR FINRISK co-organised a 
conference in November to address two questions related
to executive compensation: (1) How can we explain 
the current levels of executive compensation?; and 
(2) Is there an optimal compensation model? 

Rajna Gibson and Carsten Murawski, Swiss Banking Institute, University of Zurich

ongoing harmonisation of the local doctoral
programs has led to the creation of the Swiss
Doctoral Network in Finance. It includes 80 PhD
students who are now enrolled in one of the 
local doctoral programs in finance. In addition,
more than 100 students are pursuing their PhD
outside the structured program at one of the 
universities, some of them working in the finan-
cial services industry. All these students have
access to a large variety of events organised by
FINRISK:
– A large number of doctoral courses are orga-
nised regularly each year (see list on page 3).
These courses cover very specific topics at the
advanced doctoral level. FINRISK invites inter-
nationally renowned lecturers from Europe and
North America to teach these courses. They are
open to all doctoral students in finance, thus ex-
ploiting the potential synergetic effects. Please
note that interested practitioners are also invi-
ted to attend these courses.
– The Swiss Doctoral Workshop in Finance
brings together about 30 PhD students with
Prof. René Stulz (Ohio State University) and
Prof. Jerome Detemple (Boston University). This
discussion forum takes place once a year at the
Study Center Gerzensee. Please see the sepa-
rate box on page 2 for more details.

Last but not least, FINRISK provides financial
support to the doctoral students and covers 
travel and accommodation expenses in order to
promote a mutual exchange at the doctoral le-
vel. As mentioned earlier, FINRISK also provides
funding for several doctoral grants.

Still some way to go…
As you can see, FINRISK promotes advanced
education in finance within Switzerland, most
notably at the doctoral level. Ultimately, our 
objective is to create an internationally renowned
Swiss Doctoral School in Finance whose philo-
sophy and academic content are common to all
member universities – without excluding com-
petition between the individual programs. This
school will be highly competitive on the interna-
tional academic job market for finance faculty.

We believe that during the past 3 years, we 
already took some important steps forward in or-
der to reach our goal in the near future. The “PhD
in Finance – Made in Switzerland” will become a
trademark for excellent doctoral education.

tures is imperative. The social, psychological,
information and power structure of boards has
to be changed so that board members no longer
see themselves as employees of the CEO. It is
the board that must have the ultimate control
over the remuneration system. Secondly, com-
panies are advised to depart from plain vanilla
option-based compensation. Equity options
exacerbate agency problems in relation with
markets and analysts resulting in earnings 
management, income smoothing and manipu-
lation of financial analysts. Thirdly, companies
and their boards must make the creation of 
long term firm value the ultimate governing 
objective, i.e., the sole score of performance. 
Management has to be held accountable for
this long-term goal and its remuneration should
be tied to the implementation of long-term stra-
tegies and the creation of value.

The conference was the second event in the
Ethical Finance Research Series. Its aim is to
provide a platform for practitioners, academics
and other stakeholders to present current know-
ledge on ethical issues in financial markets, and
to foster a dialog between the different groups.
The Ethical Finance Research Series is co-
organised by NCCR FINRISK and the University
of Zurich. 

More information about the conference and the
Ethical Finance Research Series is available at
www.nccr-finrisk.ch/ethicalfinance/.
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Riskometer consists of an online instrument
that enables private individuals or financial in-
stitutions to enter the portfolio for which the
VaR is required, and allows procedures to be
compared based on real data sets. In the pri-
mary version Riskometer focuses principally on
three major stock indices: the Dow Jones In-
dustrial Average (DJIA), the Standard&Poors 
500 (S&P500), and the Deutscher Aktienindex
(DAX). The data are collected daily and are ad-
ded to the historical daily time series data set,
providing risk measures that may be interpreted
as prognoses for a one-day time horizon. 

Versatile methods
The underlying methods included in the Risko-
meter may be applied to any stock price, ex-
change rate, commodity price or portfolio com-
prising combinations of these underlying risk
factors, whether linear or non-linear. They may
also be applied to daily data or to both higher or
lower frequency time series data. In the market
risk area, VaR estimation involves portfolios of
more than one asset. The Riskometer can be ex-
tended to such multivariate series.

The underlying methods implemented in the Ri-
skometer provide either unconditional or condi-
tional quantile estimation. The unconditional
methods are Plain Vanilla and Standard Histori-
cal simulation. The conditional methods are
EWMA (Exponentially weighted moving avera-
ge), GARCH modelling, GARCH-style time series
modelling with extreme value theory and Point
process approach.

Daily tests
Applications of the risk measuring methods on
the indices negative returns give estimates of
Value-at-Risk (VaR) and Expected Shortfall (ES)
for each index at probability levels of 95% and
99%. Each of these numbers is an estimate of
potential daily percentage loss for the current
day based on closing data up to the day before.
Additionally to VaR and ES, Riskometer provi-
des for each index an annualised volatility esti-
mate expressed as a percentage. Riskometer is
back-tested on a daily basis. Back-testing re-
sults are displayed in table. Historical perfor-
mance of the methods can be graphically ap-
preciated.

The project is led by Dr. Valérie Chavez-Demoulin
(FINRISK) and Prof. Dr. Alexander McNeil (ETH
Zurich). The work is also part of Adam Czub 
master thesis and is being developed in colla-
boration with Dr. Bernhard Brabec from Insight-
ful Switzerland.

www.math.ethz.ch/riskometer

The Riskometer
Projects

We are currently developing a web-based instrument for measuring financial market risk.
The Riskometer is a fast interactive tool that returns the different values-at-risk (VaR) and
related values (volatility, expected shortfall and so forth) from the most recent existing 
methods and also from existing standard methods. 

Valérie Chavez-Demoulin, Department of Mathemathics, Swiss Federal Institute of Technology, Zurich
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The Reductionist
Interview with Ernst Fehr

Ernst Fehr is professor of microeconomics and experimental research in economics at 
the University of Zurich, affiliated faculty member of the Department of Economics at 
Massachusetts Institute of technology (MIT), and external faculty member of the Santa Fe
Institute. His research focuses on reciprocity, social norms, and endogenous incomplete
contracts, among others. Recently, Ernst Fehr was awarded the cogito prize 2004 for his
work on strong reciprocity and altruism.  efehr@iew.unizh.ch, www.iew.unizh.ch/home/fehr/

Carsten Murawski, Swiss Banking Institute, University of Zurich

FINRISK: What is risk?
Ernst Fehr: To me risk means emotional arousal.
When I conceive a situation as risky, I am emo-
tionally aroused. A particular example is the 
publishing process. When I believe that I have
written a good paper, I submit it to a good jour-
nal. However, there is a high probability, typi-
cally higher than 90 percent, of rejection. This
is risk to me. It accompanies me throughout the
production of a paper. 

How do you manage risk?
Whenever I face risk, I try to take measures to
reduce it. Let’s continue the example above. The
biggest risk I’m exposed to as a scientist is the
potential rejection of a good paper by a good
journal. I manage this risk by trying to antici-
pate every possible objection. I always try to 
write a paper in such a way that the reader has
no opportunity of even thinking of an objection.
This is risk management from the perspective of
a scientist. Those people who publish success-
fully have mastered the management of this
risk.

How did you become an economist?
At some stage in my youth I started to read about
developing countries. As a young idealistic 
person, I cared about their problems a lot. At
one point in time, I came across some literatu-
re that suggested that economics was rather
important for the problems of developing coun-
tries. It became clear to me that one can only
understand these problems by seeing through
the economic forces at work, that is, by under-
standing the political economy of the issues.
This grabbed me. Two years before taking my 
A levels I knew already that I would study eco-
nomics. Actually, I wanted to study both econo-
mics and theology. But then, it didn’t work out
with theology.

Are there any people whose teaching,
work or thoughts have had a lasting 
effect on your research?
During my university studies it was Professor
Winfried Vogt, now at the University of Re-
gensburg. He was a student of Professor
Schneider, one of the most important econo-
mists during the first two decades after World
War II in Germany. 
Vogt convinced me to study traditional econo-
mic theory, to take it seriously. He always said
that one needs to understand something in or-
der to criticise it. And one has to be better than
those who are criticised. So I started to study
neo-classical economics. This has paid off, I
would say today. I wanted to criticise neo-clas-
sical economics, but on the way I also discove-
red its good sides. Now I can take whatever I 
like of neo-classical economics, and discard
whatever I dislike. 

For many years you have been using expe-
riments in your research. What were the
most interesting findings, in your opinion?
My colleagues and I have been working in one
particular area of experimental economics, so-
cial preferences. We have been looking at 
various aspects. One of them has been the
question whether certain anomalies in indivi-
dual behaviour are important for economics.
There are several deviations from the standard
model but many of them are not important. My
goal has always been to show in which situa-
tions certain anomalies in individual behaviour
do affect outcomes at the aggregate level, that
is, when agents interact. 

We made an important breakthrough in the 
nineties when we could show that social prefe-
rences can be highly relevant in competitive 
situations. Whenever we have a highly compe-
titive market, like in a double auction, and con-
tracts are incomplete, social preferences do
matter a lot. A prime example is the labour mar-
ket. Performance is usually not fixed in a con-
tract, that is, a contract does not say how hard
somebody has to work. Instead, the amount of
work is determined during the production pro-
cess. Thus, we have a moral hazard problem on
the side of the agent. If the relationship is re-
peated, there is also a moral hazard problem on
the side of the principal. He might promise to
pay a bonus but refuse to pay. This is a typical
case of double moral hazard. We could show
that in such situations markets work systemati-
cally differently than the standard model of 
perfect competition predicts. Theoretical results
had pointed in this direction much earlier. How-
ever, it is typically a long way from theory to
precise empirical evidence. We could actually
show the result empirically. 
In another experiment, closely related to evolu-
tionary biology, we could show that co-operati-
ve individuals tend to punish free riders. We call
such behaviour altruistic punishment. This has
consequences for all sorts of co-operative situ-
ations. Let’s take the labour market again. I be-
lieve that we cannot understand unions without
assuming altruistic punishment. A union is a
public good. The question is why an employee
should participate in a strike if he can also 
benefit from the results of the strike without
participating. It is the instinct to altruistically
punish free riders that at the end makes most
employees participate.
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In the neo-classical model of economics,
market prices are set such that all mar-
kets are cleared and resources are alloca-
ted efficiently. You are saying that there
are markets where this is not the case.
Whenever there is a moral hazard problem, the
market price frequently does not clear the mar-
ket, that is, the market price does not converge
to the competitive level. Instead, it stays above
the competitive level. Demand and supply in-
fluence market prices much less than in a situ-
ation without a moral hazard problem. 
We could show this effect in experiments. We
created a situation with excess supply of labour
and then switched to excess demand for labour.
Wages, the price for labour, did change but the
change was an order of magnitude smaller than
traditional theory predicts. It means that you
have price rigidity in such markets. 
This is a rather important insight. We can have
price rigidity in labour markets even though the
market is free, that is, there are no unions. Pri-
ce rigidity is a consequence of long-term rela-
tionships between agents, which help them 
manage their moral hazard problem. In such
long-term relationships fairness is rather im-
portant. It is fairness that endogenously leads
to rigidity of wages. 

You recently claimed that the working of
economies and societies cannot be under-
stood without taking strong reciprocity in-
to account. Can you give some examples?
You cannot understand the labour market 
without assuming the existence of strong reci-
procity. But the same is true for goods markets. 
In labour markets you observe what we call no-
minal wage rigidity, that is, it is essentially im-
possible to cut nominal wages. It almost never
happens, except if a company is on the brink of
bankruptcy. According to traditional theory, wa-
ges have to decrease whenever labour becomes
cheaper. Let’s say that the supply of labour in-
creases. Wages would have to fall. But in prac-
tice, they rarely do. This is a huge puzzle to eco-
nomists that traditional theory cannot explain.
Aspects of fairness seem to play an important
rôle here. It seems that firms do not cut wages
in certain situations because they do not want
to harm employee morale.
Another important topic is the welfare state.
You cannot possibly understand the welfare
state without strong reciprocity. In fact, it is ba-
sed on some sort of reciprocity. Many people in
our society are willing to support those mem-
bers of our society who deserve help. The
question is who deserves help. Most people
would probably say that somebody deserves
help if his poverty wasn’t his fault. But this ex-
cludes those people who moonlight and at the
same time receive unemployment benefits. If
there are too many people who loot the welfare
state in such a way, then the welfare state loses
its legitimacy. 
An interesting insight we gained from labora-
tory experiments is that a person’s decision to
co-operate is conditional. It is conditioned on
the expectation that other people co-operate as
well. Take the welfare state again. I would not
cheat on the welfare state if I knew that the 
other members of society do not cheat, either.

However, as soon as I expect the probability of
others not adhering to the norm to be large, 
I change my behaviour as I don’t want to be the
fool. 
We call this phenomenon conditional co-opera-
tion. We can show it in experiments. Actually,
we conducted experiments where people had to
work a bit in order to earn money. But we allo-
wed for theft, that is, subjects could steal other
subject’s earnings. And, clearly, the more peo-
ple expected to lose their money through theft,
the more they would steal themselves. 

Often, particularly in business life, self-re-
garding, egoistic behaviour is proclaimed.
Your research, however, casts doubt on
Homo economicus as a role model. What
kind of advice would you give to the
young aspiring manager?
In my opinion, egoistic behaviour doesn’t pay
off. This is partly related to the fact that there
is an enormous amount of disciplining in repe-
ated interactions. What’s interesting is that the
disciplining device is not a contract but the
long-term relationship. Another disciplining de-
vice is reputation.

A lot of people say that the academic
subject economics has little to do with
real-world economics. You have been
moving economic research forward tre-
mendously by making it more realistic.
What are the major milestones on the 
road ahead?
The main goal is to build tractable models of in-
dividual behaviour that are relevant for econo-
mics. We have made progress in this direction
but not enough.
To me there are three effects of first-order im-
portance. These are fairness and reciprocity, ex-
treme short-term impatience – what we call
hyperbolic discounting – and loss aversion.
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These difficulties arise because, according to the definition given above,
OR only incorporates losses. The gain potential from banking activities
is neglected. Put bluntly, OR is bad risk. The definition also explicitly sta-
tes that people and systems are the causes of the losses. But people
and system engineers also possess the best knowledge about their
risks and, if the bank wants to know about them, it should best ask these
individuals. In a pure Basel II framework focussing on losses they will
however have no incentive to tell about their past and possible future
mistakes. Furthermore, the definition only speaks about the direct loss,
in other words, one which is relevant for accounting purposes. But 
evidence in banks shows that direct losses are often of  minor impor-
tance compared to indirect losses. The latter reflects earning reductions
or internal cost over-runs due to operational risk affecting the services.
Earning reductions are for example not renewed business relations due
to lack of service quality or non competitive pricing. Cost over-runs 
occur if operations need to be redone.

What would result of a one-to-one implemen-
tation of the Basel II approach? Essentially, the
bank would group its risk management activi-
ties around a direct loss data base. This is a
controlling-driven approach to OR focussing on
the past. A too narrow view on operational risk
prevents the use of information about these
risks in an active and forward-looking way.

A Broader View
A pure loss view on OR leads to the conclusion
that OR has to be eliminated. To achieve this,
each employee receives a controller, another
controller who controls both of them is needed,
and so forth. More efficient would therefore be
to close all banks. This absurd conclusion
shows that the  loss-type definition of OR is in-
complete: The positive aspects of activities to
generate earnings are not contained. Consider-
ing them, OR management is then the art of
living with imperfections at some level and to
counteract them if they are not acceptable from
a profitability view. It is the excess over the
normal level of mistakes which is relevant for
OR management.

These three areas of behavioural economics are
here to stay. It is now up to us to build appro-
priate models.
Another aspect that is important to me is the
verification of these phenomena with field da-
ta. We could verify a lot with experimental da-
ta. However, only a few things have been veri-
fied with field data. 
A third aspect that I find extremely exciting is
neuroeconomics. Its aim is to investigate the
neural and biological foundations of social be-
haviour. It is actually a new discipline at the
intersection of neuroscience, biology, econo-
mics and psychology. I expect tremendous in-
sights from it. My colleagues and I have been
working intensively on this field using methods
from genetics and neuroscience.

Will there ever be a Grand Unified Theory
of economics?
Some economists believe that it exists already.
But these are metaphysical ideas brought to
economics by mathematicians and physicists. 
It is more or less an empirical question whether
we will ever have a Grand Unifying Theory. It is
not something that you can postulate a priori.
Maybe people behave differently in different
environments such as in the family or markets.
Hayek claimed this, and so does Vernon Smith.
Maybe there are common characteristics in the
behaviour in these different environments, and
maybe there are differences. If there are diffe-
rences in fundamental parameters of behaviour
across different behavioural domains, then
what can the Grand Unifying Theory be?
Anyway, if there ever will be such a theory, I ex-
pect it to be based on neurobiology. Our brain is
a very complex network. Understanding this
network will be key to any such theory. So, if we
want to get closer to a Grand Unifying Theory it
will have to be via neurobiology, and certainly
not via physics.

This is a rather reductionistic approach.
We humans are radical reductionists. And this
will never stop – a drive which is actually scien-
tifically interesting in itself. We want to know
which emotion drives strong reciprocity. Which
neural activities are behind this emotion?
Which molecular processes are behind the 
neural activities? And then we want to know the 
relevant processes at the atomic level. It never
stops. Our quest for knowledge is only limited by
the availability of appropriate technology.

Thank you very much, Professor Fehr.

The full interview with Ernst Fehr is available
online at 
www.nccr-finrisk.ch/media/pdf/newsletter/
interview_fehr_long.pdf.
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Operational Risk
Projects

Basel II defines Operational Risk (OR) as “the risk of direct loss resulting from inadequate
or failed internal processes, people and systems or from external events.” Using this defi-
nition without any extensions immediately leads to difficult acceptance problems in banks. 

Paolo Vanini, Swiss Banking Institute, University of Zurich, and Zürcher Kantonalbank

To see that appropriate definitions of ’norma-
lity’ and ’excess’ are crucial, we consider a bank
which defines the excess level very close to the
normal level of imperfect functioning. Such an
institution is likely to face an overhead of con-
trolling activities, security or other measures.
This has an adverse effect on profitability. On
the contrary, if an institution allows the excess
level to be very distant from normality, the failu-
res in producing the bank’s services will inevitab-
ly damage the quality of the services itself.
Then, this institution will lose clients which 
also lowers profitability. To define the normal
level of mistakes, a joint use of loss databases,
self assessments and service level agreements,
together with common sense is needed.

Any decision in OR management affects profi-
tability and therefore has to be based on three
variables: the earnings, the costs and the risks
of producing the services. Furthermore, infor-
mation about these three variables is needed.
The carrier of the OR information are the em-
ployees, the systems and the infrastructure of
the bank and their interdependence in the work-
flows of producing the services. Hence, the
assets which carry OR information are firm spe-
cific and each bank has to build up its own
information system. The key question is there-
fore, from a practitioner’s view, how to build up
and maintain an information system where
earnings/risk/cost figures are provided, consi-
dering the thousands of employees and hundreds
of IT systems which are furthermore interde-
pendent in a highly complicated way.

To be able to find a solution, one first has to
decide about which services are key to the
bank. Then the level of aggregation of the col-
lected information has to be decided upon. The
business unit representative who is responsible
for the OR in his unit has to decide about this
level. Since this level may be different for dif-

ferent business units, one finally needs a theo-
retical concept which is able to link perfor-
mance information on different levels.  

What are the values of this OR management
approach? First, from a risk management point
of view the information provides an answer to
the question whether the ORs of the key ser-
vices are acceptable compared to the earnings
and costs. If the risks exceed the board’s risk
acceptance, the approach provides information
about the risk causes and the service providers
with the highest marginal risk contribution.
Finally, the OR information can be used for in-
vestment decisions in the bank’s infrastructure.
They provide explicit information where a 
certain amount is best invested from a risk ad-
justed profitability view.1

At the root of this approach lies a broader view
on OR than in the Basel II documents and the
definition of OR reads as follows: 

’Operational risks are the risks that the profita-
bility from producing the services deviates from
management expectations due to internal in-
efficiencies or external events’. 

This definition extends the Basel II definition by
explicitly stating that instead of direct losses,
profitability is key to banks. Not only the em-
ployees’ mistakes but also their performance to
the clients are considered. On a management
level, the view shifts away from the loss data-
base to the client’s needs and the risk that one
fails to fulfil them. Finally, OR is defined as a
deviation from a profitability expectation, where
positive and negative deviations define risk. 

Practice
The implementation of  the outlined approach is
difficult and sometimes even exhausting. But it
is also an excellent opportunity to rethink the

core business activities from an integrated pro-
fitability and risk point of view. A question
which is almost an evergreen is whether the
approach should be quantitative or qualitative.
We believe that a quantitative approach should
be followed as far as it makes sense. Why are
we convinced about this approach, even if we
know that the derived OR figures are flawed, in
particular at the beginning of the OR manage-
ment implementation? First, the figures never-
theless are markers in a complex topic and they
are needed to discipline discussions: Although
people seldom like the OR topic, discussions,
once started, tend to be never-ending. But there
is a second more fundamental reason why one
should stick to measurement. OR management
is risk-adjusted profitability management. It can
therefore support the investment problem
where the next Swiss Franc is best invested.
Should it be in people, IT, organisation or a mix-
ture of them and in which employees? For this
purpose, quantitative facts and figures are a
perfect complement to experience and feelings
needed in investment decision making.

1 Details to a theoretical approach can be found in Leippold
and Vanini (2003), The Quantification of Operational Risk,
www.ssrn.com. A down-to-earth version which focus on the
implemenation is: Zanella, Döbeli and Vanini (2004), Quanti-
fying Operational Risk:  Implementing a Theoretical Business
Model, Preprint, 
available on request from beatrice.zanella@zkb.ch .
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The SNSF Review Panel recommends 
continuation of FINRISK until 2009

The annual site visit of the NCCR FINRISK by the
SNSF Review Panel took place in November
2004 at the University of Zurich. The members
of the review panel (see list below) met for two 
days to assess academic research, doctoral
education and knowledge transfer activities
carried out by FINRISK in the last three years.
The evaluation was based on the annual NCCR
report from July 2004 as well as the meeting
with the FINRISK Board of Directors and pre-
sentations of the 10 individual projects during the
visit. 

The overall research output since the esta-
blishment of FINRISK was seen as excellent. In
addition the panel also gave a very positive eva-
luation on the efforts to develop a common con-
cept for doctoral education in finance and to
harmonise the existing structures across the
Swiss universities. At the end of the visit the 
review panel approved the FINRISK draft pro-
posal for a second phase covering 2005–2009.
In its final statement the reviewers expressed a
“very strong support for the continuation of the
NCCR”. The final decision concerning the con-
tinuation of FINRISK until 2009 will be taken by
the SNSF Research Council in December 2004.

On track for Phase II

As long as the ’green light’ is confirmed by the
SNSF Research Council, the future structure of
FINRISK will ultimately be developed by the
International Scientific Council (ISC) of the
NCCR FINRISK. This advisory board is compo-
sed of five internationally renowned academics
in finance. They are evaluating the twelve Indi-
vidual Project proposals which were submitted
for the second phase (2005–09) of FINRISK. The

List of members of the SNSF Review Panel

Prof. Wolf Lindner (Chairman), Swiss National Science Foundation, Berne

Prof. Vihang R. Errunza, Faculty of Management, Mc Gill University, Montreal, Canada

Prof. G. Antille Gaillard, Dept. of Econometrics, University of Geneva 

Prof. Helyette Geman, Centre de recherches sur la gestion, Université Paris IX Dauphine,
France 

Prof. Gerd Folkers, Collegium Helveticum, ETHZ

Prof. Avner Kalay, Dept. of Finance, University of Utah, Salt Lake City, USA  

Prof. Hayne E. Leland, Haas School of Business, University of California, Berkeley, USA 

Prof. Herakles Polemarchakis, Dept. of Economics, Brown University, Providence, USA

Prof. Michael Sorensen, Dept. of Statistics and Operations Research, University of 
Copenhagen, DK

Prof. Marti G. Subrahmanyam, Leonard N. Stern School of Business, New York 
University, USA 

final selection of Individual Projects, which will
identify the future research direction of the
NCCR, will be determined by the ISC at its
Spring Meeting in April 2005. 

We will keep you informed via the FINRISK 
Letter!

Inside FINRISK



Publications
Below please find some recent publications 
by members of the FINRISK network. The 
complete list of all FINRISK publications is
available on our web site: 
www.nccr-finrisk.unizh.ch/publications

Selected Journal Publications in
2004

Jean Pierre Danthine and K. Adjaouté: 
‘Portfolio Diversification: Alive and well
in Euroland’, 
Applied Financial Economics (forthcoming)

Michel Habib and A. Ljungqvist:
‘Firm Value and Managerial Incentives: 
A Stochastic Frontier Approach’, 
Journal of Business (forthcoming)

Dusan Isakov and Fredéric Sonney: 
’Are Practitioners Right? On the 
Relative Importance of Industrial Factors
in International Stock Returns’,
Swiss Journal of Economics and Statistics

Markus Leippold, Fabio Trojani and Paolo Vanini:
’A geometric approach to multiperiod 
mean variance optimization of assets 
and liabilities’, 
Journal of Economic Dynamics and Control

Olivier Scaillet, Paolo Battocchio and 
Francesco Menoncin: 
’Optimal asset allocation for pension 
funds under mortality risk during the 
accumulation and decumulation phases’,
Annals of Operations Research (forthcoming)

Inside FINRISK

Awards
Paul Embrechts (ETH Zurich)
received the “Silver Scroll Prize for Practical
Potential” for his presentation ’Quantifying
Regulatory Capital for Operational Risk’. The
prize was awarded at the Third Joint Con-
ference organised by the Institute for Quanti-
tative Research in Finance (a US group), the
Institute for Quantitative Investment Research
(UK) and the Institute for Quantitative Invest-
ment Research (Europe). 

Ernst Fehr (University of Zurich)
received the “cogito prize 2004” for his inter-
disciplinary research in the fields of rational
decision making and human altruism, bringing
together aspects of  economy, biology and
psychology. Fehr’s work has put in question
the classical concept of the rational and egoi-
stic Homo economicus, suggesting that cer-
tain economic decisions and actions are being
taken upon apparently irrational motifs. 

Dissertations
The following FINRISK students
successfully defended their doc-
toral theses in 2004:

Kaifeng Chen
University of Lausanne & FAME 

Chen Chwen Chwen
University of Lugano

Manuel Kast
University of Lausanne & FAME

Loriano Mancini
University of Lugano

Katja Passarin
University of Lugano

Sébastien Wälti 
HEI Geneva

11

People
At HEC Lausanne there was a
major fluctuation of faculty 
members during the last couple
of months: 

Ernst-Ludwig Von Thadden, the former 
director of the FINRISK project “Law and Fi-
nance” and scientific coordinator of FINRISK,
left the University of Lausanne. He accepted 
a position as Professor of Economics at the
University of Mannheim as of October 2004.
We would like to thank Elu for his many 
valuable contributions and we wish him all 
the best for his future! 

We are happy to report that the
Ecole des HEC of the University
of Lausanne has hired five (!) 
new professors in areas connec-
ted with the current research 
programs of FINRISK. They are:

Julien Hugonnier, Assistant Professor 
of Finance (from HEC Montreal)
Jean Imbs, Professor of Economics 
(from London Business School)
Eric Jondeau, Professor of Finance 
(from Centre de Recherche de la Banque de
France and University of Paris Val de Marne)
Norman Schürhoff, Assistant Professor 
of Finance (from Carnegie Mellon University)
Pascal St-Amour, Professor of Economics
(from HEC Montreal)

The University of Lugano hired
one new professor who joined
the research group of the 
FINRISK project on “Corporate
Finance” in July 2004:

Eric Nowak, Professor of Financial Manage-
ment and Accounting (from Goethe University
of Frankfurt)

A few members of FINRISK 
changed their affiliation inside
the network:

Dusan Isakov left the University of Geneva
to take a position as a Full Professor at the
University of Fribourg
Fabio Trojani left the University of Lugano to
take a position as a Full Professor at the Hoch-
schule St. Gallen
Paolo Vanini left the University of Lugano to
take a position as an Assistant Professor at
the University of Zurich

’Risk’ lottery:
the winner
In the last issue of FINRISK Letter we were
asking for your personal view on the notion
of risk. We would like to thank everybody
who contributed by sending in a statement.
From the numerous e-mails we received,
we drew the lucky winner of the six bottles
of premium wine:

Roberto Pisani
Union Bancaire Privée, Geneva, 
Switzerland



Ultimo

Louis Bachelier
It seems that science does not always progress along a straight line but often takes turns
and detours which sometimes appear entirely irrational. In order to understand the 
development of science, it is helpful to consider the sociology of science. A case in point
is Louis Bachelier. As we know today, his work moved forward both, mathematics and 
economics. However, when he was alive his work was largely ignored. 

Carsten Murawski, Swiss Banking Institute, University of Zurich

Louis Bachelier was born in Le Havre in 1870. He
lost his parents at the age of 19 and was forced
to abandon his studies in order to earn a living.
In 1892 he moved to Paris where he worked for
the Paris Stock Exchange. At the same time he
was attracted by science and enrolled at Sor-
bonne. In 1895, he earned a degree in mathe-
matics. 

Bachelier was fascinated by financial markets
and made them the subject of his research. 
He published his famous thesis “Théorie de la 
speculation” in 1900. As part of his research
Bachelier saw that security prices follow tra-
jectories and applied the concept of Brownian
motion to describe them. This allowed him to
develop a new methodology to value rentes, a
kind of bond. Later, the concept of Brownian
motion played a fundamental role in the deve-
lopment of modern financial mathematics and
quantitative finance. Even today, Bachelier’s re-
sults are interesting – not just for science but
also for practical application. 

In the years following his thesis he repeatedly
applied for a university chair. However, he ne-
ver succeeded. One reason was that his thesis

topic was not “acceptable”. As his thesis advisor
Henri Poincaré remarked, Bachelier’s thesis
was “somewhat removed” from mainstream
mathematics, which at the time consisted of
mechanics and geometry. This was reflected in
his grades. Another reason was that he had not
attended a lycée which was necessary to gain
entrance to one of the great scientific schools.

Despite discrimination against him, Bachelier
wrote many articles and several books. He held
various positions as lecturer at the universities
of Paris, Besançon, Dijon and Rennes. Bachelier
died in 1946. 

The importance of Bachelier’s work already 
made an impact while he was still alive. 
Kolmogorov, the father of modern probability
theory, was aware of Bachelier’s work in the
1920s and was influenced by it when develo-
ping his own theory. So were Khinchine and 
Lévy. It was Paul Samuelson in the 1950s who
brought Bachelier’s work to economics. 

Bachelier was an underdog in the scientific
community of his time. Only due to his enthusi-
asm for his research and determination did he
persevere and flourish. Many would have given
up and turned to mainstream topics or would
have left research altogether. Today his work is
a cornerstone of modern probability theory as
well as modern finance. 

We do not know what would have happened if
Bachelier had given up his research. But scien-
ce would probably have progressed faster if 
Bachelier had been taken seriously earlier. Louis
Bachelier was a hero and his story deserves to
be told now as much as 100 years ago. 

Reference: Murad S. Taqqu (2001): Bachelier and his times:
A conversation with Bernard Bru, Finance & Stochastics (5),
pp. 3–32.

Agenda
For detailed information on the individual
events please refer to the FINRISK web site: 
www.nccr-finrisk.unizh.ch

27. January 2005

Conference on “Human, Technological 
and Financial Performance”
SWX Swiss Exchange ConventionPoint, Zurich

Speakers:
Suleyman Basak, London Business School
Freddy Delbaen, ETH Zurich
Xavier Freixas, Universitat Pompeu Fabra,
Barcelona
Michel Habib, University of Zurich
Chris Keynon, IBM Research Lab, 
Rüschlikon 
Markus Leippold, University of Zurich
William Fung, London Business School 
Paolo Vanini, University of Zurich
Tom Wilson, Mercer Oliver Wyman

6. / 7. June 2005

4th Swiss Doctoral Workshop in Finance
Study Center Gerzensee
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