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EXECUTIVE SUMMARY 
The growing incidence and impact  of financial cr ises warrants an except ional policy re-
sponse that  adapts t radit ional approaches of financial supervision and crisis management  to 
the changing st ructure of the internat ional financial system.  Many financial reform  meas-
ures have been proposed in response to the global financial cr isis to address weak regula-
t ion and supervision, bank resolut ion regimes, and repaying taxpayers m ainly in developed 
count r ies. However, a m ore holist ic approach to regulat ion, supervision and cr isis m anage-
m ent  is needed that  at tem pts to cont rol excessive r isk- taking whilst  m it igat ing and paying 
for the t rem endous social costs im posed by the cr isis.  This requires not  only a redesigned 
m acro-prudent ial regulatory fram ework, but  also the creat ion of durable and sustainable 
m echanism s to enhance burden-sharing between the public and financial sectors and global 
solidarity m easures that  require the financial sector to provide direct  assistance to those 
most  vulnerable and severely affected by the crisis. 
 
The analysis and proposals in this report  – Crisis Managem ent , Burden Sharing and Solidar-

ity Mechanism s in the EU – provide a follow-up to our earlier study -  Financial Supervision 

and Crisis Managem ent  in the EU (2008) .  I n our earlier study,  we exam ined the origins of 
the 2007 credit  cr isis and how financial innovat ion through securit isat ion and credit  deriva-
t ives had created inter-connected and opaque wholesale capital m arkets in which banks 
and other financial firm s had taken on high leverage to invest  in securit ised investments 
and synthet ic credit  inst ruments and when liquidity suddenly evaporated the system  was 
put  at  great  r isk.  We argued that  the sim ilar it y in bank r isk m anagem ent  m odels that  was 
facilitated by Basel I I  had led most  banks to pr ice credit  and market  r isks in very sim ilar  
ways which did not  take into account  the correlat ions between asset  pr ices and investor 
behaviour.  This exposed banks to liquidity r isks in the wholesale funding markets which 
were not  addressed adequately by prudent ial regulat ion and supervision.  Moreover, EU 
inst itut ions – and in part icular the Level 3 Lamfalussy Commit tees – were inadequate inst i-
tut ionally to m onitor system ic r isks and provide effect ive supervisory oversight  of inter-
connected capital m arkets and cross-border banks in the EU. I n addit ion, cr isis m anage-
ment  procedures in the EU were vague and did not  perform  well in the cr isis as member 
states ret reated into their own jur isdict ions and r ing- fenced the assets of cross-border 
banks experiencing difficult ies.  We called for more inst itut ional consolidat ion of the Lamfa-
lussy com m it tees and enhanced coordinat ion and inform at ion exchange on m acro-
prudent ial r isks with the European Cent ral Bank.   
 
This study extends our analysis further by exam ining some of the main r isks that  cont inue 
to threaten financial stabilit y and whether recent  regulatory init iat ives are adequate in ad-
dressing the various manifestat ions of system ic r isk in globalised financial markets and 
whether cr isis management  mechanisms and burden-sharing amongst  EU states in paying 
for the costs of the cr isis are adequate.  We conclude that serious weaknesses still 
remain in  the pr oposed regu latory reforms.  Specific ally, propos ed reforms to 
Basel II still rely too much on bank economic capital models with limited distribu-
tions of data th at are not cor related to  macroeconomic risk factors.  Counter-
cyclical capital requirements should be rules-based and linked to a common defi-
nition of the economic cycle across countries 1.1-1.2.       
 
The study consists of three chapters:  Regulatory and Supervisory Challenges;  EU Crisis 
Managem ent , Burden Sharing, and I nternat ional I nit iat ives;  and Global Solidar ity Mecha-
nism s and Financial Taxes.  I n sect ion 1.1, we exam ine the challenges and concerns of the 
proposed amendments to Basel I I  and whether higher levels of regulatory capital and 
t ighter definit ions of t ier one capital and leverage caps will be adequate to protect  banks 
during t im es of m arket  dist ress.   
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As we argued in our f irst  study, the credit  crisis of 2007 was created by a liquidity cr isis in 
the wholesale funding market  for banks, and not  because of bank under-capitalisat ion:  
market -based regulatory models fed off of market -based bank r isk m anagem ent  m odels to 
dr ive up r isk, especially during t im es of m arket  uncertainty and dislocat ion.  Bank r isk 
management  reinforced the bankers’ preference for m ore r isk by underest im at ing the po-
tent ial costs of the r isks to shareholders and ignoring the system ic r isks.  Bank r isk models 
relied too heavily on recent  data samples with a narrow dist r ibut ion of outcom es, especially 
in subprime mortgages.  I n this study, we exam ine the weaknesses of bank r isk manage-
m ent  further and argue that  the flaws in market–based r isk management  models can be 
addressed 1.2,  in part , by a more st ructural approach to r isk assessm ent  that  not  only re-
lies on assessing internal measures and probabilit ies of default ,  but  also by linking these 
measures to external st ructural factors in the econom y, such as correlat ions in investor 
behaviour and volat ilit y during ext raordinary t im es.  Basel II and the EU Capital Re -
quirements Dir ective (CRD) should require further ch anges to ensure th at the 
market-based risk models are adjusted to incorporate more structural approaches 
to risk assessment 1.2.2 & 1.3.   
 
Moreover, counter-cyclical capital requirements will not  be effect ive unless their  calculat ion 
is based on a more formulaic rule-based framework that  relies on a uniform  definit ion of 
the business cycle across Europe. The study also argues that  som e of the Basel I I  proposals 
on the definit ion of t ier one regulatory capital and leverage will be far m ore cost ly for Euro-
pean banks to implem ent  and therefore may lim it  econom ic growth disproport ionately in 
most  EU count r ies in comparison with other count r ies, such as the United States.  We rec-
ommend that the EU allow, under pillar 2 of Basel II, a more flexible transition 
period for implementing st ricter tier  one capital rules and that the definition of 
tier one c apital i nclude c ertain con vertible in struments th at can  abs orb loss es 
during times of market distress.      
 
The study addresses the r isks posed by ‘naked short  selling’ and the proposed bans against  
certain derivat ives 1.4.   Naked short ing generally refers to short -selling a financial inst ru-
m ent  without  first  owning or borrowing the security or confirm ing that  the security can be 
borrowed.  I n the CDS m arket  the term  is used to refer to the situat ion where the buyer of 
protect ion does not  own the underly ing credit  r isk.  Greece's recent  sovereign debt  prob-
lem s have brought  the naked short -selling debate into the limelight .  The study argues that  
the focus should not  be on financial ‘products’ but  rather on how you use the products.  
Financial products do not  have or iginal sin:  we can do dangerous things with seem ingly 
safe things, and safe things with seem ingly dangerous ones.  Moreover, the process of de-
clar ing som e products safe and som e unsafe would incent ivise innovators to use the safe 
products to engage in the previously unsafe behaviour, and that  could be even worse if the 
safe products are under a less st r ingent  regim e because they have been declared safe.  
Nevertheless, we can sym pathise with the argument  that  synthet ic collateralised debt  obli-
gat ions used with credit  default  swaps have very lit t le econom ic value and, as is dem on-
st rated in the case of the Securit ies Exchange Comm ission v. Goldm an Sachs, some in-
vestm ent  banks have engaged in sharp pract ices which policymakers would like to prohibit  
but  which are already illegal under securit ies law, such as spreading false or m isleading 
inform at ion and certain types of short ing. 
 
We argue that  policymakers should apply enhanced supervisory oversight  and if necessary 
amend the market  abuse and manipulat ion laws to make clearer what  type of sharp prac-
t ices in the CDS m arket  should be rest r icted or prohibited, rather than banning certain in-
st ruments like ‘naked CDS’, but  we recognize that  bans would be far easier polit ically than 
a policy of act ive supervisory oversight  against  m arket  abuse and m anipulat ion, especially 
during t imes of market  dist ress 1.4.2. Oddly enough, banning certain financial products 
m ay result  in policym akers absolving them selves from  the real responsibilit y of being fo-
cused on unsustainable behaviour in whatever form  or product  it  takes. 
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I n chapter 2, we welcom e the European Com m ission’s proposals for creat ing a European 
System of Financial Supervisors (ESFS)  that  links m icro-prudent ial supervision and regula-
t ion to a new European System ic Risk Board (ESRB)  that  is responsible for m acro-
prudent ial oversight  and assessment  2.0.   We exam ine the need for Europe to reform  it s 
bank resolut ion regime 2.2 and crisis m anagem ent  fram ework for sovereign debtors 2.4.  
The r ecent crisis demonstr ates that  Eur ope’s existing bank resolution regi me is 
inadequate for large  cross-border banks and th at a soverei gn debt res tructuring 
mechanism and a solidarity fund are needed for EU states experiencing liquidity 
and solvency problems that allows them to raise short-term financing while re-
structuring their debt.  The re is also a need for the consideration of h ow discre-
tionary policy might be conducted on a European scale in the event of severe cri-
ses.     
 
Regulatory pr oposals have  n ot addre ssed the  gr owing pr oliferation of fin ancial 
transactions in the over-the-counter de rivatives and forei gn exch ange mar kets 
and how this contributes t o complexity and opacity and thereby limits price dis-
covery and the effic ient distribution of risk.  Chapter 3 considers how to pay for the 
social costs created by the financial cr isis by requir ing the financial sector to pay their fair  
share of the cr isis and help provide global public goods.   
 
Proposals for new financial taxes typically encompass three separable object ives. The first  
object ive, lim it ing excessive r isk- taking, is derived from  the desire to price r isk efficient ly.  
I n this case how the funds are used subsequent ly is not  part  of the agenda. The proposit ion 
that  such funds m ight  be used to build an insurance fund is a quite separate argum ent  re-
lated not  to m it igat ing the r iskiness of financial t ransact ions but  to pricing accurately the 
implicit  insurance provided to inst itut ions too big to fail.  The provision of assistance to 
those most  affected by ill chosen r isk- taking is a third component  of an efficient  pricing 
st rategy.  Hence the object ive of efficient  pr icing m ay be pursued by adopt ing all three 
goals at  once, or by pursuing them  separately. 

We consider the advantages and disadvantages of several types of financial taxes including 
a tax on bank balance sheets, a tax on currency t ransact ions, and a tax on exchange 
t raded and cent rally-cleared derivat ives t ransact ions.  To be effect ive, these taxes m ust  
sat isfy the following cr iter ia:  1)  adm inist rat ive t ransparency in using exist ing clear ing and 
set t lem ent  infrast ructure and data networks, 2)  the tax level should achieve a balance of 
econom ic benefits in term s of r isk m it igat ion that  does not  significant ly distort  the m arket  
nor underm ine liquidity;  3)  while levied at  a low enough rate to generate substant ial reve-
nue, 4)  and comply with applicable EU and internat ional law.  We argue that  the currency 
t ransact ion tax (CTT) , though subject  to som e concerns under EU law, is best  suited to sat -
isfy these criter ia (at  a rate of one basis point  or half a basis point )  3.2.   Under exist ing 
set t lem ent  st ructures, the Cont inuous Link Set t lem ent  Bank (CLS Bank)  could withhold a 
sm all CTT on foreign exchange t ransact ions 3.2-3.3.  Although a more broadly defined fi-
nancial t ransact ion tax (FTT)  could potent ially generate m ore revenue than the CTT, it  
would be subject  to greater avoidance and circum vent ion under present  regulatory re-
quirements because clearing systems are not  yet  as developed for these inst rum ents as 
they are for the foreign exchange m arkets.  I n the long- run, however, banks and dealers 
are increasingly required by regulators to clear and set t le their  t ransact ions through these 
inst itut ions and they derive substant ial benefits from  doing so in the form  of reduced coun-
terparty r isk, lower regulatory capital charges, and lower overall t ransact ion costs.  These 
synergies would far outweigh the value of any small t ransact ion tax that  m ight  be applied.     
 
Policymakers therefore should give more attention to th e role that taxes on the 
financial sector can play in curbing excessive risk-taking and in providing sustain-
able funding to absorb some of the direct and indirect costs of financial crises and 
in providing global public goods 3.1-3.2.     
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Avoidance of these taxes can be m ade m uch m ore difficult  if the count r ies with the reserve 
currencies and leading financial cent res adopted an internat ional t reaty in which they 
agreed to im plem ent  a tax in their  own jur isdict ions with support  from  their cent ral banks 
who would m onitor collect ion through an agreed financial intermediary, such as the CLS 
Bank for foreign exchange, or a cent ral counterparty with responsibilit y for clearing deriva-
t ives t rading 3.2-3.3.   Moreover, the enforceability of any cont ract  that  form s the basis of 
a taxable t ransact ion would not  be recognised by any courts of part icipat ing jur isdict ions 
unless the tax was confirmed as paid 3.7.  
 
The recent  history of liberalised financial market  suggests that  financial cr ises are recurr ing 
more frequent ly and that  t radit ional regulatory cont rols have failed to cont rol system ic r isk 
and that  financial innovat ion will result  in further circumvent ion of regulatory cont rols which 
will then plant  the seeds for the next  cr isis.  Tradit ional regulatory measures have failed to 
keep pace with the r isks posed by financial innovat ion, and the costs of cr ises are r ising 
exponent ially and will impose huge econom ic and social costs on both developed and de-
veloping count r ies for generat ions to com e.  I t  is imperat ive therefore that  we explore in-
novat ive sources of finance to help governments and societ ies absorb these huge costs 
while also providing addit ional revenue to pay for public goods in all count r ies.   
 

We recommend that EU policymakers consid er several fi nancial taxes: 1) a smal l 
tax (about 10 basis points, 0.1%) on EU sovereign bond issuance that would pay 
for a EU solidarity fund to assist countries experiencing liquidity crises and to pay 
for the related social costs of sovereign debt crises, 2) a currency transaction tax 
adopted at a low r ate of one basis point or half a basis point (0.01% or 0.005%) 
that would be  designed mainly to  pay for the soc ial costs of crises an d provide 
sustainable fin ance to p ay for  glo bal pu blic g oods, and  3)  a br oader fin ancial 
transaction tax on all centrall y cleared de rivatives transactions.  In addition, we 
suggest tha t if  th ose t axes are ad opted policymakers sh ould have ‘ext ra-fiscal’ 
authority to adjust the tax r ates in a flexible way that allows them to respond to 
financial innovations and market developments 3.1-3.5. 
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INTRODUCTION 
Financial m arket  supervision and crisis management  have t radit ionally been considered 
technical areas of m arket  oversight  that  have escaped the fanfare of high polit ics and eco-
nom ic policy.  The global financial cr isis that  began in 2007 and intensified in 2008 before 
t ransform ing itself into a sovereign debt  cr isis in 2010 has put  financial regulat ion and cr isis 
m anagem ent  into the spot light .  These cr ises have at t racted m uch at tent ion because of the 
t remendous social costs imposed on the economic system  as a result  of weak corporate 
governance in financial firms and major deficiencies in regulat ion and supervision.  The cri-
sis dem onst rates the need to adopt  a m ore holist ic approach to financial regulat ion and 
supervision that  involves linking m icro-prudent ial supervision of individual banks with 
broader oversight  of the financial system.  Liberalised financial m arkets also require m ore 
effect ive coordinat ion between states in supervising markets both within Europe and inter-
nat ionally.  Although financial innovat ion can bring significant  benefits to the economy, it  
can also lead to excessive and uncont rolled r isk- taking that  can impose substant ial social 
costs on the broader econom y and society.  Policymakers should therefore consider building 
inst itut ional mechanisms that  establish solidarity between the financial sector and all parts 
of society that  are affected by financial r isk- taking.  These inst itut ional mechanisms should 
consist  not  only of effect ive regulatory and supervisory frameworks and crisis management  
operat ions but  also reformed fiscal arrangements that  require the financial sector to reim-
burse governments and societ ies for some of the social costs of financial r isk- taking.  These 
fiscal arrangements can take the form  of financial taxes that  can generate revenue to pay 
for the direct  and indirect  costs of state and cent ral bank support  and to pay for public 
goods as well.   This form  of burden sharing that  requires the financial sector to pay for 
m ore of the costs of its r isk- taking can provide a basis for building solidarity mechanisms 
between those who have benefit ted great ly from financial globalisat ion and those who have 
suffered the costs of excessive financial r isk- taking.  I n this way, financial taxes can poten-
t ially act  as a catalyst  to mobilise financial resources that  can be used to pay for global 
public goods that  will support  the development  of a more vibrant  and prosperous financial 
sector and global economy.         
 
We demonst rated in our first  study 1 ,  Financial Supervision and Crisis Managem ent  in the 

EU,  that  financial markets in Europe and most  developed count r ies had m oved away from  a 
bank-based model of f inance to a wholesale capital m arket  m odel of finance which had 
brought  diversificat ion and increased liquidity to financial markets but  also had int roduced 
system ic r isks to the financial system which regulators had failed to ident ify and cont rol.  
We also showed that  other more specific developments in globalised financial m arkets be-
ginning in the early 1990s had changed the nature of financial r isk- taking and system ic 
r isk.  First , was the developm ent  of the st ructured finance market  and in part icular the role 
of securit isat ion in decomposing and dist r ibut ing credit  r isk to wholesale inst itut ional inves-
tors who were seeking higher yield in a low inflat ion environm ent . Second, the dram at ic 
growth of the credit  derivat ives m arket  which m ade possible enhanced corporate balance 
sheet  m anagem ent , but  allowed t raders to take excessive r isks on the underlying assets in 
these cont racts.  And, third, the role of technology and stat ist ical theory in the use of 
value-at - r isk (VAR)  models in r isk management , which allowed financial f irms to calculate 
how m uch they expected to lose if the markets turned sharply against  them . These st ruc-
tural changes in financial markets provided the ingredients that  allowed r isk to be under-
priced and shifted around the financial system, thereby making it  difficult  for regulators to 
m onitor the r isk and assess its potent ial impact  on the financial system. 
   
The spread of r isk throughout  the wholesale capital markets was facilitated by the or igi-
nate- rate-and- relocate model of securit ised debt  finance that  had encouraged increased 
leverage across the financial system which in turn increased system ic r isk.   

 
1 ‘Financial Supervision and Crisis Management  in the EU I P/ A/ ECON/ I C/ 2007-069)  (Jan. 2008) . 
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I n addit ion, the excessive use of credit  default  swaps and other credit - linked inst rum ents 
had increased the com plexity and inter-connectedness of financial m arkets and had sub-
stant ially cont r ibuted to excessive speculat ion in the underlying assets of those inst ru-
m ents, put t ing the system  at  serious r isk.  Although prim arily at  fault , bankers and other 
market  part icipants were not  ent irely to blame, as regulators had cont r ibuted to the liquid-
ity r isks in the system, first  by requir ing mark- to-market  valuat ion for all f inancial assets 
without  regard to the durat ion of their  funding and, second, by requir ing regulated inst itu-
t ions to m anage their  r isk in a relat ively standardised way that  exacerbated herding during 
t im es of uncertainty.  The hom ogeneity of regulatory requirem ents cont r ibuted to the ho-
m ogeneity of m arket  pract ices through the use of sim ilar r isk m odels.  This had the effect  
of increasing system ic r isk, and exacerbated the volat ilit y in m arkets especially during 
t im es of m arket  dist ress.      
 

Other factors cont r ibuted to the cr isis, including the incent ives of rat ing agencies to provide 
AAA rat ings to com plex debt  inst rum ents and their failure to use adequate r isk-
m easurem ent  m ethodologies to assess the underlying r isks embedded in these inst ru-
m ents.   
 
I n the study, we then turned to what  type of inst itut ional st ructure and supervisory ar-
rangem ents Europe should adopt  to improve the regulat ion of system ic r isk.  We concluded 
that  the Lamfalussy supervisory fram ework was in need of updat ing because of the growing 
num ber of cross-border European financial inst itut ions and the enhanced interconnected-
ness and complexity of wholesale capital markets.  This required increased consolidat ion of 
the Level 3 commit tees and formal status to be granted to the colleges of supervisors to 
oversee the cross-border operat ions of European banks.  I n a subsequent  study we rec-
ommended the creat ion of a single European clear ing house to clear standardised credit  
derivat ives and other derivat ive products in order to cont rol system ic r isk more effect ively. 2   
We also suggested further research on how Europe can build a more effect ive resolut ion 
regime to unwind failed financial inst itut ions with extensive cross-border operat ions.     
 
Since our first  study, m any of our recom m endat ions have been incorporated into EU finan-
cial legislat ion.  Our proposals for a review of Basel I I  and increased regulatory safeguards 
against  liquidity r isk were followed by amendm ents to the Capital Requirements Direct ive 
result ing in increased capital requirem ents for m arket  r isk and for EEA host  count ry au-
thorit ies to approve bank r isk models. 3   Our proposal that  those firms which originate, ar-
range and t rade st ructured finance inst ruments to keep som e ‘skin in the gam e’ with 
twenty percent  exposure of the securit ised debt  was reduced to five percent  in am end-
m ents to the CRD. 4   Following our study, the Van den Berg Report  and EP resolut ions were 
adopted in September 2008 proposing increased consolidat ion of the Level 3 supervisory 
commit tees and colleges of supervisors along with enhanced capital and liquidity framework 
for EU financial inst itut ions. 5

  This follow-up study, Crisis Managem ent , Burden Sharing and 

Solidarity Mechanism s in the EU,  provides more analysis of som e of these issues and con-
siders further areas of regulatory reform , both how EU policymakers m ight  enhance their  
supervisory and crisis management  pract ices and how to use solidarity mechanisms in the 
form  of financial t ransact ion taxes to enhance regulat ion and to pay for European and 
global public goods.          
 

                                                 
2  ‘Clear ing and Set t lem ent  in the EU I P/ A/ ECON/ I C/ 2009-001 (Brussels:  European Parliament ) . 
3  Direct ive 2006/ 48/ EC of the European Parliam ent  and of the Council of 14 June 2006 relat ing to the taking up 
and pursuit  of the business of credit  inst itut ions ( recast ) ,art . 131 ( requir ing host  count ry authorit ies to approve 
the bank’s validat ion of it s r isk m odels) . 
4 Direct ive 2006/ 48/ EC of the European Par liam ent  and of the Council of 14 June 2006 relat ing to the taking up 
and pursuit  of the business of credit  inst itut ions ( recast ) , art . 122a ( requir ing the or iginator or sponsor to disclose 
that  it  retains (on an ongoing basis)  a 5 percent  net  econom ic interest ) . 
5 European Parliam ent , Report  with recom m endat ions to the Com m ission on Lamfalussy follow-up:  future st ruc-
ture of supervision (2008/ 2148( I NI ) , Com mit tee on Econom ic and Monetary Affairs, Rapporteurs:  I eke van den 
Burg and Daniel Daianu, A6-0359/ 2008.  

8 



Crisis Management , Burden Sharing and Solidar ity Mechanism s in the EU   
___________________________________________________________________________________________ 

 

Chapter 1 exam ines recent  regulatory reforms proposed by the Basel Commit tee on bank 
capital, liquidity and leverage and discusses the econom ic im pact  of these proposals on the 
European banking system .  Many banks operat ing in EU states that  allow m ost  regulatory 
capital to consist  of ‘hybrid inst ruments’ will experience a large increase in the cost  of regu-
latory capital because the amended Basel I I  and the Capital Requirem ents Direct ive will 
likely require that  regulatory capital – both internat ionally and across Europe – have a 
more harmonised definit ion and consist  mainly of tangible common equity.  We then ana-
lyse bank r isk m anagem ent  and how the sim ilar ity between bank r isk m odels and their fail-
ure to take into account  m acro-prudent ial r isks cont r ibuted significant ly to the cr isis and 
the r isks these models cont inue to pose to the financial system.  We propose a st ructural 
approach to r isk management  in which r isk models are not  only built  on internal recent  
data sam ples with a narrow dist r ibut ion of outcom es, but  also link these m easures to ex-
ternal st ructural factors in the economy, such as correlat ions in investor behaviour and the 
r iskiness of assets over the business cycle.     
 

Chapter 2 welcomes the recent  European regulatory init iat ives and in part icular the estab-
lishment  of a new European System ic Risk Board to conduct  m acro-prudent ial oversight  
and m onitor system ic r isk.  The way the ESRB discharges its responsibilit ies will have an 
important  effect  on its credibilit y and effect iveness in perform ing its macro-prudent ial over-
sight  funct ions.  The European Supervisory Authorit ies will play an important  role in over-
seeing m em ber state supervisory pract ices and in establishing an effect ive network of col-
leges of supervisors.  However, the EU regime governing the resolut ion of large cross-
border banks based on hom e count ry cont rol has become obsolete and merits reform .  
There  should be a more harmonised set  of pr inciples in EU law to govern the resolut ion of 
dist ressed financial inst itut ions that  would also cover non-bank financial firm s that  are sys-
tem ically im portant .  We also discuss the recent  Greek sovereign debt  cr isis and the urgent  
need to establish an EU solidar ity fund to assist  sovereign debtors during liquidity and sol-
vency crises and to pay for other social costs ar ising from financial cr ises.       
 
Chapter 3 exam ines the role of financial taxes as a solidarity mechanism to enhance pru-
dent ial regulat ion by taxing excessive r isk- taking and providing sustainable revenue to 
governm ents so that  they can pay for the direct  and indirect  costs of financial cr ises and 
provide addit ional support  for overseas development  aid and global public goods.  Specifi-
cally, we consider a tax on foreign exchange t ransact ions, a tax on exchange- t raded and 
cent rally-cleared derivat ives and related financial products, and a tax on bank balance 
sheets.  Financial t ransact ion taxes had already become widely used as a tax raising 
mechanism  before the global cr isis.  Since the 19 th century, the United Kingdom  has im -
posed a t ransact ion tax on equity t rading of 0.50%  of the value of the shares t raded. Other 
count r ies, including Brazil and Belgium, have adopted sim ilar t ransact ion taxes that  apply 
to equity shares as well as to debt  inst ruments.  The generally posit ive experience that  
these count r ies have had with these taxes suggests that  such taxes can provide a depend-
able source of revenue in securit ies spot  markets while not  significant ly lim it ing capital in-
vestment  and market  development .  We argue that  sim ilar t ransact ion taxes can be applied 
to certain sectors of the financial markets that  have profited im m ensely from  financial glob-
alisat ion and have grown disproport ionately in comparison to other sectors of the global 
economy.  The focus on t ransact ion taxes reflects our concern that  the proliferat ion of fi-
nancial t ransact ions themselves has becom e a concern of regulators and that  a significant  
port ion of t rading has been characterised as ‘socially useless behaviour’ (Turner, 2010) .  
We agree with m any regulators that  new financial taxes can serve useful regulatory pur-
poses, such as the I MF’s recom m endat ions to the G20 for a bank balance sheet  tax and a 
tax on bank profits and rem unerat ion ( IMF 2010) .  We believe however that  to achieve our 
goals to lim it  excessive financial t ransact ions and to provide sustainable sources of revenue 
to build burden sharing and solidar ity mechanisms in Europe and globally, that  policymak-
ers should consider a tax on financial t ransact ions that  targets the excessive growth of fi-
nancial act ivity.    
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Our data show that  such taxes levied at  a low level will not  significant ly distort  financial 
markets and could potent ially provide a sustainable source of finance for m any govern-
ments and for internat ional cooperat ion init iat ives between states and internat ional organi-
sat ions.  Certain types of FTTs m ay be m ore pract icable and versat ile than others in achiev-
ing regulatory object ives and paying for public goods.  We suggest  that  a global currency 
t ransact ion tax (CTT)  m ight  perform  a dual funct ion of lim it ing excessive r isk- taking in the 
foreign exchange markets, while raising revenue to pay for European and global public 
goods.  We also suggest  that  a broad-based FTT on exchange- t raded and cent rally cleared 
derivat ives t rading could lim it  excessive t ransact ions, while also potent ially generat ing high 
levels of revenue.  However, such a tax should not  be im plemented unt il most  standardised 
derivat ive cont racts have been m igrated to clearing houses and they are subject  to pruden-
t ial regulat ion.  Finally, in addit ion to a CTT and FTT, we consider the ut ilit y of a global tax 
on bank balance sheets and conclude that  such a tax if applied to banks in certain devel-
oped and developing count r ies would penalise banks whose balance sheets were generally 
well-managed and regulated before the cr isis and therefore should not  now be subject  to 
such a charge.  Rather, taxes on the wholesale capital m arkets and foreign exchange mar-
kets applicable to the leading reserve currencies would be a more appropriate way to lim it  
excessive financial r isk- taking while generat ing consistent  sources of revenue for public 
goods.  We also suggest  that  EU governm ents should apply a tax of one basis point  on all 
sovereign bond issuance (nat ional and sub-nat ional governments)  and that  the revenue go 
to a European Solidar it y Fund to help sovereign debtors with liquidity support  and to re-
st ructure their debt  during t imes of cr isis. Based on our analysis, these taxes would not  
lim it  liquidity nor significant ly reduce t rading under most  scenarios.     
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1. REGULATORY AND SUPERVISORY CHALLENGES 
1.1 Basel I I  and beyond? 

I n Decem ber 2009, the Basel Commit tee proposed substant ial revisions to the Basel I I  
capital regime. 6   The new standards have been called ‘Basel I I I ’ and are less reliant  than 
the earlier Basel I I  standards on the banks’ internal r isk models. 7  Basel I I ’s main object ive 
was to make regulatory capital more market  sensit ive and to approximate the econom ic 
capital that  banks were already holding. Before the cr isis, Basel I I  had been extensively 
cr it icised for under-pr icing financial r isk and thereby failing to take into account  the social 
costs that  bank r isk- taking creates for the broader economy. 8   Basel I I I  at tem pts to ad-
dress these weaknesses by requir ing that  the inst rum ents of regulatory capital absorb m ore 
losses and that  Tier 1 capital contains a higher proport ion of com m on equity, in cont rast  to 
the average m inimum of two percent  of r isk-weighted assets under Basel I I .   Basel I I I  will 
also require banks to hold less ‘hybrid inst rum ents’ (part  debt , part  equity)  because these 
inst ruments did not  absorb losses adequately in the crisis.  I nstead, the Basel Commit tee is 
expected to perm it  banks to hold ‘cont ingent  bonds’ as subordinated debt  that  t ransform  
automat ically if the issuing bank has financial difficult ies or if the broader financial system  
experiences st ress. 9   Basel I I I  will also incorporate leverage rat ios which are determ ined by 
the size of the bank’s balance sheet , but  are not  r isk-based.  Unlike regulatory capital 
which is a charge on risk- taking, leverage rat ios are cushions to be drawn upon by banks 
during t im es of m arket  st ress.  Also under considerat ion is some form  of counter-cyclical 
capital charge requir ing banks to hold more capital during the good years and less during 
the lean years.  This is intended to offset  the current  tendency for capital rules to encour-
age higher leverage during good t im es and insufficient  leverage during bad t im es.   
 
1.1.1 Counter-cyclical regulatory capital and liquidity requirements 
A m ajor weakness of Basel I I  and the Capital Requirements Direct ive (CRD)  was that  it  was 
pro-cyclical.   Regulatory capital calculat ions were mainly based on the r iskiness of bank 
assets:  in an upturn, bank assets would appear healthy and at t ract  a lower capital charge, 
while in a downturn, assets would appear r iskier and at t ract  a higher charge.  Regulators 
generally agree that  this would exacerbate bank asset  pr ice m ovem ents and cont r ibute to 
volat ilit y in the market .  I nstead, regulatory rules should impose counter-cyclical capital 
requirem ents, such as higher capital charges during a m arket  upturn and lower charges 
during a market  downturn.  The experience of using counter-cyclical capital rules -  or dy-
nam ic provisioning – has been posit ive:  Spain had dynam ic provisioning rules that  led to 
their banks having m ore capital available to absorb losses during the cr isis than m ost  other 
European banks.   
 
Basel I I I  m ay also go a few steps furthers than counter-cyclical capital by lim it ing capital 
dist r ibut ions such as dividends, buy-backs and bonuses.  I t  has also been suggested that  
broader macro-prudent ial measures such as leverage caps should be used to lim it  excess 
credit  growth.   

 

6 See Basel Comm it tee on Banking Supervision ‘Consultat ive proposals to st rengthen the resilience of the banking 
sector ’ (BI S:  Basel)  (17 Dec. 2009) ;  and ‘I nternat ional framework for liquidity r isk m easurem ent , standards and 
monitor ing -  consultat ive document ’ (BI S:  Basel)  (Dec. 2009) .  
7 Although the proposed amendm ents to Basel I I  as set  forth in the Comm it tee’s June 2009 proposals and the 
Decem ber 2009 consultat ion proposals would substant ially  am end Basel I I  if adopted, they are technically consid-
ered to be am endments and not  a new Basel Accord. Draft  proposals for ‘Basel 3’ are now under negot iat ion. The 
tentat ive plan is for  2010 to be a year of discussion and refinem ent  with final proposals due by the end of the 
year.  Phase- in and grand- fathering is planned for late 2012. Whilst  this may seem far away, it  is likely that  som e 
of the changes will be adopted sooner. This can be achieved either by nat ional regulators invoking changes bank-
by-bank under Pillar 2 of Basel I I ;  or, by banks voluntar ily  accelerat ing the t im etable. 
8 See Alexander et . al (2006, 40-41) , and Ward (2002) . 
9 Flannery (2009)  argues that  regulators should require ‘cont ingent  capital cert ificates’ that  convert  from  debt  to 
equity automat ically when the issuing banks equity falls too low. But  som e argue that  such convert ible inst ru-
m ents will be very expensive for banks to raise capital. 
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This could mean that  many different  types of hybrid inst rument  issues will be called over 
the next  few years and replaced with com m on equity.  This last  point  sounds posit ive but  
begs the quest ion of how it  would be implemented.  I t  is also hard to imagine polit ical en-
dorsem ent  in count r ies that  have bank- led finance systems and have allowed regulatory 
capital to consist  mainly of hybrid inst ruments which, if converted to ordinary equity under 
Basel I I I ,  would dramat ically increase the cost  of capital, thereby lim it ing credit  growth as 
the main driver of improving employment  and GDP growth (See Chart  2) . 
 
As far as bank liquidit y and funding are concerned, it  is likely that  a new funding rat io will 
be proposed along with a measure of short - term  liquidit y buffers.  The goal here is to 
st rengthen the short - term  resilience of the banking sector as well as reducing funding im -
balances.  During the last  decade in Europe, loans exceeded deposits by about  €3 t r illion. 10   
I n the UK, the gap was approxim ately £700 billion by the end of 2007 with 50%  of the 
short fall com ing from  overseas. 11   Any new rat io would go beyond the loan- to-deposit  rat io 
by weighing stabilit y of funding versus liquidity of assets. 
 

1.1.2 Leverage   
Perhaps the m ost  signif icant  change relates to leverage.  Macro-prudent ial supervision will 
necessarily involve regulators in managing and overseeing system ic r isk across the financial 
system . One way to do this is to m onitor the aggregate levels of leverage and impose addi-
t ional cont rols on banks depending on whether aggregate levels are breached.  The idea of 
a gross leverage lim it  ( tangible equity to tangible assets)  has been recent ly proposed in 
Europe, while having been in place for comm ercial banks in the US for m any years (Chart  
1) .  Basel I  allowed capital to be calculated on the r isk-weighted not ional of assets where, 
for exam ple, OECD sovereign r isk had a weight ing of zero thus at t ract ing no capital.  
Hence, by having large holdings of sovereign bonds, a bank could boast  a very st rong regu-
latory capital rat io but  very high leverage.  Basel I I  refined the r isk weight ings by linking 
them to credit  rat ings and allowing econom ic capital models which produced r isk adjusted 
capital num bers:  the lower the r isk, the lower the capital.   But  while the calculat ion of bank 
capital became more complex, the US retained the crude leverage lim it  that  had been in 
place for so long.  US deposit - taking banks have had m any problem s over the last  few 
years but  excessive leverage was not  one of them.  This problem was however acute for 
the US securit ies firm s where much higher leverage was perm it ted by the Securit ies and 
Exchange Commission, whilst  also being tolerated for European banks who adhered to 
Basel I I  but  in order to opt im ise capital usage, were allowed to take on higher levels of lev-
erage.   
 
As nat ional regulators m ove towards a com m on response, one of the m any challenges they 
face is the dram at ically different  bank leverage rat ios in the US and Europe. As Chart  1 
illust rates, amongst  the largest  banks, leverage in Europe is more than double that  in the 
US.  Should the US leverage lim it  of 4%  (25 to 1 asset  to equity rat io)  be adopted the im -
pact  on bank capital in Europe will be far greater than in the US.  Chart  2 shows the I MF 
est im ates of capital needed to m eet  differ ing lim its of Tier 1 capital to r isk-weighted assets 
and, on the r ight  of the chart , to m eet  4%  lim it  of Tangible Com m on Equity to Tangible 
Assets.  To achieve this leverage target  the I MF est im ates that  European banks would need 
to raise an addit ional €300 billion of new capital.  This would have an enormous effect  on 
the exist ing abilit y of European banks, especially those in bank- led financial m arkets, to 
generate long- term  econom ic growth. 

 

                                                 
10 See European Cent ral Bank (2010) . 
11 See also, Bank of England, Financial Stability Report  2009  (HMSO:  London) . 
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Chart 1: US and European Bank  
Leverage Ratios 

 
¹  at  3Q09. Source:  Company reports, SNL, CreditSight  

 

Chart 2:  IMF Estimate of B ank Capital 
Needs 

 
 
Source:  I MF staff est im ates 

 

1.2 Risk m anagem ent  
I n our first  study, we argued that  the sim ilar ity in r isk management  models used by banks 
encouraged by the Basel I I  process had led most  banks to price credit  and market  r isks in 
very sim ilar ways without  regard to the system ic r isks which their r isk- taking and inst ru-
m ents posed to the financial system .  Advances in technology and sophist icated data m an-
agement , combined with the use of value-at - r isk (VAR)  models allowed financial managers 
to devise r isk m odels that  led them  to believe that  they were diversifying and spreading 
r isk to investors capable of absorbing r isk, while increasing bank profits through higher lev-
erage. Based on these models, banks developed the originate- rate-and- relocate model that  
allowed them  to use sophist icated data m anagem ent  techniques to calibrate their  r isk ex-
posures so that  they could t ransform  credit  r isk (or iginated as m ortgage loans)  into in-
vestable debt  securit ies that  could be sold to inst itut ional investors looking for higher yield 
in a low inflat ionary environment .  Regulators perm it ted banks to hold some of these debt  
securit ies in their  t rading books with lower capital requirem ents than would have been re-
quired with regular loans.  Regulators and cent ral bankers12  were convinced that  the so-
called ‘great  moderat ion’ had resulted in low inflat ion, and the low interest  rates created 
condit ions that  drove assets pr ices even higher.  Risk management  models reinforced the 
bankers’ preference for more r isk by underest im at ing the potent ial costs of the r isks to 
shareholders and ignoring the system ic r isks.  They relied heavily on recent  data samples 
with a narrow dist r ibut ion of outcomes, especially in subprim e m ortgages.     

 

                                                 
12 Alan Greenspan stated in March 2009 in test imony to a US Congressional Comm it tee that   
“ in August  2007, the r isk m anagement  st ructure cracked. All the sophist icated mathemat ics and computer wiz-
ardry essent ially rested on one cent ral prem ise:  that  the enlightened self- interest  of owners and m anagers of 
financial inst itut ions would lead them to maintain a sufficient  buffer against  insolvency by act ively monitor ing their  
firm s’ capital and r isk posit ions.”   
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1.2.1 The flaws in risk management  
Over the past  fifteen years, a com m on refrain during periods of financial dislocat ion, great  
and small,  is that  we need more r isk management .  After fifteen years of considerable in-
vestment  in r isk management  we need to ask why this investment  has had so lit t le pay-off.   
There are three fundamental reasons why common approaches to r isk m anagem ent  proved 
inadequate and, m ore to the point , will always do so. Failure to address these issues in 
som e way will lead us back to cr isis. 
 
The first  is that  financial cr ises invariably take place after a boom, where there has been a 
collect ive and often genuine belief that , for som e exogenous reason such as the arr ival of a 
new technology, investm ent  r isks have fallen – or returns for a given r isk have r isen.  This 
becom es self- feeding as the result ing boom gives the stat ist ical appearance that  the r isk-
return t rade-off has improved, with generalized returns r ising, and instances of default  or 
other downside r isks receding am id surplus liquidity. More stat ist ical m easures of r isk and 
return will not  help this problem. I ndeed, the tendency to use more and more up- to-date 
data in assessing r isks and returns or incorporat ing market  measures of r isk will tend to 
reinforce this self- feeding cycle (Persaud 2004) .  Financial crashes occur because markets 
underest imate prior r isks.  Using market  est imates even more will make mat ters worse not  
bet ter. At  the sam e t im e, forcing banks, generally funded by short - term  liabilit ies, to use 
more longer- term  data on r isk and returns and less m arket -sensit ive data, will appear from  
the perspect ive of individual inst itut ions to be perverse. This suggests that  the solut ion to 
this r isk management  problem is best  carr ied out  at  the m acro level. 
 
The second reason, which is sim ilar to but  different  from  the first , is that  the r isk m anage-
ment  approach to the financial sector assumes stat ist ical independence. When a firm ’s r isk 
m anagem ent  m odel signals that  its r isk exposure is too high and the firm  decides to re-
spond to this by selling r isky assets, it  assumes that  it  holds different  assets from  other 
inst itut ions and is get t ing a different  signal from  its r isk m odel than others and so when it  
sells these assets there will be buyers and not  only other sellers. One of the reasons why 
the approach assumes this is because to assume otherwise will mean that  r isk will be hard 
or impossible to compute. Moreover, r isk would no longer be determ ined by factors internal 
to the r isk models like prices and past  volat ilit ies and correlat ions of the assets in the port -
folio – but  to things outside these r isk models such as the behaviour of other investors. 
 
The response of individual inst itut ions to this conundrum is that  they should use a r isk 
model with fat ter tails. No doubt  vendors of r isk models, like vendors of all consumer prod-
ucts, like a bit  of obsolescence and dem and for the new product . But  this will not  work be-
cause the economy is never actually characterised by the average dist r ibut ion, but  by one 
of more separate dist r ibut ions. The norm al dist r ibut ion works fine in the quiet  t im es, but  in 
periods of cr isis with concent rated investments and increased liquidity demand, there is an 
altogether new and com pletely skewed dist r ibut ion as everyone rushes for the exit  at  the 
same t ime. We are either in one or the other dist r ibut ion – normal or skewed. Trying to 
average the two will m ake no meaningful difference:  r isks will appear to be overest im ated 
for six out  of every seven years, say, and substant ially underest im ated in the seventh. 
 
The third issue relates to r isk management  at  the board level. Like I raq dossier writers, 
chief execut ives and independent  board directors have been quick to argue that  they did 
not  know what  was really going on when they gave the order to leverage up. This is part ly 
because the combinat ion of “Risk and Audit ”  com m it tees of the board has led to an “audit i-
sat ion of r isk”  where r isks are ident ified and given a colour -  red, amber or green.  The reds 
are fret ted about  and the greens ignored. This t raffic light  approach flies in the face of the 
observat ion that  “ it  is not  the things you think are dangerous that  kill you”  (Mark Twain) . 
There is no shortage of financial v ict ims cit ing some explosion as a “once in a thousand 
year event ”  or “wholly unforeseen and unpredicted” . 
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1.2.2 Micro and macro solutions 
The principal solut ion to these issues is for firms, but  more important ly, regulators to take 
a m ore “st ructural”  view and a less “stat ist ical”  view of r isk. A stat ist ical v iew of r isk would 
be to say there is one thing called r isk, and it  is measured by the excess return relat ive to 
the r isk- free return, the volat ilit y  of these excess returns, or a public credit  rat ing. We 
should not  need rem inding in the wake of the current  crash that  such measures of r isk are 
highly cyclical and prone to underest im at ion of future r isk in quiet  t im es and overest im at ion 
of future r isks in the afterm ath of a crash. The so-called “ r isk-sensit iv ity”  approach to regu-
lat ion, which in pract ice meant  a greater sensit iv ity to market  prices of r isk, amplified the 
boom -bust  cycle when the purpose of regulat ion, at  it s least  ambit ious, should be to mod-
erate these cycles. 
 
A st ructural view of r isk is one where we ident ify different  kinds of r isk:  liquidity r isk, credit  
r isk, market  r isk, operat ional r isk and we look at  the capacity to absorb each r isk. I n a 
st ructural view of r isk, a regulator may lim it  the abilit y of inst itut ions without  a capacity to 
absorb liquidity r isk – such as short - term  funded inst itut ions – from  holding those kinds of 
r isks, and support  the abilit y of firm s with a capacity for absorbing this r isk – like long- term  
funded inst itut ions or those with long- term  liabilit ies – to do so. Lim its could be achieved 
through a capital regim e in which capital is set  aside for the degree of each r isk m ismatch:  
pr incipally liquidity r isk m ismatch, credit  r isk m ism atch, and m arket  r isk m ism atch. This 
would be a 21st  century update to Glass Steagall:  fragm entat ion, not  by act ivity, but  by 
abilit y to absorb r isk. 
 
A “st ructural”  approach to r isk would also embody the fact  that  the credit  m istakes are not  
m ade in the recession but  in the boom  and, consequent ly, the amount  of capital required to 
set  against  credit  r isk should be cont ra-cyclical. This is not  to kill the cycle, but  to offset  the 
self- feeding aspect  of the cycle where in the up-cycle r isks appear low and so the amount  
of capital set  aside falls or the fundam ental amount  of r isks r ises. We have discussed this 
before. A key issue is how the cycle is measured. Work at  the FSB and Basel Com m it tee 
suggests that  the growth of GDP above t rend is one of the best  m easures of excessive 
credit  growth and should coincide with the applicat ion of some regulatory brake.  But  in 
reality each cycle is different  and a range of indicators should be used. That  said, we should 
not  use so m any indicators that  the signal is blunted and the decision to raise capital re-
quirem ents or not  becomes discret ionary, with the likely prospect  that  policy would then be 
too easily influenced by the perceived except ionalism  of each boom. 
 

1.3 St ress tests and concent rat ion r isks 
Another st ructural approach to r isk is to consider concent rat ion r isks. A higher degree of 
concent rat ion will mean that  past  measures of r isk such as volat ilit y and co-variance are 
likely to underest im ate r isks going forward. I nvestm ent  concent rat ion is perhaps best  
measured by cent ral authorit ies, either regulators, t rade report ing ent it ies, both, or such 
alike. Regulators should require all f inancial market  part icipants to subm it  to a common 
st ress test  at  least  twice a year. 
 
An example would be for financial firms to assume a 40%  drop in house prices and report  
the implicat ions for assets, liabilit ies, liquidity, etc. While a com m on st ress test  tends to 
underest imate spill-over effects, it  provides more informat ion on system ic r isks than the 
results of m illions of independent  st ress tests being carr ied out  by individual inst itut ions 
and m ay help the regulator to observe the r ise of new interdependencies. 
 

I n terms of improving r isk management  at  the Board level, one way to get  out  of the box-
t icking t rap is to separate Risk Com m it tees of the Board from  Audit  Com m it tees and give 
the Risk Commit tee some capital and ask it  to hedge firm -wide r isks. This will force the 
Risk Commit tee to analyse relevant  factors other than the results of its r isk m odels and 
m ake judgm ents on what  r isks are being run by the firm  as a whole. 
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1.3.1 Too big to fail 
I n recent  months it  has become fashionable to argue, in the words of Governor Mervyn 
King, Governor of the Bank of England, that  if a bank is too big to fail it  is too big. I t  is cer-
tainly the case that  the bigger the inst itut ion, generally the bigger the system ic r isks and so 
the greater the regulatory scrut iny and rest raint  ought  to be. Large inst itut ions also play a 
powerful lobbying role that  can have system ically dangerous consequences. Our pre-
disposit ion is to prefer a more compet it ive market  with smaller inst itut ions. However, we 
are not  convinced that  requir ing inst itut ions to be smaller will solve the fundamental prob-
lem  of boom-bust  and it  is probably as much an issue of compet it ion policy as it  is of finan-
cial stabilit y policy. 
 
Many financial cr ises have had their roots in small inst itut ions. For example, the 1973-4 
“Secondary Banking Crisis”  in the UK that  had an even greater impact  on the stock m arket  
than the current  cr isis has had so far. I n the current  cr isis, the large and staid inst itut ions 
proved far m ore resilient  than the fast  growing, medium-sized ones. And it  may well be 
easier to resolve a problem caused by excessive lending of one large inst itut ion than the 
excessive lending of a large number of small,  yet  correlated, inst itut ions. Simply put , pr i-
vate inst itut ions should be required to internalize the system ic cost  of them becom ing 
large, but  shrinking and breaking up banks is no panacea to financial cr ises. I t  m ay, how-
ever, be a welcome consequence of our recommendat ion to fragm ent  the financial system  
by r isk-capacity, achieved through higher capital requirem ents on bank size and r isk m is-
m atches.  This would put  a higher regulatory cost  on bank size and inter-connectedness, 
thus leading some inst itut ions to shrink as they refocus on what  they have the greatest  
capacity to do. 
 

1.4 Cent ral counterpart ies and credit  derivat ives 
I n recent  decades financial interm ediat ion has moved from inst itut ions into markets and 
financial cr ises are now manifest  in markets rather than inst itut ions.  Market  gridlock is the 
predom inant  manifestat ion of system ic r isk and it  is widely believed that  a cont r ibut ing fac-
tor is underperform ing and poorly regulated clearing and set t lem ent  system s.  Although the 
exist ing infrast ructure for clearing and set t ling derivat ives did not  fail during the recent  cr i-
sis, regulators and others clear ly believe that  m anagem ent  of r isk could be im proved.  One 
of the reasons for regulatory interest  in cent ralised clearing is a hoped for im provem ent  in 
pr icing and price t ransparency.   
 
When confidence collapsed in Collateralised Debt  Obligat ions (CDOs)  and Credit  Default  
Swaps (CDSs)  this was in part  because no-one knew what  their  value m ight  be. I t  was this 
lack of any basis of valuat ion that  led to the quest ioning of the value of bank balance 
sheets. No-one knew what  the value of assets held on the balance sheet  was and hence no-
one knew whether the banks were solvent .  The problem was complexity not  t ransparency:  
securit ised inst rum ents typically com e with m any pages of elaborate docum entat ion, de-
scribing the character of the asset  in detail – but  even those who at tem pt  to read it  all sel-
dom understand it .    
 
I t  is also argued that  due to the bilateral nature of Over- the-Counter ( “OTC” )  derivat ives, 
the r isk of a counterparty default ing before the cont ract  expires is relat ively high, 
part icularly for credit  derivat ives that  generally have long maturit ies, making it  more likely 
that  a purchaser will be left  unprotected.  I n addit ion, collateralisat ion provisions in CDS 
cont racts are not  standardised and do not  take account  of how credit  enhancement  on one 
t ransact ion affects r isk exposures on related t ransact ions.  A  further concern is that  due to 
the nature of CDS cont racts involving the referencing of other credit  inst ruments and the 
post ing of more collateral as default  probabilit y increases, a downturn is likely to cause a 
downwards spiral of pay outs and defaults, the type of which t r iggered the collapse of AI G 
in 2008. Finally, the custom ised st ructures of OTC inst rum ents means that  they are not  
typically suscept ible to net t ing, result ing in high r isk assessments (and collateral 
requirem ents)  on gross posit ions. 
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I t  is these difficult ies that  have led to the now generally accepted policy conclusion that  as 
many assets as possible should be forced into clearing system s and cent ral counterpart ies 
( “CCPs” ) , facilitat ing price discovery and liquidity, standardising collateralisat ion provisions 
and encouraging the development  of simpler “plain vanilla”  assets that  are suscept ible to 
net t ing.  To date, the m essage from  the regulators has been confusing:  the UK Financial 
Services Authority has stated that  although it  supports the greater use of clear ing it  could 
not  endorse forcing all “ standardised”  OTC cont racts into CCP clearing.  By cont rast , the US 
Congress is likely to approve a financial services reform  bill in 2010 that  will require all 
standardised OTC cont racts to be cent rally cleared by clearing houses or cent ral counter 
part ies.  Sim ilar ly, the European Commission has indicated that  it  may propose legislat ion 
requir ing standardised OTC derivat ives cont racts to be subject  to m andatory clearing.     
 
Aside from  a more co-ordinated regulatory approach, the market  needs some guidance on 
what  is “ standardised” .  There has been som e regulatory discussion about  how to incent iv-
ise the market  to move away from OTC.  One idea is to increase the regulatory capital 
costs for OTC t ransact ions or other types of r isky short - term  derivat ive t ransact ions.  I t  is 
possible that  certain hedge cont racts relat ing to underlying credit - linked inst ruments or 
foreign exchange t ransacted in the OTC market  will obtain less or possibly no regulatory 
capital relief. Therefore, we suggest  that  banks and other regulated inst itut ions receive a 
reduced regulatory capital charge on their derivat ives exposure for clearing OTC derivat ive 
t rades through an approved cent ral counter party or clearing house, while receiv ing a sim i-
lar capital reduct ion for set t ling their foreign exchange t ransact ions through the Cont inuous 
Link Set t lement  Bank (3.2)  or other approved ent ity. 13     
 
1.4.1 Naked short selling 
Naked short ing refers to short -selling a financial inst rument  without  first  owning or borrow-
ing the security or confirm ing that  the security can be borrowed.  I n the CDS m arket  the 
term  is used to refer to the situat ion where the buyer of protect ion does not  own the un-
derlying credit  r isk.  Greece’s recent  sovereign debt  problem s have brought  the long-
standing short -selling debate into the credit  default  swap arena.  As Greek sovereign credit  
spreads dram at ically f luctuated with news of on-off bail-out  plans, a num ber of senior 
European polit icians have stated that  the wider spreads were caused by CDS, and that  this 
was increasing the cost  for Greece to borrow and hence t rading of CDS should be re-
st r icted.  A sim ilar debate has occurred regarding the sovereign debt  financing needs of 
other European count r ies.  The harm ful act ivity is thought  to be “naked short  selling”  – 
short ing credit  r isk in the CDS market  with no long-posit ions to hedge.  I t  has been sug-
gested that  laying off credit  r isk using CDS should only be authorised if the hedging ent ity 
“owns the underlying”  asset .  On 19 May 2010, the Germ an governm ent  banned unilater-
ally the “naked”  short -selling of eurozone governm ent  bonds, their  credit  default  swaps 
(CDS)  and the shares of the count ry’s 10 biggest  financial inst itut ions. 
 
There are many areas of m isunderstanding in relat ion to the CDS market .  One of these is 
how credit  r isk m anagem ent  actually works.  The whole point  of using CDS to manage bank 
r isk is that  credit  r isk comes in many shapes and sizes and most  of it  cannot  be sold or di-
rect ly hedged.  The int roduct ion of CDS for hedging was t ransform at ive because it  created 
a standardised unit  of credit  r isk that  could be sold (shorted)  to offset  a bank’s num erous 
non-standard credits.  By definit ion the CDS is rarely hedging “ the underly ing” .   
 

 
13 However, it  should be noted that  regulat ion by “pr ice” , the capital charge, and by “quant ity” , the legal 
requirem ent  to t rade on exchanges, are not  perfect ly equivalent . As was pointed out  by Mart in Weitzman in 
famous ar t icle ent it led “Prices versus Quant it ies”  published in 1974, the relat ive efficiency of pr ice regulat ion and 
quant ity regulat ion is dependent  on whether the relat ive balance of benefit s and costs. Where costs are relat ively 
low and benefits high, pr ice regulat ion is to be preferred. Where, as in this case, the costs of OTC com plexity are 
high and the benefits relat ively low, quant itat ive regulat ion is super ior. See also, Haldane (2010) . 
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I t  now t ranspires that  CDS r isk t ransfer was less than 5%  of Greek debt  and that  the 
spread widening started in the bond market , not  the CDS m arket .  The at t ract ion of the 
CDS is that  it  is a proxy hedge offer ing payouts close to any loss that  m ight  follow a corpo-
rate bankruptcy.  A requirement  to only exact ly hedge underlying credit  inst ruments ( i.e. a 
ban on naked short  selling)  would put  a stop to most  bank hedging act ivity, which m ight  
have the perverse effect  of lim it ing banks’ abilit y to hedge r isk, especially in volat ile capital 
m arkets. 
 
This debate highlights the widespread m isconcept ion concerning the relat ionship between 
price in the CDS market , the probabilit y of default , and the impact  of CDS act ivity on bond 
prices. Com m entators are correct  in stat ing that  CDS cont racts provide a form  of insurance 
against  default , but  too often state that  if the price goes up the market  must  believe that  
default  probability has also increased.  I n doing this, they fail to appreciate the act ivit ies of 
bank credit  port folio m anagers and bond port folio m anagers.   
 
Banks m onitor and m anage credit  lim its as part  of their standard r isk managem ent  act ivi-
t ies.  A Germ an bank m ight  impose a count ry lim it  on its exposure to the UK economy.  
That  exposure would be m ade up of a wide range of exposures to UK banks and corporates.  
From  t im e to t im e, the sum  of the parts m ight  exceed the count ry lim it  so the bank would 
need to take m it igat ing steps. One of these could be reducing its exposure to the UK gov-
ernment .  Buying protect ion on a sovereign borrower in the CDS market  is considered ac-
ceptable r isk m it igat ion.  Over the last  two years the need to adhere to lim its has becom e 
so im portant  that  users have paid pr ices that  appear to make no econom ic sense.  
 
Another important  use of the CDS is in the managem ent  of asset  pr ice volat ilit y by fund 
m anagers subject  to mark- to-m arket  account ing.  The last  two years have seen increased 
volat ilit y and correlat ion in most  asset  classes:  witness the global market  react ion to prob-
lem s in Dubai in late 2009.  To reduce excessive swings in port folio valuat ions, the m an-
ager of a corporate bond port folio m ight  choose to short  an appropriate sovereign or index 
of sovereigns.  Any bond losses due to spread widening would be part ially offset  by gains 
from  the CDS.  
 
Both these act ivit ies involve short ing credit  r isk in the CDS market  but  in neither case are 
the users taking or expressing a view on default  probability.  They are forced to pay the 
market  rate and since the universe of CDS investors has been reduced by the financial cr i-
sis, from  t ime to t im e supply and demand im balances will raise the price. This is unlikely to 
have any impact  on bond prices as investors in these markets are generally looking for a 
hom e for their cash.  Further, the net  r isk t ransfer num bers (not  the gross num bers that  
are alm ost  always quoted)  in the CDS m arket  are norm ally a fract ion of a borrower’s bond 
issuance.  The important  point  here is that  benign act ivit ies by bank credit  port folio manag-
ers can affect  CDS spreads and send m isleading signals to the market . 
 
1.4.2 Will the securitisation market revive?  
Securit isat ion has been used by banks and corporate since the 1970s when securit ies 
backed by pools of US resident ial m ortgages were created and sold to investors.  Since 
then the assets that  have been securit ised have grown to include m ost  form s of debt  with 
part icular focus on resident ial and commercial mortgages, consumer credit  and corporate 
loans.  Up to the end of the 1990s the rat ionale for securit isat ion was balance sheet  and 
r isk management  for the originator.  The last  decade saw the rat ionale switch to the com -
posit ion of investor dem and and this cont r ibuted to the huge growth and ult im ate collapse 
of the securit isat ion m arket .  By 2007, in order to provide com pelling returns to yield hun-
gry investors, the arrangers resorted to ever increasing levels of complexity and leverage.  
The market  ground to a halt  in a mat ter of months result ing in two significant  problems.  
First , hundreds of billions of dollars of exist ing securit isat ions had to be valued, writ ten 
down and maybe sold in an environment  where there were vir tually no buyers.  
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Second, the assets that  would norm ally be securit ised now have to be held on bank balance 
sheets that  are facing calls for less leverage and more capital. A restart  of the securit isat ion 
m arket  is considered key to fixing both of these problems.  
 
   Chart 3: European and US securitisation issuance 

 
    Source:  SI FMA 

 
A glance at  Chart  3 would suggest  that  the securit isat ion m arket  has suffered but  is now 
recovering.  However, this data is very m isleading:  m ost  of the issuance in 2008 and 2009 
was bought , underwrit ten or funded by cent ral banks.    For example, in Europe there was 
€417 billion of issuance in 2009 but  only €8 billion (2.1%  of total)  was sold to end inves-
tors.  The bulk of issuance was kept  by the issuer and posted to the cent ral bank under a 
repurchase cont ract .  I n 2008 only 1.2%  of the €825 billion of issuance was sold to end 
investors.  I n the US m ost  new securit isat ions were either bought  by Fannie Mae and 
Freddie Mac or by the Term  Asset  Liquidity Facility (TALF) . 
 
The extent  of the problem is well illust rated by the rat ings m igrat ion in the synthet ic CDO 
m arket .  Chart  4 illust rates that  sub- investm ent  grade t ranches grew from  being a few per-
centages of total t ranches in late 2007 to over 80%  of outstanding by late 2009.  Not  only 
does this suggest  significant  mark- to-market  losses for holders of the paper but  in m any 
cases it  suggests extensive forced selling.  Most  investors would not  have the authority to 
hold ‘BB’ or lower rated investments.  To make mat ters worse the main group of investors 
in CDOs – the banks – are facing higher capital charges for securit ized products and calls 
for less leverage.  To date, sellers of CDOs are st ill plent iful and there is lit t le sign of a 
slow-down in selling.  A reversal that  results in significant  net  buying is unlikely in the me-
dium  term .   
 
Given the apparent  dam age caused by securit isat ion and the result ing loud polit ical and 
popular call for it  to be severely rest r icted or even banned, commentators are asking 
whether we actually need securit isat ion.  Unfortunately, the rat ionale for such calls is a be-
lief that  securit isat ion only exists to enrich the banks at  the expense of investors. There is 
lit t le appreciat ion for the benefits brought  by securit isat ion that  enables banks and other 
firms to manage their balance sheets more efficient ly and to generate m ore liquidity to ex-
pand investm ent  and output .    
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     Chart 4: Distribution of Ratings for CDO 

 
 Source:  S&P, Morgan Stanley Research 

 
1.4.3 Reg ulatory Changes  
Due to the role of st ructured credit  products in causing the credit  cr isis, regulators have 
responded with a range of possible regulatory changes.  Their main object ive is to address 
at  least  two problem areas:  first , since banks had no residual econom ic interest  in the 
products that  they were selling ( referred to as “skin in the gam e” )  there was no incent ive 
to ensure their long- term  robustness;  second, since bank capital charges for holding CDOs 
were relat ively small,  banks accumulated vast  holdings of CDO t ranches which proved to be 
very illiquid and suscept ible to material downward price adjustment . 
 
The int roduct ion of a r isk retent ion rule would ensure that  the “securit izer”  retains an eco-
nom ic interest  in a m aterial port ion of any asset  used to back an issuance of securit ies.  
The actual definit ions vary between Europe and the US.   I n Europe the issue is addressed 
in the new Capital Requirements Direct ive and applies to originators, sponsors and original 
lenders.  An econom ic interest  of not  less than 5%  will need to be retained for new deals 
issued from  2011 onwards and for all deals from 2015 onwards.  I n cont rast , the m ain pro-
posals in the US Congress would define ‘securit izer’ different ly and would either adopt  a 5%  
or 10%  for the r isk retent ion rule.   
 

At  this stage it  is not  clear how the retent ion rule will affect  the various part ies involved in 
a CDO.  I n a t radit ional “balance sheet ”  CDO where the arranger is a bank managing its 
own loan book not  much will change since such an arranger would normally retain some of 
the r isk.  The mot ivat ion for a balance sheet  CDO is management  of leverage, funding and 
capital – the profitabilit y of the t ransact ion itself is not  the primary concern.   But  in an “ar-
bit rage”  CDO where an arranger sources the collateral in the secondary market  and is only 
m ot ivated by profit ,  the requirem ent  to retain som e of the r isk could significant ly reduce 
the arranger’s appet ite for such t ransact ions. 
 
Regarding r isk weights,   the changes current ly being considered will see m ost  securit isa-
t ions at t ract ing higher capital charges and so-called resecurit isat ions incurr ing addit ional 
r isk weights to account  for higher r isk, mainly due to concent rat ion.  This change was 
prompted by the numerous problems seen in the securit isat ion market  and part icularly in 
the market  for CDOs of Asset  Backed Securit ies.  The proposals current ly under considera-
t ion raise two issues:  first , the definit ions are vague and hence the t rue impact  is not  
known;  second, regardless of definit ional uncertainty, the impact  on old and new securit isa-
t ions will be material and not  necessarily beneficial.  
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One of the definit ional uncertaint ies relates to resecurit isat ions:  some have interpreted it  to 
apply to subordinated corporate debt  inst rum ents.  This could include leveraged loans and, 
if so, would result  in dramat ically increased capital charges for securit isat ions of such as-
sets.  This would affect  both exist ing and new deals at  a t ime when, as discussed in 1.1.2, 
we are approaching a significant  refinancing bubble for leveraged loans. 
 

One of the m aterial changes relates to t rading books – the sect ion of a bank’s balance 
sheet  that  holds relat ively liquid assets and is subject  to m ark- to-m arket  account ing.  Se-
curit ised products held in the t rading book used to at t ract  lower capital charges due to the 
fact  that  any reduct ion in value would be ident ified on a daily basis via the profit  and loss 
statement .  This dist inct ion is set  to disappear and hence m any holders of securit ised prod-
ucts in a t rading book may be inclined to reclassify them as banking book items in order to 
avoid pr ice volat ilit y.  This will reduce liquidity in an already illiquid sector as interm ediar ies 
will be less inclined to hold inventory of securit ised products. 
 
The other material change that  merits discussion relates to counterparty r isk.  I t  has been 
recognised that  the relat ionship between a credit - r isky derivat ive and a credit - r isky coun-
terparty is com plex and m erits special t reatm ent .  One such area of focus is referred to as 
“wrong way r isk” :  where the deteriorat ion of the r isk being hedged is accompanied by a 
deteriorat ion of the counterparty’s credit  quality.  I n the future such a t ransact ion would 
at t ract  an addit ional capital charge.  I t  has also been suggested that  there should be a mul-
t iplier for large bank counterpart ies and for counterpart ies that  are not  regulated.  Finally,  
there are plans to int roduce capital incent ives to encourage the market  to use Cent ral 
Credit  Counterpart ies ( “CCP”s) .   
 

A t roubling feature of the regulatory developments in this area is the apparent  failure to 
appreciate the difference between “good”  and “bad”  securit isat ions.  Few would disagree 
that  a product  created solely to m eet  the return and rat ing goals of a specific investor is of 
lit t le value if the goals can only be achieved through excessive complexity, leverage and 
abuse of shortcom ings in rat ing agency models.  Significant  issuance of products of this 
kind became a source of system ic r isk and are r ight ly characterised as “bad” .  But  where 
the product  provides the arranger with effect ive m ethods for m anaging bank leverage, r isk, 
capital and funding then, so long as any addit ional r isks are well understood and can be 
cont rolled, m ost  would agree that  such securit isat ions could be “good”  for the m arket .  Un-
fortunately, much of the basic workings of these products are sim ilar and hence rules cre-
ated to lim it  bad securit isat ions m ay well rest r ict  good ones too. 
 

1.5. The im pact  of regulat ion on credit  m arkets 

The com binat ion of a less levered banking sector and a dim inished shadow banking sector 
raises the quest ion of whether the medium term credit  needs of the US and Europe can be 
m et .  Given the econom ic down- turn it  is no surprise that  pr ivate sector credit  growth has 
slowed.  Chart  5 shows the slowing growth in the US and Europe and the credit  cont ract ion 
seen in the UK during the first  half of 2009.  I MF est im ates of credit  growth over the next  
five years shows a significant  reduct ion compared to the previous decade.  However, public 
debt  is growing and it  may be that  total funding needs are not  met  by supply.  A popular 
econom ic view is that  credit  rat ioning is a cause not  a sym ptom  of econom ic slowdown;  if 
this is correct , then a shortage of credit  presents a problem. 
 
I t  is difficult  to predict  how the credit  needs of Europe and the US will evolve but  a good 
place to start  is to look at  the refinancing of exist ing debt  inst rum ents.  Clearly this can 
overstate the problem to the extent  that  borrowers are deleveraging.  But  it  can also un-
derstate the problem  by not  addressing the m igrat ion away from  banks and shadow banks 
to the bond market  which, for reasons stated above, could become a bigger source of fi-
nance for the European economy. 
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The market  for emerging market  debt  exhibits a less t roubling refinancing profile (Chart  6)  
with the peak in 2008 and 2009 not  producing any not iceable market  st ress.  With debt  
service of bond and loans in 2010 and 2011 est im ated at  US$400 billion it  is possible that  
this m aterial dem and for funds could divert  cash from  the US and European credit  markets.  
However, the num ber of inst itut ions that  would divert  m oney on an ad hoc basis from , for 
example, a US high yield r isk exposure to add an emerging market  exposure is few.  Such 
behaviour is probably the domain of r isk-seeking investors.  The challenge to other markets 
will come if,  at  the inst itut ional level, asset  allocat ions are materially adjusted to reflect  the 
growing importance of emerging markets relat ive to most  other markets. 
 
Chart 5: Private Sector Credit Growth  

 
Source:  I MF staff est im ates 
 

Chart 6 : R efinancing ne eds of 
emerging mark et forex-denominated 
corporate debt 

 
Source:  Bloom berg L.P.;  I MF 

 
 
I t  appears that  increased regulatory requirem ents along with a fragile econom ic recovery 
combined with the prospect  of increased compet it ion from  Asian banks will lim it  the capac-
ity of European banks to raise capital and thereby also lim it  their abilit y to make loans to 
European businesses and consum ers.  This is not  helped by I MF est im ates of a reduct ion of 
bank lending during 2010 (Chart  7) .  But  this has to be put  in the context  of the abilit y of 
market  sent iment  to change rapidly and the considerable and growing pools of cash looking 
for higher yielding returns. 

22 



Crisis Management , Burden Sharing and Solidar ity Mechanism s in the EU   
___________________________________________________________________________________________ 

 

     Chart 7: Bank lending capacity growth 

 
     Source:  I MF 
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2. EU CRISIS MANAGEMENT, BURDEN SHARING AND IN-
TERNATIONAL INITIATIVES  
2.1 European financial m arket  supervision  

The European Com m ission’s proposals to establish a European System of Financial Supervi-
sors (ESFS)  and a European System ic Risk Board (ESRB)  are prem ised on the importance 
of linking m icro-prudent ial supervision and regulat ion to the m acro-prudent ial oversight  of 
the financial system. 14   I ndeed, the linkage is essent ial for building an efficient  EU supervi-
sory regime that  allows member states to exercise more effect ive supervisory oversight  
over indiv idual firms and investors, while monitor ing and measuring system ic r isk in the 
broader European financial system  and across global financial markets.  Although adopted 
in the wake of the crisis, these proposals are an extension of the Commission’s earlier pol-
icy under the Financial Services Act ion Plan and the Lam falussy fram ework of promot ing EU 
financial integrat ion through convergence of supervisory pract ices and harm onised im ple-
mentat ion of EU financial legislat ion.  The FSAP and Lamfalussy process, however, were not  
able to overcome different  sets of standards, responsibilit ies and powers of m em ber state 
supervisors that  hampered the integrat ion process and resulted in disjointed supervisory 
pract ices and a failure to ident ify and monitor r isks building up in the financial system ( I MF 
2007) .  The proposed ESFS and ESRB recognise the importance of linking the supervisory 
pract ices of m em ber state authorit ies in a more durable manner so that  they can oversee 
m ore effect ively the growing number of cross-border financial act iv it ies and the changing 
nature of system ic r isk in the European financial system .   Moreover, the ESFS and the 
three European Supervisory Authorit ies will ensure that  mem ber state regulatory and su-
pervisory authorit ies can work more effect ively together to cont rol and m anage system ic 
r isk and develop a harm onised regulatory code and implementat ion across all EU states. 
 

2.2 A reform ed European resolut ion regim e  

Europe now has over fift y financial groups consist ing of m ult iple subsidiar ies and branches 
established in different  EU states.  During the financial cr isis, several of these financial 
groups collapsed and were taken into receivership, adm inist rat ion, or were bailed out  by 
the group’s hom e authority. 15  When the financial cr isis began in August  2007, the im pend-
ing failure of these financial inst itut ions led to a chaot ic scramble by member state supervi-
sory authorit ies to freeze and seize assets over which they had jur isdict ion so that  they 
could be marshalled for later dist r ibut ion to creditors and depositors if recapitalisat ion or 
state bailout  was not  pract icable.  As it  turned out , most  EU states did not  have special 
bank resolut ion regimes and could only rest ructure failing banks by taking them into insol-
vency under domest ic law or state ownership.   This situat ion dramat ically highlighted the 
need for an effect ive EU legal framework to govern the resolut ion of failing and failed 
banks, especially for those banks that  operate on a cross-border basis in Europe and are 
m anaged in group st ructures.   
 
At  present , EU law simply applies the law of the state where the financial inst itut ion is in-
corporated or has its headquarters to the resolut ion and insolvency of the bank’s cross-
border operat ions.  EU states, however, have different  domest ic insolvency laws and proce-
dures for organising a regulator’s or adm inist rator ’s intervent ion into the affairs of a seri-
ously weak or failing bank.  I n the recent  cr isis, these different  nat ional approaches in re-
solving and rest ructuring the cross-border operat ions of financial inst itut ions led to the seg-
regat ion of assets of failed inst itut ions in some EU states which were then not  available to 
pay legit imate claims of depositors and other creditors in other EU states. The uncoordi-
nated and disjointed efforts by EU nat ional authorit ies highlighted the need for a m ore ef-
fect ive cross-border EU legal framework to govern the resolut ion of failing and failed banks. 
 

                                                 
14Kern Alexander (2010)  ‘Which supervisory model for Europe’ Note to the Comm it tee on the Financial Crisis.   
15 The m ost  dramat ic of the group collapses were those of Royal Bank of Scot land, Fort is and Dexia.  
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The European Commission (2009)  has published a Com m unicat ion ent it led ‘An EU Fram e-
work for Cross-Border Crisis Management  in the Banking Sector’ which analyses many of 
these issues and suggests reform s in certain areas which m ay require m ore substant ive 
harmonisat ion of bank resolut ion requirements.  Although these are important  proposals, it  
should be borne in m ind that  the adopt ion of a more harmonised EU bank resolut ion regime 
will not  accomplish the object ive of lim it ing system ic r isk unless it  is accompanied by 
st ronger powers for nat ional supervisory authorit ies to exercise prompt  correct ive act ion 
against  weak and failing banks and non-bank financial inst itut ions.  Lehman Brothers was 
an example of a complex, interconnected financial inst itut ion that  however did not  carry on 
the t radit ional banking business of taking deposits, but  nevertheless was a system ic actor 
whose failure in September 2008 nearly caused a meltdown of the global financial system.  
An effect ive EU resolut ion regim e must  provide st rong powers to nat ional authorit ies to 
intervene in the decision-making of management  if the supervisor determ ines that  the bank 
or its management  have failed to adhere to prudent ial standards.  Judicial review of super-
visory act ion in the area of prompt , correct ive act ion and prudent ial regulat ion should be 
narrow and provide supervisors wide discret ion to intervene in weak and failing banks and 
to rest ructure them if necessary.  For instance, the supervisor should have the authority to 
require the bank to recapitalise itself,  if necessary over shareholder and management  ob-
ject ions.  EU company law, however, provides st rong r ights in the Second Company Law 
Direct ive for shareholders of lim ited liabilit y com panies to approve any change in the finan-
cial st ructure of a company.  An effect ive EU resolut ion regime should require that  the Sec-
ond Com pany Law Direct ive be am ended to provide st ronger powers for supervisors to re-
quire weak and failing banks to change their capital st ructure to sat isfy prudent ial regula-
tory requirem ents. 
 
Any proposed EU reform s on bank resolut ion should perhaps consider closely some of the 
reform s that  have been adopted recent ly by member states.  The UK Banking Act  2009 
provides a special resolut ion regim e for deposit  banks that  em powers the Bank of England 
to intervene in shareholder r ights and the r ights of creditors of banks experiencing serious 
difficult ies or which are failing and m ight  possibly be taken into adm inist rat ion or liquida-
t ion.  The Act  provides the Bank of England with stabilizat ion powers to t ransfer property 
and shares from  a failing bank to a state-owned bridge bank or pr ivate bank.  Although the 
exercise of these resolut ion powers can substant ially interfere with shareholder r ights and 
other property r ights, these powers have the object ive of st r iking a balance between the 
legit im ate r ights of bank shareholders, creditors and depositors while prevent ing a failing 
bank from  causing a system ic cr isis and threatening depositor r ights.  The UK special reso-
lut ion regime provides a model for how other states can m anage the uncertaint ies of the 
present  financial climate by balancing the r ights and interests of bank owners and creditors 
with those of broader stakeholders and society who can potent ially suffer severe econom ic 
damages as a result  of a m ismanaged bank that  results in failure and substant ial losses to 
the broader economy.  Nevertheless, to implement  an effect ive resolut ion regim e that  pro-
vides EU states with prom pt  correct ive powers may require am endm ents to exist ing EU 
Company Law (Second Company Law Direct ive)  in order for authorit ies to take the neces-
sary measures that  require shareholders to recapitalise the bank and to move away from  
socially r isky business models. 
 

2.3 G20 and the Volcker rule 
An important  component  of the internat ional policy response to the global financial cr isis 
has been the st rengthening of the m acro-prudent ial or ientat ion of financial supervision.  
Macro-prudent ial regulat ion involves a greater focus on the financial system as a whole and 
its linkages to the m acro-econom y (FSA 2009, De Laroisere, 2009, and FSF 2009) .  The 
origins of the term  ‘macroprudent ial’  have taken on great  significance in the wake of the 
financial cr isis and have been elaborated in the developm ent  of EU financial policy.   
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An important  aspect  of macro-prudent ial oversight  involves m onitor ing and assessing sys-
tem ic r isks –that  is, the r isks created by individual banks and the r isks across the financial 
system . 16   I nternat ional regulatory reform  efforts are being spearheaded by the Financial 
Stabilit y Board (FSB)  – the G20 body consist ing of supervisors from  the leading twenty 
seven developed and developing count r ies – which is overseeing a num ber of init iat ives 
ranging from capital and liquidit y requirements, m igrat ing over- the-counter derivat ives 
onto clearing  houses, organising colleges of supervisors to oversee internat ional banks, the 
adopt ion of ‘liv ing wills’ for system ically- important  banks and com m on principles for resolu-
t ion regim es. 
 
I n early 2010, the FSB endorsed President  Obama’s proposal to prohibit  deposit  taking 
banks from  proprietary t rading in capital markets ( ie., t rading for their  own account)  and 
from  invest ing in hedge funds and private equity.  The Obama proposal – the so-called 
Volcker rule – does not  seek a complete separat ion between commercial and investment  
banking.  Rather, investm ent  banks would st ill be perm it ted to engage in securit ies 
brokerage, asset  m anagem ent  and corporate finance so long as these act ivit ies are 
undertaken on behalf of their  client  custom ers and not  for the bank’s own account .  Banks 
that  rely on deposit  insurance for retail deposits would simply be prohibited from using 
those funds in the bank’s own investment  act ivity and specifically could not  invest  in hedge 
funds and private equity.  An effect  of the proposal would be to lim it  further growth of 
banks’ non- retail deposit  liabilit ies because they would not  be able to invest  the m oney (as 
many did prior to the cr isis)  in speculat ive st ructured investment  funds.  The Volker Rule is 
an exam ple of quant itat ive regulat ion as dist inct  from  price regulat ion. I n a broader sense, 
the t radit ional regulatory approach seeks to make markets work bet ter (by internalising 
externalit ies) , whereas the quant itat ive or legal approach seeks to change the st ructure of 
m arkets. 
 
The proposal has been st rongly cr it icised on several grounds.  For example, the proposal 
does not  provide any m eaningful details about  how regulators would dist inguish between a 
bank’s investment  services on behalf of it s clients and its proprietary t rading act ivit ies for 
its own account .  I t  has also been cr it icised for focussing on deposit  taking banks, and fail-
ing to address the system ic r isks that  arise from non-deposit  taking financial inst itut ions 
like Lehm an brothers and Bear Stearns, whose interconnected exposures in the wholesale 
funding market  and m iscalculated r isks on credit  default  swaps nearly toppled the global 
financial system in 2008.   
 
I t  should be emphasised that  this proposal is intended to supplement  other regulatory re-
form s the US has adopted such as a 10%  cap on nat ional market  share for retail deposits 
and should not  be considered a panacea.  Once the details are worked out , there is no rea-
son why the proposal should not  prove to be effect ive and workable.  I ts effect iveness, 
however, will depend on how well regulators adopt  a more holist ic approach to cont rolling 
the system ic r isk that  ar ises in wholesale capital markets and the part icular r isks posed by 
complex financial inst ruments and interconnected inst itut ions and t rading systems.  EU 
policymakers should consider the Obama proposal to be a quant itat ive supplem ent  to a 
broader regulatory fram ework that  should have what  Mervyn King has described as a 
three- legged stool:  1)  m ore st r ingent  capital and liquidit y requirem ents, 2)  resolut ion re-
gime with liv ing wills that  allows unviable banks to fail,  and 3)  a rest ructured banking sys-
tem whose fault  lines rely less on wholesale funding liabilit ies, and that  involves banks con-
duct ing m ore of their cross-border business through subsidiar ies as opposed to branches so 
that  regulatory capital can more easily be segregated in the jur isdict ions where banks are 
taking the most  r isks. 
 

                                                 
16 However, “m acro prudent ial”  and “system ic r isk”  are not  well-established term s in EU financial market  legisla-
t ion and regulat ion. System ic r isk however is referred to in EU financial legislat ion. See Direct ive 98/ 26/ EC Set -
t lem ent  Finalit y Direct ive;  and proposed Alternat ive I nvestm ent  Fund Management  Direct ive, ar t  25. However, it  is 
not  com prehensively defined.  
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2.4 Sovereign debt  cr ises – A European reform  

The problems arising from  the Greek sovereign debt  cr isis raise important  issues regarding 
how the EU and the eurozone inst itut ions should assist  m em ber states which are experienc-
ing liquidity and/ or insolvency problems.  The EU Growth and Stabilit y Pact  present ly re-
quires m em ber states not  to run annual budget  deficits in excess of 3%  of gross domest ic 
product  (GDP)  and not  to have nat ional debt  in excess of 60%  of GDP. The lack of en-
forcem ent  of these rules and their uniform  applicat ion across all member states regardless 
of where they are in the business cycle has underm ined the Pact ’s effect iveness.  I ndeed, 
the Pact  has resulted in neither growth nor stabilit y.  Essent ially, the EU lacks a fiscal policy 
dimension to assist  states experiencing financial difficult ies in cr isis situat ions.  I ndeed, 
Art icle 125 of the Lisbon Treaty prohibits EU inst itut ions from  bailing out  EU states experi-
encing fiscal problems. 

The shape of necessary reform s has been defined by the Greek episode. The 
m ismanagement  of the Greek economy, exacerbated by the collapse of world t rade and 
hence the collapse of shipping revenues, led to cumulat ive severe pressures on the bond 
sales necessary to fund the Greek government  deficit .  Since Greek government  bonds are 
denom inated in euros, investors faced no currency r isk. However, they did face increasing 
fears of default .  The react ion in European capitals was to init iate a prot racted, indecisive 
debate on raising the funds for a Greek "bail-out " . As vague pronouncem ents were piled on 
indecision, the fear of default  increased, so that  when the €120 billion bail-out  was at  last  
agreed, it  proved inadequate as a defence against  the r ising t ide of default  pessim ism . 

The confused handling of the Greek cr isis stands in stark cont rast  to the rapid and effect ive 
measures taken by the United States Government  in the Mexican cr isis of Decem ber 1994, 
which was very sim ilar.  I n the lat ter case, investors in Mexican governm ent  tesobonos 
faced a com plex m ixture of currency r isk and default  r isk.  Yet  the US$50 billion package 
assembled by the Clinton Adm inist rat ion in a few days, predom inant ly in the form  of guar-
antees, stemmed the run and rapidly restored confidence. 17 

I f a credible eurozone inst itut ion had guaranteed Greek bonds at  the outset , the immediate 
cr isis would be over, at  negligible cost .  Finally, EU finance m inisters held an emergency 
meet ing on 9 May 2010 where they agreed to adopt  an ext raordinary rescue package 
guaranteeing all of Greece’s sovereign bonds and the bonds of other eurozone m em bers by 
establishing an off balance sheet  ent ity which would issue bonds worth up to 660 billion 
euros ( including an I MF 250 billion facilit y)  to banks and other investors which would be 
fully guaranteed by eurozone states.  The emergency rescue package essent ially bailed out  
the banks and other creditors who had purchased Greek sovereign debt  and it  imposed the 
burden of adjustm ent  alm ost  ent irely on the taxpayers of Greece and indirect ly on the 
taxpayers of all eurozone states.  The Greek rescue package will have the effect  of 
increasing m oral hazard for the creditors of EU sovereign states by incent ivising them to 
make more and r iskier loans to eurozone states with the cost  of any adjustment  borne by 
the debtor state and indirect ly by European taxpayers.   

The confusion and delay in put t ing together the guarantee fed the flam es of volat ilit y and it  
is now not  clear that  even this sum will be enough.  A more damaging sequence of events 
would be difficult  to imagine, but  worse may come. Having at  last  chosen to follow a sensi-
ble guarantee st rategy, the eurozone Governm ents plan to resuscitate the growth and sta-
bilit y pact . The eurozone has been gripped by deficit  hysteria, with all Governments being 
forced to com m it  to m assive cuts in public expenditure. The path to recovery is to be paved 
with unemployment  and bankruptcy. 18 

 

17 As Alan Greenspan recounts in his autobiography:  "Mexico ended up using only a fract ion of the credit .  The 
m inute confidence was restored, it  paid the money back- the United States actually profited $500 m illion on the 
deal" .  Greenspan (2009)  

18 As the Financial Tim es leader argued on 25 th May 2010:  

"growth is a precondit ion for stability , not  som ething to be t raded off against  it .  Put t ing count r ies on the 
rack of debt  deflat ion will not  stabilise their  econom ies, only destabilise their  polit ics" . 
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The Greek cr isis demonst rates the inadequate crisis management  framework in the EU and 
the need to establish a clear st ructure of m acro-cr isis m anagem ent . As well as clear cut  
lines of responsibilit y and decision making, this m ight  include a sovereign liquidity or ‘soli-
darity’ fund to which EU states experiencing short - term  funding problem s would have ac-
cess to borrow during t im es of cr isis unt il they regain access to capital m arkets.  The EU 
‘solidar ity’ fund would be paid for by a small t ransact ion tax on all sovereign bond sales. 
The tax could be imposed at  a very low level – ten basis points/ 0.10% , or five basis points/  
0.05%  -  so as not  to distort  signif icant ly the sovereign bond market  and it  would be easily 
enforced by the states issuing the bonds who would sim ply withdraw the tax at  source from  
its coupon paym ents to investors over a period of t ime. 
 
I f instead the count ry is not  merely illiquid, but  insolvent , more drast ic measures should be 
taken and the EU sovereign liquidity fund would cont inue to be available, but  needs to be 
supplemented by a mechanism  for determ ining collect ive guarantees.  These should be 
offered on the basis of st r ict  condit ionality, in which the state in quest ion may be required 
to undertake significant  st ructural reforms to, for example, the fiscal system , the st ructure 
of macro-econom ic management , or the labour m arket .  Short - term  austerity m easures 
m ay be a necessary com ponent  of a rescue package. But  their im pact  should always be 
assessed against  the needs of m edium  term  recovery.   
 
The approach we are suggest ing would involve a m ajor re- think of the polit ical econom y of 
the EU in general and the eurozone in part icular.  I t  would require a significant  change of 
direct ion in fiscal policy, with discret ionary policy making replacing the rules of the Growth 
and Stability Pact  that  have so conspicuously failed.  Whether the inst itut ions for 
discret ionary policy can be const ructed on a European scale is a polit ical issue that  is 
beyond the scope of this Study.  All that  we would say is that  to avoid the EU becom ing an 
engine of cumulat ive deflat ion that  will ult imately underm ine the credibilit y of it s 
inst itut ions, a number of crucial issues in econom ic decision making must  be resolved. 
 
As far as financial regulat ion is concerned, the breadth of act ivit ies perm it ted in financial 
markets define the parameters within which discret ionary policies can operate. Re- thinking 
m acro-prudent ial regulat ion is therefore an integral part  of the wider reform  of econom ic 
policy-m aking. 
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3.  GLOBAL SOLIDARITY MECHANISMS AND FINANCIAL 
TAXES  
The global financial cr isis has imposed huge econom ic and social costs across developed 
and developing count r ies, with the burden falling disproport ionately on the poorest .  The 
crisis has m ade it  ext remely difficult  for developed count ries to honour their  pledges taken 
at  the Gleneagles G7 Summit  in 2005 to increase their financial support  for global public 
goods and in part icular to achieve the Millennium  Developm ent  Goals (MDGs) .  This chapter 
exam ines the effect iveness and feasibilit y of several f inancial taxes that  aim  to provide a 
sustainable source of revenue for governm ents to absorb som e of the costs of cr ises and to 
pay for the MDGs and other public goods.  I n doing so, we evaluate the effect iveness and 
feasibilit y of these taxes to accom plish the following separable object ives:  1)  to curb exces-
sive r isk- taking in the foreign exchange and wholesale securit ies, derivat ives and futures 
m arkets, 2)  provide adequate revenue to pay for the social costs of f inancial cr ises, and 3)  
and to pay for global public goods. 19   We argue that  the effect iveness and feasibilit y of 
these taxes will be determ ined in part  by how well their design sat isfies the following crite-
r ia:   

1)  exist ing clearing and set t lem ent  infrast ructure is t ransparent  and supports applicat ion,  

2)  the tax level should achieve a balance of econom ic benefits in terms of r isk m it igat ion 
that  does not  significant ly distort  the market  nor underm ine liquidity;  

3)  raises adequate revenue to help pay for European and global goods;  and    

4)  complies with applicable EU and internat ional legal requirements.  

We argue that  cent ralised clearing and set t lement  systems make it  pract icable for authori-
t ies to m onitor and collect  a tax on financial t ransact ions, especially for foreign exchange 
t ransact ions and cent rally cleared derivat ives.  A financial t ransact ion tax is a generic term  
covering a num ber of possible taxes that  could apply to certain securit ies investments, de-
r ivat ive cont racts or other financial products including commodit ies.  We will exam ine the 
currency t ransact ion tax (CTT)  and a broader tax on all exchange t raded, cent rally-cleared 
and over- the-counter (OTC)  derivat ives, and a bank balance sheet  tax.  We conclude that  a 
CTT sat isfies these cr iter ia because most  foreign exchange t ransact ions are set t led by the 
Cont inuous Link Set t lem ent  Bank (CLS Bank)  and the CTT could be im posed on a t ransna-
t ional basis in the CLS Bank infrast ructure with support  from  cent ral bank real- t ime gross 
set t lem ent  system s (RTGS) . 
 
By cont rast , the non- forex OTC derivat ives market  lacks t ransparency and the inst itut ional 
at t r ibutes that  are necessary for effect ive monitoring and collect ion of a FTT.  Regulatory 
pressures, however, are leading to more and more OTC derivat ives m igrat ing to clearing 
houses in order to reduce system ic r isk and counter party r isk.  Cent ral clear ing of these 
t rades will not  only reduce r isks and enhance synergies for dealers of these inst ruments, 
but  also make it  feasible to m onitor t ransact ions and potent ially collect  a t ransact ion tax.  
Nevertheless, there are concerns regarding implem entat ion, circum vent ion, evasion and 
enforcem ent  which lead us to conclude that  a tax on OTC t rading would be very difficult  to 
implement  and if policymakers want  to adopt  it  they should phase it  in over a period of 
t im e unt il cent ralised clearing becom es a m ore accepted pract ice and then focus the tax 
mainly on derivat ives t rades that  are cent rally cleared.  Finally, we recognise that  some 
count r ies m ay want  unilaterally to impose a tax on bank balance sheets ( ie., on non-
deposit  liabilit ies or on profits) , but  we do not  believe that  this will be an appropriate tax for 
m ost  em erging m arket  count r ies. 

 
19 Global public goods can be defined as goods or services that  are not  provided by the m arket  because of m arket  
failure and which governm ent  can therefore be just if ied in providing on efficiency grounds in order to enhance 
econom ic and social outcomes. 
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3.1 The econom ic rat ionale of financial t ransact ion taxes 

The recent  cr isis has raised quest ions about  the possibility of a Tobin or t ransact ions tax to 
rest rain the explosive growth of financial t ransact ions in recent  years.  Several internat ional 
organisat ions, the G20 and some developed count r ies are debat ing and exam ining the vi-
abilit y of a financial t ransact ions tax (FTT)  that  would be aim ed at  lim it ing excessive r isk-
taking in financial markets, providing an insurance fund for the failure of large financial 
inst itut ions, and providing revenue to assist  count r ies in coping with the cr isis and in pro-
viding public goods.   
 
I t  is important  to note that  these three object ives are separable, both in their  econom ic 
rat ionale and in pract ice. The first  object ive, lim it ing excessive r isk- taking is derived from  
the desire to pr ice r isk efficient ly. I n this case how the funds are used subsequent ly is not  
part  of the agenda. The proposit ion that  such funds m ight  be used to build an insurance 
fund is quite separate argum ent  related not  to m it igat ing the r iskiness of financial t ransac-
t ions but  to pricing accurately the implicit  insurance provided to inst itut ions too big to fail.  
The provision of assistance to those m ost  affected by ill chosen r isk- taking is a third com -
ponent  of an efficient  pr icing st rategy.  Hence the object ive of efficient  pr icing m ay be pur-
sued by adopt ing all three goals at  once, or by pursuing them  separately. 
 
The idea behind a FTT has been at t r ibuted to Nobel Laureate Jam es Tobin who proposed a 
currency t ransact ion tax in the 1970s primarily to lim it  the destabilising influence of the 
growing volume of very short - term  forex t ransact ions and enhance cont rol over financial 
aspects of macro-econom ic policy. 20  Since Tobin’s or iginal proposal, the idea of a financial 
t ransact ion tax has been developed by economists and civil society groups as a possible 
revenue source to finance global development  object ives (Haq et  al.,  1996) .  Recent ly, the 
global financial cr isis has brought  the issue back on the agenda with the G20’s efforts to 
rebuild the financial architecture.  Unlike the pre-crisis lit erature, proposals for a FTT have 
gained considerable t ract ion, both as a financial stabilit y inst rument  and/ or as a solut ion to 
pay for global public goods, such as the UN Millennium  Developm ent  Goals (MDGs)  and the 
2009 Copenhagen Agreem ent  climate change policies. 
 
I n considering the merits of a financial t ransact ion tax, one should bear in m ind that  the 
object  of econom ic act ivity is to produce goods and services.  Financial t ransact ions are the 
m eans by which that  product ion is funded. But  in recent  years t ransact ions have grown 
m uch m ore rapidly than product ion and t rade. This raises two important  quest ions.  First , 
why have they grown so rapidly? Second, what  should be the ideal volume of t ransact ions 
relat ive to the t rade and product ion they support? 
 
I n the 1960s, world t rade grew by 8.2 per cent  a year. That  t rade, together with long- term  
investm ent  flows, was financed by foreign exchange t ransact ions that  were roughly double 
the value of the t rade deals themselves. Between 2000 and 2007 growth in t rade had 
slowed to just  5.8 per cent  a year. Yet  the value of foreign exchange t ransact ions had r isen 
to m ore than 80 t im es the value of the underly ing t rade and long- term  investment .  Or 
consider another exam ple of t ransact ions growth, part icular ly relevant  to the current  finan-
cial dist ress. At  the cent re of much of the turbulence has been the use of credit  default  
swaps (CDSs) . I t  is est im ated that , at  the end of June 2008, the value of CDSs outstanding 
in major financial markets was US$57.3 t r illion (BI S, 2009) . I n late 2008, the US Deposi-
tory Trust  and Clearing Corporat ion revealed that  the value of CDS t ransact ions was ten 
t im es greater than the value of the underlying r isk being insured. 
 
The growth of derivat ives m arkets and in part icular of CDSs and other sim ilar inst rum ents 
can be at t r ibuted to the collapse of the Bret ton Woods system  in the ear ly 1970s.  As fluc-
tuat ions in exchange rates becam e com m onplace, opportunit ies for profit  proliferated, and 
rules rest r ict ing flows of capital were removed.  

                                                 
20 Tobin (1978, 154) . 
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And this, in turn, reinforced the need for investors to hedge against  fluctuat ing rates:   un-
der the new system  foreign exchange r isk was no longer borne by the public sector, but  by 
the private sector. 
 
This privat isat ion of r isk created an expansion in the scale and variety of derivat ive inst ru-
ments designed to hedge r isks. The total value of such cont racts rose from  just  over 
US$1,000 billion in 1986, to around US$516,000 billion in 2007. And less than a third of 
these were standardised t raded inst rum ents, bought  and sold on exchanges. The rest  were 
custom ised t ransact ions between two part ies, provided “over the counter”  (OTC) . 
 
After Lehman Brothers collapsed in 2008, liquidity vanished because it  was impossible to 
sell OTC assets, or to use them as collateral. I t  became clear that  neither the senior execu-
t ives of sophist icated banks, nor their  regulators, understood the deals m ade in their  
nam es.  But  the r isk to the econom y as a whole was not  just  a funct ion of  com plexity, but  
also of the sheer size of the t ransact ions themselves,  relat ive to the underlying t rade or 
loans on which they were writ ten. For example, Lehman’s OTC credit  default  swap book 
had a not ional value of US$72 billion, yet  Lehm an’s net  exposure to OTC credit  default  con-
t racts is est imated to have been only about  US$5.2 billion. When the credit  rat ing of AI G 
was downgraded, it  had to post  new collateral of US$13 billion on its gross liabilit ies – 
something it  was unable to do. 
 
The problem of the seem ingly ever-growing tower of t ransact ions erected on foundat ions of 
relat ively small underlying assets has led to the now generally accepted policy conclusion 
discussed above in 1.4:  As m any assets as possible should be forced into clearing system s, 
or m arkets where they can be readily bought  and sold. I f financial inst rum ents are t raded, 
this reveals what  they are actually worth.  And it  has the further advantage of encouraging 
the development  of simpler “plain vanilla”  assets, rather than com plicated derivates.  These 
sim pler assets can be “net ted”  to reveal the t rue underlying r isk.  The Brit ish and US au-
thorit ies, as well as internat ional bodies such as the G20, the Financial Stabilit y Board and 
the EU are now all proposing some form  of cent ral clear ing for CDSs. Some, including the 
US Treasury and the EU, are calling for all standardised cont racts to be t raded through a 
clearing house or an exchange. 
 
This would be a major improvement , but  there will st ill be the issue of the growing volum e 
of non-standard, over- the-counter cont racts, and the apparent ly inexorable growth of the 
rat io of gross to net  t ransact ions. That  is where the suggest ion of Adair Turner, Chairm an 
of the UK Financial Services Authority, that  policymakers should give serious considerat ion 
to a t ransact ions tax (Turner, 2010) .  The growth of t ransact ions im poses a r isk on society 
as a whole. Those who impose that  r isk should pay for it .  I f they don’t , then r isk is m is-
priced. 
 
Academ ic opinion, however, is st rongly divided over what  ut ilit y financial t ransact ion taxes 
have in curbing excessive r isk- taking and generat ing sustainable sources of revenue.  Pro-
ponents of financial t ransact ion taxes have based their views on certain assum pt ions about  
t rading and pricing in asset  markets:  that  modern financial markets are characterised by 
excessive t rading act ivity and short - term  speculat ion, and that  such speculat ion generates 
volat ilit y not  only in short - term  asset  prices, but  also in long- term  asset  prices marked by 
persistent  and dramat ic departures from  equilibr ium . 21  Keynes observed that  this led to 
the ‘predominance of speculat ion over enterprise’ and led to reduced long- term investm ent  
and growth.  Accordingly, a tax on t ransact ions in securit ies and other financial inst ruments 
would increase the cost  of speculat ive t rading, especially for t rades with shorter durat ions, 
and this would have a stabilising effect  on asset  pr ices. Moreover, the tax would generate 
revenue needed to assist  governments with fiscal consolidat ion, especially during t imes of 
cr isis.            
 

 
21 Sum mers and Sum mers (1989) , St iglit z (1989) , De Long et  al. (1990) ,and Schulmeister (2009) . 
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Opponents of t ransact ion taxes generally share the view that  the case is flawed because it  
ignores the fact  that  a high num ber of t ransact ions – both short  and long- term  -  are neces-
sary for the price discovery process to work and for the efficient  dist r ibut ion of r isk.  More 
t ransact ions lead to a sm oothing in asset  pr ice movements towards equilibr ium , 22 and 
short - term  t rading is necessary to allow effect ive hedging and should not  therefore be lim -
ited. Any increase in t ransact ion costs ( ie., a tax)  would lim it  part ies abilit y to hedge r isk, 
thus reducing liquidity and increasing short - term  volat ilit y of asset  pr ices. An alternat ive, 
and fundamentally cont radictory point , is that  globalised and liberalised financial markets 
make it  very difficult  to implem ent  a FTT and will result  in evasion and circumvent ion of the 
FTT, thereby reducing substant ially it s effect iveness and its revenue- raising capacity.     
  
3.1.1 Global public goods 
Many reports have extolled the vir tues of financial t ransact ion taxes as a source of innova-
t ive financing to pay for econom ic and social developm ent . 23  The severe econom ic and so-
cial costs of the global financial cr isis have reinforced the need for policymakers to consider 
alternat ive and innovat ive sources of finance to fund com m itm ents m ade by developed 
states to achieve the UN Millennium Development  Goals (MDGs)  by prom ising substant ial 
increases in public resources to reduce poverty in the world’s poorest  count r ies. 24  The G7 
Heads of State reaffirmed the MDGs in 2005 at  the Gleneagles G7 Summit  by prom ising 
increased financial support  for poverty reduct ion in the world’s poorest  count r ies and by 
raising Official Development  Assistance to 0.7%  of Gross Nat ional Product , along with cli-
mate change m it igat ion measures for developing count r ies. These financial com m itments, 
however, have not  been kept .  I ndeed, the World Bank has est im ated that  since 2005 the 
resource gap between the financial commitments m ade by developed count r ies and their 
actual expenditures and support  levels for global public goods grew significant ly and would 
reach an est im ated range of between US$324-336 billion per year somet ime between 2012 
and 2017 (OECD 2009) .  This resource gap for global public goods could be reduced, how-
ever, if the global economy revives and achieves a self-sustaining recovery with increased 
growth rates and tax receipts.  Nevertheless, even if the global economy im proves, the 
resource gap for developed countr ies will remain substant ial,  thus making it  difficult  for  
developed count r ies to fulfil their financial com mitments for global public goods.  Therefore, 
policymakers must  consider alternat ive forms of finance to provide sustainable and sub-
stant ial sources of finance to achieve MDGs and climate change m it igat ion object ives. 
 
The I nternat ional Monetary Fund is now considering these taxes and is expected to propose 
in a report  in June 2010 that  count r ies considering FTTs would do best  to adopt  a financial 
stabilit y tax on bank balance sheets that  would pay for a bank resolut ion fund and/ or a fi-
nancial act ivity tax that  would be levied on the profits and remunerat ion of financial inst itu-
t ions and paid to a general revenue fund. 25   Sim ilar ly, the European Com m ission (2010)  is 
considering the various opt ions for a global financial t ransact ion tax and how it  m ight  be 
implemented in the European Union.   

                                                 
22 Haberm eier and Kir ilenko (2003) , and Grahl and Lysandrou (2003) . 
23 See Task Force for Financial I ntegrity and Econom ic Development  (2009)  ‘Taxing Banks’. 
24 UN General Assembly resolut ion, United Nat ions Millennium Declarat ion, (18 Sept . 2000)  A/ Res/ 55/ 2.  The 
United Nat ions MDGs were adopted by the UN General Assembly at  the Millennium Sum mit  in 2000 joining the 
world together in a fif teen year effort  to com bat  hunger, disease, and poverty.  The MDGs are the m ost  com pre-
hensive definit ion of what  global public goods are and have served as a basis for m easuring the success of coun-
t r ies’ efforts in achieving internat ionally agreed developm ent  goals.  The MDGs consist  of eight  specific goals that  
include:  1)  eradicat ing ext reme poverty;  (2)  achieving universal pr imary educat ion;  (3)  prom ot ing gender equalit y  
and empowering women;  (4)  reducing child mortality;  (5)  improving m aternal health;  (6)  combat ing HI V/ AI DS, 
m alar ia and other diseases;  (7)  ensur ing environm ental sustainabilit y ;  and (8)  developing a global partnership for  
developm ent .  
25 I nternat ional Monetary Fund ‘A Fair  and Substant ial Cont r ibut ion by the Financial Sector – I nter im  Report  for the 

G20 ’,  pp 2-3 (23 April 2010) . The I MF report  proposes two types of financial cont r ibut ions or taxes:  1)  a ‘f inancial 
stability  cont r ibut ion’ that  is linked to an effect ive bank resolut ion m echanism , and 2)  a ‘Financial Act iv it ies Tax’ 
(FAT)  that  is im posed on the amount  of profits and rem unerat ion of financial inst itut ions and would be paid to 
general revenue.   
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The European Parliament  has supported this init iat ive and has urged the European Union to 
agree on a com m on posit ion in the internat ional framework of G-20 meet ings as regards 
the opt ions as to how the financial sector could m ake a fair  and substant ial cont r ibut ion 
toward paying for the social costs inflicted on the global economy because of excessive 
r isk- taking and to com pensate governm ents for the costs associated with bank bailouts and 
other forms of government  intervent ion to stabilise the financial sector during the crisis. 26   
Other states have followed the EU Parliament ’s lead by exam ining the feasibilit y of innova-
t ive sources of finance ( including FTTs)  to pay for global development  object ives, but  ex-
pressly not  considering the taxes for regulatory object ives. 27 
 

3.2 Currency Transact ion Tax (CTT)   

The foreign exchange m arket  ( ‘FX market ’)  is crucial for the funct ioning of the global finan-
cial system because it  is the largest  and most  liquid of the asset  class m arkets.  I n the 
post -cr isis environment , it  has taken on an even greater significance because of the recog-
nised importance of liquidity to the successful operat ion of the global financial system .  The 
FX market  is used by most  banks’ customers – including corporat ions, inst itut ional inves-
tors ( life insurance and pension funds) , and sovereign wealth and hedge funds.  Although 
t rading volumes dropped in 2008-2009 in the afterm ath of the Lehm an's collapse, daily 
volum es have now increased from their lows and are expected to grow further as the m ar-
ket  recovers.  I n 2009, the average daily turnover of the FX m arket  was in excess of three 
t r illion US dollars.  The vast  majority of the market  (about  90% )  consists of spot  t ransac-
t ions, out r ight  forwards and swaps, while non- t radit ional foreign exchange derivat ives and 
products (currency swaps and opt ions, and exchange t raded cont racts)  m ake up only ten 
percent  of the market  (Chart  8) .  Most  of these t rades are either ‘spot ’ ( t raded immedi-
ately)  or due to be set t led within 7 days, which suggests that  m ost  of these t rades are 
m ainly speculat ion and have lit t le connect ion to underlying t rade   Moreover, banks are the 
main dealers and intermediar ies in the FX market  because of their inst itut ional capacit ies to 
handle high volum e t rading and the associated r isks.  The largest  foreign exchange dealers 
are ten banks that  cont rol nearly 80%  of the market  in foreign exchange dealing. 28 
 

 
26 European Par liament , Mot ion for a resolut ion to wind-up the debate by the Com m ission pursuant  to Rule 110 (2)  
of the Rules of Procedure on Financial t ransact ion taxes – making them  work’ (8.1.2010)  B7 0000/ 2009. I n this 
context , the Parliament  has resolved that  the EU should adopt  its own st rategy regarding the range of possible 
opt ions for prudent ial regulatory measures, including a global financial t ransact ion tax that  will have the twin ob-
ject ives of addressing ser ious m arket  failures in the banking and capital m arkets whilst  serv ing as a source of 
innovat ive finance to pay for the social costs imposed on count r ies by the cr isis and providing for global public 
goods, including the UN Millennium Development  Goals (MDGs)  and clim ate change policies. 
27 Financial Leaders Group (a group of count r ies)  has followed the init iat ive of the EU Parliament  and other gov-
ernm ents with support  for a global currency t ransact ion tax. See FLG Terms of Reference (on file with authors) . 
28 The banks ranked in order of their  m arket  share:  Deutsche Bank, UBS AG, Barclays Capital, Royal Bank of Scot -
land, Cit igroup, JP Morgan, HSBC, Credit  Suisse, Goldm an Sachs, BNP Paribas. See Annex I I I .  The concent rated 
market  share held by these banks suggests possible com pet it ion law concerns in the  provision of forex dealer  
services.  
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 Chart 8 

 
 

  
A CTT would work as follows:  it  would be assessed on individual foreign exchange t ransac-
t ions by dealers in the foreign exchange market  and monitored and possibly collected by 
the Cont inuous Link Set t lement  Bank (CLS Bank)  with support  from  cent ral banks through 
their real- t ime gross set t lement  system s (Annex V) .  This could work with nat ional authori-
t ies conduct ing the collect ion on a nat ional basis in cooperat ion with cent ral banks and with 
access to informat ion provided by payment  and set t lem ent  inst itut ions such as the CLS 
Bank.  The financial intermediaries and dealers would pay the tax and if there were no in-
term ediary in the process (eg., int ra-group paym ents within a corporate group)  then the 
taxpayer would be com e liable it self ( ie., the corporate holding com pany) .  Generally, how-
ever, the count ry would collect  the CTT on all t ransact ions through the intermediar ies 
(banks and other brokers)  based within that  count ry, independent ly of where the t ransac-
t ions are negot iated, the locat ion of t ransferor or t ransferee, or the place of set t lem ent .         
 
The CTT is sim ilar to the Tobin Tax, but  is different  in im portant  respects:  the Tobin tax 
was intended to slow the flow of cross-border capital ( ‘throw sand in the wheels’)  to en-
hance the abilit y of nat ional authorit ies to conduct  m onetary policy and to prevent  an ex-
change rate cr isis.  This m eant  that  the Tobin Tax had to be at  a high enough rate (0.50%  
or 1.0% )  to change investor behaviour, which led to the cr it icism  that  under certain cir-
cumstances it  would significant ly lim it  liquidit y in the market , which could exacerbate a 
cr isis.  I nstead, a CTT could be assessed at  a low enough rate (0.01% / 1 basis point  or 
0.005% /  one-half a basis point )  so as not  unduly to lim it  liquidit y, while deterr ing only 
those t ransact ions with such low spreads (0.01%  or 0.005%  or less)  that  it  would not  have 
an appreciable effect  on liquidity nor on underlying econom ic act ivity.     
 

The advocates of a CTT are m ot ivated by two related concerns. First , it  seem s appropriate 
that  global public goods are financed out  of the profitabilit y of act iv ity driven by globalisa-
t ion. Second, the exponent ial growth of foreign exchange turnover has far exceeded the 
growth of world t rade and cross-border investment  flows and therefore the tax should be 
used to reduce the disproport ionately large growth of foreign exchange t ransact ions.  
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The potent ial revenue to be generated by such a tax, especially if the leading reserve cur-
rency countr ies29  adopt  it  on a cross-border basis, would be substant ial and could be used 
to pay for econom ic development  object ives in poor count r ies and for other public goods, 
such as climate change init iat ives.  The average daily value of foreign exchange t ransac-
t ions is close to US$3 t r illion (Chart  8) .  Accordingly, such a tax could raise billions of dol-
lars per year to pay for global public goods or other social causes.  To raise such sum s, the 
rate of the tax could be very low indeed – at  0.005%  of the value of the t ransact ions -  and 
st ill raise substant ial sums.  Nevertheless, for such a tax to be effect ive in raising large 
am ounts, it  would have to be universal in scope, comprehensive in applicat ion, and not  
easily evaded. 
 
3.2.1 How high should the CTT rate be and how much revenue? 
The rate at  which the tax should be levied involves an analysis of how much revenue can 
be generated at  a part icular rate without  substant ially lim it ing liquidity.  This will depend on 
two factors:  1)  how much the market  will decline given the tax rate charged, and 2)  the 
m arket ’s capacity to pay the tax.  Schm idt  (2008)  est imates a fall in volume of t ransact ions 
of 14%  if the rate of one half of a basis point  (0.005% )  is levied.  The market ’s capacity to 
pay the tax will depend in part  on the depth of liquidity in the market  and abilit y of dealers 
and clients to circum vent  and avoid the tax. Som e studies suggest  significant  ‘m arket  
dam pening’ and ‘leakage’ would lead to a m arket  reduct ion of twenty five percent  (Baker, 
2008) .  I n cont rast  to these caut ious est im ates, the actual experience of financial markets 
with stam p dut ies levied on equity share t rading (UK)  or on both equity and bond t ransac-
t ions (Brazil)  is that  these m arkets have generally internalised these taxes without  substan-
t ial reduct ions in market  t rading or avoidance.  For instance, the 0.5%  UK stamp duty on 
share t ransact ions generated about  £3.9 billion for the UK Treasury in 2009. This did not  
lim it  London’s role as a leading internat ional financial cent re, nor underm ine the London 
Stock Exchange’s prem ier posit ion as a leading internat ional exchange.  Moreover, Brazil 
has successfully levied a tax on currency exchange agreem ents and a tax on t ransact ions 
involving bonds and securit ies which has not  led to substant ial market  dampening. 30   Brazil 
has generated substant ial revenues from  its ‘umbrella- type’ array of t ransact ion taxes on 
foreign investment  in equity stock and debt  inst rum ents at  a rate of 2% ; 31  and its m ost  
recent  t ransact ion tax on bonds and securit ies, including those t rades carr ied out  on the 
Brazilian stock exchange, is at  1.5% . 32   Both the UK and Brazilian equity and bond m arkets 
cont inue to grow st rongly despite the econom ic and financial slowdown. 
   
At  a 0.005%  levy, the proposed CTT is 100 t im es smaller than the UK’s exist ing stamp duty 
on shares and therefore should not  underm ine London’s posit ion as the leading cent re for 
foreign exchange t rading! 33   Proponents of the CTT est im ate that  a low tax rate can gener-
ate substant ial revenue even if only applied to a few reserve currencies (UK sterling, and 
euro)  (Nissanke 2003, 72;  Patomaki & Sehm-Patomaki, 1999) .  Accordingly, it  is difficult  to 
show that  a UK CTT of 0.005%  – equivalent  to a £500 charge for a £10m  t ransact ion – 
would underm ine London’s status as the world’s leading cent re for foreign exchange t rad-
ing. 
 

 
29 The five m ain currencies which const itute foreign exchange m arket  t rading are;  the US dollar 86.3% ;  euro 
37.0% ;  Japanese Yen 17.0% ;  UK ster ling 15.0% , Swiss franc 6.8% ; . The ult imate totals for all currencies would 
equal 200%  to reflect  the two legs of a currency t rade. 
30 See Barbosa, Mussnich and Aragao (14 Dec. 2009)  ‘Changes in Brazilian I OF/ Exchange and I OF/ Bonds and 
Secur it ies Taxes’.    
31 A tax of two percent  was applied to foreign investm ents in stocks and fixed incom e secur it ies. The tax was 
aim ed pr imarily to curb capital inflows into Brazil’s capital m arkets which has recent ly dr iven up the value of the 
reais. See Barbosa pp. 3-4. 
32 Decree No. 7,011/ 09 (Brazilian Official Gazet te, 19 Nov. 2009) . Under Brazilian law, these taxes are defined as 
‘ext rafiscal’ m eaning that  these taxes have econom ic and financial purposes, other than the purpose of raising 
revenue for the governm ent .  Unlike other taxes, the authorit ies can alter these taxes flexibly without  par liam en-
tary approval to respond to changing econom ic and financial circumstances (Barbosa et  al. , 2009) . 
33 London serves as the world’s leading foreign exchange t rading cent re with over 35%  of the value of foreign 
exchange t ransact ions taking place in London, followed by the US (13.9% ) , Japan (6.7% ) , Singapore, 6.0% . See 
I nternat ional Financial Services London (Sept . 2009) .     
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The most  comprehensive and realist ic est imates of how m uch m oney a CTT can raise are 
from  Schm idt  (2008)  and Baker (2008) .  Based on 2007 data before the cr isis, Schm idt  
(2008)  provides the more opt im ist ic est imate that  a coordinated CTT levied at  0.005%  
(one-half a basis point )  applied to the leading reserve currencies34  would yield US$33.41 
billion a year. 35   I n cont rast , a coordinated CTT at  the same rate on all the major currencies 
except  the dollar would yield US$21.24 billion a year, and a coordinated tax on only the 
euro and sterling would  yield US$16.52 billion a year.  His est imates are more realist ic and 
m uch lower than what  other CTT proponents had est imated because he gives more weight  
to market  dampening as a result  of the tax. 36   Most  of the volume reduct ions that  result  
from  the tax derive from  the loss of short - term  t rading, such as algorithm ic t rading, that  
responds to very small spreads of less than one basis point  which would be smaller than 
the est im ated tax.  On the other hand, his revenue est im ates can be considered m ore op-
t im ist ic because he m inim ises the r isk of avoidance and circum vent ion because of the ex-
pected effect  of cent ralised set t lem ent  in the CLS bank system  which would m ake it  very 
difficult  to avoid paying the tax.   
 
Schm idt ’s higher est im ates should be cont rasted with those of other CTT and FTT advocates 
who adopt  sim ilar methodologies but  give more weight  to avoidance and circum vent ion.  
For instance, Baker (2008)  est imated a CTT yield of only US$7.8 billion that  took into ac-
count  a higher level of market  reduct ion of 25%  based on a tax rate of 0.01%  (one basis 
point ) .  Nissanke (2003)  uses 2001 BI S data to est im ate that  a global CTT at  a rate of 
0.02%  applied to wholesale t ransact ions would yield between US$30-35 billion while at  a 
rate of 0.01%  would yield between US$17-US$31 billion a year.  We adopt  Schm idt ’s est i-
m ate of US$33.41 billion a year because it  offers a realist ic assessment  of the capacity of 
the CTT to raise revenue based on the depth and liquidit y of the foreign exchange markets 
and the inst itut ional consolidat ion that  is occurr ing in cent ralised set t lement  of foreign ex-
change t ransact ions in the Cont inuous Link Set t lem ent  System .       
 
3.2.2 CTT implementation – CLS Bank 
I t  is important  to consider the potent ial role of the Cont inuous Link Set t lem ent  System 
(CLS System)  in ensuring that  the CTT is implemented effect ively.  Most  foreign exchange 
t ransact ions are set t led – payment  for one currency is delivered for paym ent  of another 
currency (PvP)  – through the process of cent ralised set t lem ent .  The CLS System provides 
an inst itut ional framework for the set t lement  of currency t ransact ions on a t ransnat ional 
and cent ralised basis for the leading reserve currencies that  are used by its member banks 
and part icipat ing inst itut ions in the CLS System. 37   The CLS system holds data on all for-
eign exchange t ransact ions which it  set t les and provides the exist ing adm inist rat ive infra-
st ructure that  could be used to facilitate and/ or collect  a currency t ransact ion tax. 
 
The success so far of the CLS bank as a set t lement  service provider and its growing size in 
the FX set t lem ent  m arket  suggests that  the exercise of its set t lem ent  funct ion could also be 
applied to collect  a tax on currency t ransact ions.  Part icipants in CLS, however, would likely 
be nervous that  a tax levied through CLS, but  not  elsewhere, could create a disincent ive to 
use CLS. I t  is likely that  the private benefits of banks using CLS, benefits from  reduced 
counter-party credit  r isk, system ic liquidity r isk, exposure r isk, etc, exceed the cost  of a 
sm all CTT levy of 0.01%  or 0.005% .  

                                                 
34 The leading reserve currencies are the US dollar , euro, Japanese yen, Br it ish pound, and Swiss franc. 
35 Schm idt ’s (2008)  est imates for a CTT on the US dollar as one leg alone against  all other currencies amounted 
to:  US$28.8 billion, while a CTT on the euro alone as one leg against  all other currencies would yield US$12.29, 
and sim ilar ly on the yen alone against  all other currencies US$ 5.59 billion, and ster ling alone against  all other 
currencies at  US$ 4.98 billion. 
36 For example, this should be compared with the m uch higher est im ate of $176 billion a year by Frankel (1996) . 
37 These currencies are:  the US dollar, euro, Japanese yen, UK pound, Swiss franc, Aust ralian dollar, Canadian 
dollar , Swedish krona, Hong Kong dollar , Norwegian krona, New Zealand dollar, Mexican peso, Singapore dollar , 
South Korean won.   
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These private benefits are also social benefits and consequent ly either banks using CLS 
should be ent it led to a reduct ion in capital adequacy requirem ents for their  t rading books, 
or alternat ively those not  using CLS or a sim ilar system should face higher capital adequacy 
requirements for their t rading book. 
 
The CLS Bank is a natural candidate for m anaging the implementat ion of the CTT because it  
holds data on all foreign exchange t ransact ions which it  set t les and could provide data to 
nat ional governments regarding the volume and value of foreign exchange t ransact ions 
with a view to potent ially collect ing a tax from these t ransact ions.  Of course, the CLS Bank 
does not  have the legal m andate to collect  taxes for any governmental or state ent ity and 
could only do so based on statutory or t reaty authorisat ion.  However, if it  did have such 
authorisat ion, how successful m ight  it  be in collect ing revenue? 
 
3.2.3  CLS estimated volumes and value 
CLS Bank has shown consistent  growth since 2002 in both the value and volum e of foreign 
exchange t ransact ions it  set t les (Annex I V) .  The increasing value and volume of CLS 
t ransact ions can be at t r ibuted in part  to the growing value and volum e of t rades between 
CLS, its m em ber banks and third party users. CLS now set t les t rades in 17 currencies, an 
increase from  the original seven currencies in 2002.  Although the number of bank mem-
bers has not  changed substant ially since 2002, the num ber of third party users has in-
creased substant ially -  including non-CLS member banks, non-bank financial inst itut ions, 
corporat ions, and investment  funds -  to over 1400 members in 2010 (CLS 2010) .   This has 
resulted in substant ial growth in the value and volume of foreign exchange t ransact ions 
set t led through the CLS system. 
 
I n 2009, the CLS Bank set t led approximately fifty five (55% )  of the value of foreign ex-
change t ransact ions  (Annex I I ) . 38   Tradit ional correspondent  banking set t les about  32%  of 
the value of foreign exchange t ransact ions (Annex I ) . 39   The CLS System is clearly the 
dom inant  m ethod for foreign exchange set t lem ent  because of the synergies and reduced 
exposure for counterparty banks to foreign exchange set t lem ent  and credit  r isk. 40   These 
benefits make it  profitable for banks to incur the relat ively low costs of part icipat ing in the 
CLS System while achieving the regulatory object ive of reducing set t lement  r isk and sys-
tem ic r isk. 41 
 
However, using CLS to set t le foreign exchange t ransact ions is opt ional – even for its share-
holder banks – and therefore if banks perceive that  they can save costs by set t ling certain 
t ransact ions through other m ethods ( ie., bi- lateral correspondent  banking)  they are free to 
do so, even though this m ay not  be desirable from  a regulatory perspect ive.  Moreover, the 
Basel I I  capital rules do not  create incent ives for banks to set t le their foreign exchange 
t rades through CLS:  banks are required to hold the same level of capital on their forex ex-
posures whether they are set t led through CLS, bilaterally, or otherwise.  Market  part ici-
pants are highly price sensit ive and not  obliged to set t le through the CLS infrast ructure.   

                                                 
38 Recent , unconfirm ed data suggest  that  CLS now set t les about  70%  of the global forex m arket . Meet ing with Rob 
Close, CEO of the CLS Bank (1 March, 2010) . 
39 A lower port ion of the FX set t lement  market  is held with ‘on-us without  set t lement  r isk’ (3% )  and ‘on-us with 
set t lement  r isk ’ (1% )  where both legs of a foreign exchange t rade are set t led across the books of a single inst itu-
t ion. See definit ions and descript ion of ‘on-us without  set t lem ent  r isk’ and ‘on-us with set t lem ent  r isk’ in Annex I I .   
40 Som e suggest  that  CLS could expand it s range of foreign exchange coverage by offer ing sam e-day set t lement  of 
t rades, such as dollar-yen, which has been difficult  to achieve because of the t im e difference between the US and 
Japan, and fur ther expanding the currencies it s covers and signing up more banks as m embers (BI S 2008) . 
41 Although we assert  that  CLS Bank would provide an eff icient  inst itut ional mechanism  for collect ing the tax, we 
however recognise that  there are accountability  concerns in having a pr ivate US bank perform  such an im portant  
public funct ion and therefore we would suggest  that  the 17 part icipat ing cent ral banks in the CLS System agree 
with the private bank m em bers of the CLS System to change the governance st ructure of the CLS System  to allow 
part icipat ion of non-CLS mem ber cent ral banks and tax authorit ies so that  they can be involved in monitor ing data 
related to the tax and it s collect ion.  
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Unless there are offset t ing benefits therefore from  using CLS there is concern that  there is 
a significant  possibilit y of capital flight  from  the CLS system, thereby potent ially leading to 
adverse econom ic effects from  the tax. 42 
 
The CLS Bank’s growing share of the foreign exchange set t lement  market  suggests that  it  
will have inst itut ional dom inance in the future over the managem ent  and collect ion of data 
related to the value and volume of foreign exchange t ransact ions.  Nevertheless, it s grow-
ing market  share is fragile and could drop if m em ber banks and their custom ers decided to 
set t le FX t ransact ions through m ore t radit ional ways, such as bilateral correspondent  bank-
ing, or other alternat ive set t lem ent  arrangements. 43   However, member banks and their  
customer financial firm s and inst itut ions which set t le through CLS gain substant ial benefits 
and synergies in terms of r isk reduct ion and would probably not  want  to sacrifice these sig-
nificant  cost  advantages for the sake of paying a very low tax rate on foreign exchange 
t rading.  Based on the above, it  is difficult  to est imate reliably how much tax could be 
raised through the exist ing CLS system given the voluntary nature of CLS for it s m em ber 
banks.  However, assum ing the current  size of the FX m arket  (US$3 t r illion a day)  and the 
substant ial synergies and r isk reduct ion benefits banks gain from  set t ling through CLS 
bank, we can surm ise that  a low tax of 0.005%  would probably not  deter m any t ransac-
t ions from  set t ling in the CLS system.  Therefore, based on the gross size of the FX market  
and the CLS market  share of 55% , we can conclude based on Schm idt ’s est imates in 3.2.1 
that  if the tax were only collected on foreign exchange t ransact ions set t led through the CLS 
bank it  would generate just  over US$18 billion a year. 
 
3.2.4 Technical feasibility and incidence 
I n considering the adm inist rat ion of a financial t ransact ion tax, previous studies support  the 
viabilit y of such a tax being adm inistered in m odern foreign exchange set t lem ent  system s.  
I ndeed, Schm idt  (2008)  has observed:  
 

“The infrast ructure for set t ling foreign exchange t rades is increasingly formal, cent ralized 
and regulated. This is due to new technology, subject  to increasing returns to scale, and to 
cooperat ion between t rading and cent ral banks to reduce set t lem ent  r isk. Set t ling a foreign 
exchange t rade requires at  least  two paym ents, one of each of the currencies t raded. Set -
t lement  r isk is elim inated when paym ent  obligat ions are m atched and t raced to the original 
t rade, and then payments are made simultaneously. The technology and inst itut ions now in 
place to support  this make it  possible to ident ify and tax gross foreign exchange paym ents, 
whichever financial inst rum ent  is used to define the t rade, wherever the part ies to the 
t rade are located, and wherever the ensuing payments are made.”  
 

The CLS Bank, along with the CLS infrast ructure, could perm it  currency t ransact ion taxes to 
be imposed at  relat ively low levels, which has lit t le effect  on the relat ive costs of the t rans-
act ion.  Nevertheless, cent ral banks that  operate RTGS systems have emphasised that  
there was nothing in their mandate that  would authorise them  to support  the CLS bank in 
collect ing a CTT.  Understandably, cent ral bankers charged with financial stabilit y are very 
concerned about  underm ining market  stabilit y, and would be concerned about  any process 
that  drove part icipants off well established and well run exist ing markets which m ight  hin-
der liquidity and significant ly raise t ransact ion costs.  This point  is reinforced by the belief 
that  the CLS bank had performed ext remely well during the cr isis and especially during the 
week in Septem ber 2008 when Lehm an’s Brothers collapsed the CLS bank set t led effec-
t ively $26.3 t r illion in foreign exchange payments for the 17 reserve currencies set t led in 
the CLS system .   Central Banks would like m ore use of CLS because of the high t ranspar-
ency of the t ransact ions.  
 

                                                 
42 CLS Bank costs £80mn a year to run CLS which is recouped by a charge on the t ransact ions going through CLS 
– a charge of only 22p on a t ransact ion/ inst ruct ion of £1 m illion. This charge was described as “a st ruggle to get  
the m arket  to bear” .  
43 See Annex I I .  
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Nevertheless, in an age when authorit ies have effect ively nat ionalised the bulk of banking 
system s, where governm ents and cent ral banks have purchased substant ial quant it ies of 
hard to value private inst ruments, if regulators believe using a cent ral set t lement  system  
promotes financial stabilit y then using such a system can be made mandatory for inst ru-
m ents to be legally valid or there could be higher capital adequacy requirem ents for those 
taking greater system ic r isk for not  using a cent ral set t lement  system  with cent ral bank 
part icipat ion. 
 
On the other hand, the incidence of the tax may create pr ivate costs that  offset  the social 
benefits from enhanced regulat ion.  Foreign exchange t rade encompasses a huge amount  
of different  com m ercial act ivit ies with differ ing m ot ivat ions. While foreign exchange specu-
lat ion was one type of com m ercial act iv ity taking place on the m arket , a large num ber of 
t rade, investm ent , savings, and pensions act ivity – conducted by individuals and business 
ent it ies at  the retail and wholesale levels -  involves the foreign exchange m arkets.  As 
such, a large proport ion of ‘act ivity ’ on the foreign exchange market  is already taxed in 
num erous ways.  Also, foreign exchange t rading supports internat ional t rade in goods and 
services and a tax on currency t ransact ions m ight  hinder internat ional t rade itself by in-
creasing the cost  of t rade finance, especially for developing count r ies.  I t  is uncertain 
whether it  is desirable to t ry and exclude from the CTT t ransact ions that  pr im arily support  
internat ional t rade because it  m ight  be difficult  to different iate between foreign exchange 
speculat ion and hedging t ransact ions and currency t ransact ions that  are incidental to inter-
nat ional t rade.  On the other hand, the size of the levy being proposed is unlikely to make 
any material difference to a corporate or real goods t rade t ransact ion.  I t  may be useful to 
note that  on many of these t ransact ions, legal and banking fees often amount  to well in 
excess of 1.0%  or 100 basis points.  I n large cross-border corporate finance t ransact ions, 
banks charge advisory fees, arrangem ent  fees and com m itm ent  fees, and each of these is a 
large mult iple of a basis point .  I n t rade finance t ransact ions, banking fees are sim ilar,  
amount ing to many mult iples of a basis point .    
 

Some crit ics, however, are scept ical that  the tax would have a ‘negligible effect ’.   Whilst  the 
proposed size of the levy (0.005%  or 0.5 basis points)  appears very low, it  is not  low rela-
t ive to the spreads for the m ost  liquid exchange rates in the foreign exchange m arket  such 
as euro/ US$, £/ US$, and US$/ ¥.  I n t im es of low volat ilit y, spreads for these currencies 
were reported to stand at  around one basis point , in which case a 0.5 basis point  levy 
would be very significant .  Nevertheless, it  should be noted that  the spread is not  a reflec-
t ion of t rading profitabilit y, but  reflects the price of liquidity.  Banks m ake profit  from  t rad-
ing foreign exchange part ly by charging for this liquidity, but  primarily by following t rends 
in the market  place and in their customer business.  
 

Regarding the burden of the tax, it  should be observed that  in terms of informat ion the 
foreign exchange market  is pr im arily a wholesale m arket .  Retail t ransact ions are a very 
sm all proport ion of total t ransact ions.  The burden of the tax will fall on those carrying out  
thousands of t ransact ions over short  periods of t im e – this is decidedly not  retail,  it  is 
wholesale and is pr im arily algorithm ic t rading.  For instance, a pension fund investor will 
execute t ransact ions in a long- term  fund a few t im es a year, whilst  a hedge fund would do 

so hundreds of t im es. 
 
3.2.5 The CTT in summary 
To be effect ive, a currency t ransact ion tax should be adopted on the broadest  definit ion of 
foreign exchange t ransact ions.  The tax should be paid on each foreign exchange t ransac-
t ion regardless of how it  is set t led.  Although it  would be desirable for the count r ies and 
jur isdict ions which issue the 17 reserve currencies of the CLS Bank to sign an internat ional 
t reaty that  would give the tax universal effect , such an internat ional agreement  would 
probably take a few years to negot iate and rat ify.  Therefore, we recom mend that  count r ies 
should in the first  instance decide unilaterally to impose the tax on all foreign exchange 
t ransact ions in a part icular currency wherever the t ransact ion takes place in the world.   
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The tax can be imposed in an inexpensive and efficient  way at  the point  of t ransact ion set -
t lem ent  through the Cont inuous Link Set t lem ent  Bank with support  from  CLS’s part icipat ing 
cent ral banks which issue the main reserve currencies.  The fact  that  all foreign exchange 
t ransact ions are elect ronic makes collect ion cheaper and evasion very difficult .   A levy on 
the euro will need a consensus from all euro area members. However, count r ies, such as 
the UK, Switzerland, Sweden, Norway, and Denmark could implem ent  a CTT unilaterally for  
lit t le expense in cost , t ime and effort , if they so wished. 
 
The tax could be collected nat ionally through a count ry’s RTGS paym ent  set t lem ent  sys-
tem s or t rans-nat ionally by the CLS Bank and the proceeds could be shared between na-
t ional governments and internat ional organisat ions.  Once collected, the revenue could be 
dist r ibuted either to nat ional authorit ies first  who m ight  then have an obligat ion to use a 
pre-agreed port ion of the revenues for domest ic cr isis and poverty relief before sending 
another agreed port ion of the proceeds to internat ional organisat ions to be dist r ibuted to 
specified overseas developm ent  assistance programmes.  Alternat ively, the money once 
collected could be dist r ibuted direct ly to a global solidar ity fund which could be established 
to use the m oney to finance cr isis and poverty relief program m es and global public goods, 
such as climate change init iat ives.  Regarding enforcement , the doct r ine of foreign illegality  
authorises courts to refuse to recognise cont racts that  violate the laws of foreign and 
fr iendly count r ies on public policy grounds.  I n this case, cont racts which are not  stam ped 
as paid under the CTT (or other approved tax)  would not  be recognised or enforced by the 
courts of other jur isdict ions who would also be signatories to an internat ional t reaty recog-
nising enforcem ent  of the CTT.  For cont racts not  stamped as paid, their  lawfulness and 
enforceability would be called into doubt , thus underm ining their  effect iveness. 
 

3.3 A FTT on exchanged- t raded, cent rally cleared derivat ives and other 
products  

Based on the rather low est im ates of revenue to be derived from  a globally coordinated CTT 
(about  US$34 billion a year) , it  is necessary to consider a broader FTT, especially in light  of 
the growing costs of financial cr ises and the magnitude of public resource gaps ident ified by 
UN and the OECD as necessary to achieve global public good object ives. A financial t rans-
act ion tax could be extended beyond a currency t ransact ion tax to include a broader num -
ber of t ransact ions that  would include m ost  areas of the over- the-counter derivat ives (OTC)  
market  and certain exchange t raded derivat ives and possibly equity and bond m arkets.  
Although the tax could be levied at  a rate sim ilar to the CTT, it  could be applied at  different  
rates to reflect  different  r isks posed by the inst ruments and different  liquidity requirements 
in the markets in which the inst ruments t rade.  This rat ionale would not  apply to the CTT 
because the foreign exchange market  is dom inated by five main reserve currencies (along 
with twelve other currencies in the CLS system)  and the FX dealing market  is heavily con-
cent rated and dom inated by ten or twelve leading internat ional banks. 44   I n cont rast , deal-
ing and t rading in other inst ruments may involve a broader number of players located in 
m ult iple jur isdict ions.   I n considering a broader FTT, Spahn (2004)  has proposed that  dif-
ferent  tax rates apply to different  counterpart ies ( regulated banks, other financial inst itu-
t ions and private capital, and non- financial corporat ions and public inst itut ions)  depending 
on their size and the system ic r isk they pose.  This proposal assum es that  som e categories 
of counterparty (e.g. hedge funds)  or t ransact ions (e.g. certain derivat ive products)  are 
m ore prone to speculat ive t rading than others. Such a mult i- t iered tax regime should aim  
to ident ify the desirable level of reduct ion in t rading act ivit ies, which should be large 
enough to elim inate short - term  speculat ive t rading, but  not  so large as to lim it  unduly or 
ham per the norm al funct ioning of m arkets.  
 

                                                 
44 The five m ain currencies which const itute foreign exchange m arket  t rading are;  the US dollar 86.3% ;  euro 
37.0% ;  Japanese Yen 17.0% ;  UK ster ling 15.0% , Swiss franc 6.8% ; . The ult imate totals for all currencies would 
equal 200%  to reflect  the two legs of a currency t rade. 
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Schulm eister (2009)  has adopted a m ethodology to est im ate how m uch a broad FTT can 
raise across a wide number of financial inst rum ents ( including bonds, exchange- t raded, 
cent rally-cleared and OTC derivat ives) .  His est im ates incorporate conservat ive param eters 
for m arket  dampening, avoidance and circumvent ion.  Although his est im ates are rather 
caut ious, they appear the m ost  realist ic of the studies reviewed and provide probably the 
m ost  accurate est im ate to date of the m arket  im pact  of a FTT at  tax rates of 0.5% , 0.1% , 
or 0.01% .  Based on his m ethodology, we consider the lowest  tax rate of 0.01%  on ex-
change- t raded and OTC derivat ives, including those related to interest  rates and credit -
linked inst ruments because these types of inst ruments usually involve shorter term  posi-
t ions and consist  of higher levels of leverage and thereby pose m ore r isk to the financial 
system .  Based on his m odel, we est im ate a broad-based FTT could potent ially yield be-
tween US$100-US$120 billion a year.  

 
3.3.1  FTT implementation and centralised clearing of derivatives 
As with the CTT, it  would be advantageous to implem ent  the tax through cent ralised clear-
ing and set t lement  st ructures. Recent  regulatory init iat ives in Europe and the United States 
have encouraged cent ralised clearing of m any types of standardised derivat ives cont racts.  
As discussed in 1.4.3, the US Congress has before it  two bills that  would require most  
standardised derivat ives cont racts to be cleared through a clearing house with som e excep-
t ions for non- financial firm s that  enter hedging t ransact ions.  Sim ilar ly, the European 
Commission has st rongly encouraged dealers in OTC credit  derivat ives to use cent ralised 
clearing to reduce system ic r isk and enhance t ransparency.  Clearing houses are part  of the 
post - t rade infrast ructure that  supports the t rading of many financial inst ruments, which 
usually occurs on exchanges.  They act  as buyers for every seller and sellers for every 
buyer, thereby ensuring that  t ransact ions are completed, even though one of the counter-
part ies may default .   The Market  in Financial I nst ruments Direct ive (MI FI D)  lifted the regu-
latory cont rols on compet it ion between clearing houses and CCPs in Europe and liberalised 
rest r ict ions on who could own them. Clearing houses/ CCPs are usually owned by banks, 
other financial f irms and increasingly by exchanges and compete with each other for the 
clearing business.  However, this has led to concerns over system ic r isk that  m ight  ar ise 
because CCPs m ight  be lowering their r isk m anagem ent  standards and reducing margin 
requirem ents in order to at t ract  m ore business.  Regulators also require that  CCPs issue 
detailed statem ents and reports on their tar iffs, charges and costs for dealers and other 
users (Barnes 2010, 1) .  This type of cent ralised clear ing network provides vital informat ion 
to regulators and to customers about  financial t ransact ions involving their value and coun-
terparty exposures.  A CCP could also m aintain and report  the necessary data for a tax on 
cent rally-cleared derivat ives t ransact ions to financial intermediar ies and nat ional authorit ies 
regarding the value of the t ransact ions and how much tax is owed.  CCPs in Europe already 
have sophist icated report ing processes for withholding tar iffs and other charges and m ain-
taining up- to-date data on all cleared t ransact ions (Barnes, 2010) .  These report ing and 
data m anagem ent  processes could be applied to calculat ing and report ing the applicable 
am ount  of tax owed for a financial t ransact ion tax.      
 
Although there are mult iple CCPs operat ing across European derivat ives markets, they can 
arrange to exchange inform at ion on their t ransact ions and custom ers on a cross-border 
basis and potent ially provide the necessary data that  would support  a t ransact ion tax.  This 
is occurr ing because interoperabilit y am ong Europe’s CCPs and the new ‘user choice’ m odel 
involving t rading plat forms that  offer part icipants the abilit y to clear through mult iple CCPs 
has becom e the norm  ( I bid.) .  I ndeed, the growing interoperabilit y between CCPs (clearing 
houses)  provides the inst itut ional framework to m ake collect ing a FTT on derivat ives t rans-
act ions a pract ical proposit ion.  Sim ilar inst itut ional developments are occurr ing in the US 
where a regulatory init iat ive in February 2009 involving supervisors from  regulatory agen-
cies with direct  authority over one or more of the exist ing or proposed credit -default  swap 
cent ral counterpart ies discussed possible informat ion sharing arrangements and other 
m ethods of cooperat ion within the regulatory com m unity.   
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I n September 2009, the group of regulators announced the establishment  of the OTC De-
r ivat ives Regulators’ Forum  ( the “Forum ” )  to provide regulators and cent ral banks from 
other count r ies with a means to cooperate, exchange views and share inform at ion related 
to OTC derivat ives, CCPs and t rade repositor ies.   
 
I n addit ion, the Depository Trust  and Clearing Corporat ion (DTCC)  Trade I nformat ion 
Warehouse for credit  derivat ives ( the "Warehouse")  is a user-governed, not - for-profit  co-
operat ive that  provides a regist ry of the details of almost  all outstanding credit  default  
swaps t raded globally.  As of March 2010 the Warehouse held data on approximately 2.3 
m illion cont racts from  OTC  counterpart ies located in 52 count ries, covering credit  obliga-
t ions of ent it ies located in m ore than 90 count r ies around the world. 
 
Cent ralised clear ing has therefore resulted in consolidated data bases on all counterpart ies 
along with the value and type of derivat ives t ransact ions.  This const itutes an important  
source of inform at ion that  can m ake it  possible to adm inister and monitor the applicat ion of 
a financial t ransact ion tax on these types of inst rum ents and ensure that  the appropriate 
amount  is collected.  I t  is worth not ing that  the task of regulators in reviewing CDS data 
would be very difficult  were there mult iple warehouses for credit  derivat ive data divided by 
geography, but  this data in the case of OTC derivat ives has been cent ralised with a clearing 
house and can be m aintained if necessary for assessm ent  and collect ion of a tax. 
 
Based on the above, a t ransact ion tax on either exchange t raded derivat ives and/ or deriva-
t ives that  are cent rally cleared would be possible to adm inister at  a basic level without  
great  com plexity, but  would need to be phased in over t im e as cent ralised clearing extends 
its coverage over m ost  OTC derivat ives t ransact ions.  We therefore recom m end this tax as 
an opt ion for EU policymakers after further consolidat ion of cent ralised clear ing of deriva-
t ives t ransact ions.  
 

3.4 A bank balance sheet / profits tax  

Som e countr ies have experienced m ixed results after adopt ing a financial t ransact ion tax.  
Sweden adopted a financial t ransact ion tax in the m id 1990s that  applied to all securit ies 
t ransact ions – both equity and debt  inst rum ents.  The result  of the financial t ransact ion 
levy was that  m uch of the securit ies t rading act ivity in Sweden m oved to London and other 
financial cent res. 45   Because the FTT led to substant ial volum es of t rading act ivity m igrat ing 
to other jurisdict ions, Sweden is now urging other G20 count r ies not  to adopt  a FTT and 
instead to adopt  a levy on banks’ balance sheets.  Sweden adopted a so-called ‘stability fee’ 
in 2009 that  was a direct  levy on Swedish banks that  provided a fund to pay for the bailout  
of any Swedish bank.  The Swedish stabilit y fee on banks and credit  inst itut ions now serves 
as a model for other count r ies.  The Obama adm inist rat ion proposed a sim ilar fee in March 
2010 that  it  calls a ‘responsibilit y fee’ to be imposed on the largest  US banks in order to 
repay US taxpayers for the costs of the US bank bailout  programme.  The Swedish levies 
are allocated to a stabilit y fund managed by the Swedish Nat ional Debt  Office. The gov-
ernm ent  plans to cont inue levying the fee over a per iod of fifteen years unt il the revenue 
generated reaches 2.5%  of Swedish GDP. 46   Banks will be required to pay the levy on an 
annual basis at  a rate of 0.018%  of each inst itut ion’s liabilit ies, excluding equity capital and 
certain subordinated debt , based on audited balance sheets.  Banks are not  expected to 
m ake their first  paym ents into the fund unt il 2010 after the balance sheets are audited and 
the government  has injected an init ial 15 billion kronor into the fund.  Beginning in 2011, 
the bank levy will increase to 0.036 percent  of liabilit ies with the governm ent  planning to 
int roduce a weighted charge as well.  Banks with r iskier balance sheets would pay a higher 
percentage.   

                                                 
45 See Let ter of Anders Borg, Finance Minister of Sweden, (20 Jan. 2010) . 
46 The Swedish governm ent  est im ates that  2.5%  of GDP to be the cost  that  a full-scale banking cr isis would costs 
the Swedish economy.  
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Such a tax on bank liabilit ies m ay not  however address some types of excessive bank r isk-
taking and may result  in banks being double-charged on their liabilit ies if they have retail 
or wholesale deposits which often require reserve requirements at  the cent ral bank. 
 
Recent ly, other count r ies – including Germ any -  have adopted stabilit y taxes on bank non-
retail deposit  liabilit ies.  The G20 and the Financial Stabilit y Board are reviewing this type of 
tax.  Other bank balance sheet  taxes m ight  include a tax on r isky assets or on rem unera-
t ion packages that  are viewed to encourage excessive r isk- taking.  I n our view, however, 
we do not  recommend a global tax on bank balance sheets because it  would potent ially 
impose serious financing costs on banks in developing and emerging market  econom ies.  I n 
addit ion, such a tax m ight  impose disproport ionate cost  on count r ies with bank- led financial 
systems.  However, developed count r ies should have the opt ion of imposing these taxes 
and coordinat ing their applicat ion with other jur isdict ions, including by ext raterr itor ial 
m eans if necessary.      
 

3.5 Legal obstacles to im plem entat ion  

3.5.1 National sovereignty  
The adopt ion of a financial tax raises not  only econom ic issues regarding who bears the 
cost  and the impact  of the tax on liquidity, innovat ion, and r isk dist r ibut ion, but  also raises 
important  issues regarding nat ional sovereignty and the authority of nat ion states to im -
pose taxes and to recognise and enforce the taxes imposed by other jur isdict ions.  The in-
ternat ional legal pr inciple known as the ‘revenue rule’ prohibits states in the absence of a 
t reaty obligat ion to the cont rary from  enforcing or recognising the revenue or tax laws of 
other states. 47   The effect ive applicat ion of a FTT and/ or CTT in globalised and liberalised 
financial markets will require universal applicat ion and therefore necessarily involve the 
leading jur isdict ions and states which issue the main reserve currencies to enter into a 
network of bilateral t reat ies or a m ult ilateral t reaty that  recognises the applicat ion of the 
tax by the other signatory states.  I t  will also be necessary for the 17 states which issue 
the main reserve currencies to require that  financial t ransact ions and currency t ransact ions 
using their currencies are not  legally enforceable in their  dom est ic courts unless the part ies 
can dem onst rate that  the relevant  cont ract  has been stamped ‘paid.’  I nternat ional legal 
issues must  also be addressed as well including whether the Organisat ion for Econom ic and 
Development  (OECD)  should adopt  a mult ilateral m odel t reaty or m odel bilateral t reaty to 
authorise count r ies, especially those with reserve currencies and financial cent res, to ex-
change data on all relevant  t ransact ions and part ies so that  the tax can be applied effec-
t ively.    
 
3.5.2 EU free movement of capital 
The adopt ion of a FTT and/ or CTT in Europe will raise significant  legal issues under the EU 
Treaty’s (TFEU’s)  pr inciples on free movement  of capital. Art icle 63 (1)  & (2)  of the Lisbon 
Treaty prohibits ‘all rest r ict ions on the m ovement  of capital’ and ‘paym ents’ between 
‘m ember states and between member states and third count r ies’. 48   EU t reaty art icles have 
horizontal and vert ical direct  effect  against  member states and private part ies.  The appli-
cat ion of a CTT in Europe would have important  legal ram ificat ions because it  is a poten-
t ially discr im inatory lim itat ion on the free m ovem ent  of capital.    

 
47 The English courts enunciated this pr inciple in Holm an v. Johnson (1775)  98 Eng Rep. 1120(Lord Mansfield 
observed in obiter dicta that  ‘[ f] or no count ry ever takes not ice of the revenue laws of another’) .      
48 Art icle 63 (1)  & (2)  of the Treaty on the Funct ioning of the European Union (Lisbon Treaty)  states:  
 (1)  Within the fram ework of the provisions set  out  in this Chapter , all rest r ict ions 

on the movem ent  of capital between Mem ber States and between Mem ber States and third count r ies 
shall be prohibited. 
(2)  Within the fram ework of the provisions set  out  in this Chapter , all rest r ict ions 
On paym ents between Mem ber States and between Mem ber States and third count r ies shall be pro-
hibited. 

See also European Com m ission Com municat ion discussing effect  of prohibit ions (Comm ission 2010, 25-26) . 
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This would be the case regardless of whether it  was im posed by a nat ional authority, cen-
t ral bank or non-state ent ity such as the CLS Bank because it  would apply to t ransact ions 
involving payments using different  currencies issued by mem ber states and on t ransact ions 
involving payments using a currency issued by an EU state and that  of a third count ry.  
Mem ber states m ight  argue that  such a rest r ict ion on free movem ent  of capital can be jus-
t ified on public policy grounds or as a mat ter of overr iding public security (art . 65 (1) (b) )  
because it  aims to promote prudent ial regulatory object ives and pay for European and 
global public goods.  Nevertheless, these except ions perm it t ing rest r ict ions on the free 
m ovem ent  of capital can not  be arbit rar ily discr im inatory between member states or dis-
proport ionate in their  applicat ion. This raises important  legal obstacles to the CTT because 
it  would prima facie discrim inate against  all t ransact ions involving EU member count r ies 
which use different  currencies ( ie., between euro and non-eurozone count r ies)  com pared to 
those cross-border t ransact ions within the eurozone using only the euro. 49   Regarding pro-
port ionality, it  could be argued that  EU states alternat ively could raise a sim ilar amount  of 
revenue by imposing non-discr im inatory taxes on the exchange t raded and/ or cent rally  
cleared derivat ives markets or on bank balance sheets or on com m odit ies futures cont racts 
that  would not  violate a t reaty freedom , rather than im posing a CTT that  would arguably 
violate the free movement  of capital in an arbit rary and discrim inatory manner within the 
Union.  Nevertheless, the CTT’s regulatory object ive of reducing excessive foreign exchange 
t ransact ions, providing a fund to pay for the social costs of a cr isis, and raising revenue for 
European and global public goods provides a st rong public policy and security rat ionale that  
could just ify it s lim itat ion on the free movement  of capital.   

   

                                                 
49 The European Com m ission has m ade this argum ent  by stat ing that  the CTL ‘could represent  a rest r ict ion of the 
free movem ent  of capital and payments (Art icle 63) ’ and that  even if a ‘j ust if icat ion sufficient  for purposes of the 
Treaty could be found’ ( raising m oney for global public goods)  ‘that  requirement  could not  explain why t ransac-
t ions involving count r ies with different  currencies would be t reated less favourably than those involving only one 
currency’. Moreover, the Comm ission asserts that  the CTL is ‘disproport ionate as funds could alternat ively be 
raised by other m eans of budget  at t r ibut ion without  affect ing a basic freedom  of the Treaty and, in any event , 
because the scope of the tax would be unrelated to the r isks to be covered by the t  ax revenue raised.’ (Com m is-
sion, 2010, 26) .       
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4.  CONCLUSION AND RECOMMENDATIONS   
We call for an enhanced approach to regulation and supervision that monitors and 
assesses r isk across  mark ets and at th e level of the fin ancial system. We also 
identify the desirability of providing fo r a sustainable and dependable source of 
finance to s upport prudential r egulatory ob jectives wh ilst also p roviding addi-
tional financing for global an d European public goods in a manner which is com-
plementary to other regulatory objectives.   
 
We argue that  an effect ive macro-prudent ial regime will need to impose st r ict  leverage ra-
t ios on banks and financial firms and possibly quant itat ive leverage caps for the broader 
financial system .  Other aspects of m acro-prudent ial regulat ion which we recom m end for 
the EU include counter-cyclical regulatory capital buffers for banks that  would be deter-
m ined in part  by the business and econom ic cycle.  Also, m aturity m ism atches in wholesale 
funding for financial inst itut ions should be subject  to lim itat ions and non-deposit  liabilit ies 
should be kept  within a st r ict  rat io of total liabilit ies.  Although the securit isat ion market  is 
vital in many developed count r ies for econom ic recovery, certain synthet ic inst rum ents 
should be subject  to higher capital charges and standardised credit  r isk t ransfer inst ru-
m ents should be m igrated onto clearing houses where they would be subject  to lower capi-
tal charges than if they were t raded in the over- the-counter m arket .     
 
The am ended version of Basel I I  will probably result  in regulatory capital having a more 
harm onised definit ion and consist ing m ainly of tangible com m on equity.  This will have a 
disproport ionate effect  on the cost  of bank capital raising in most  EU count r ies and may 
have the effect  of lim it ing the econom ic recovery.  Therefore, it is essential that such  
bank capit al re forms be acc ompanied by rule-based count er-cyclical c apital r e-
quirements that permit banks to hold lower levels of regulatory capital while their 
economies  are in re cession and to hol d a pr oportionately higher percentage o f 
tier one capital after the recovery has begun.   
 
The new EU inst itut ional framework is intended to recognise the interdependence between 
m icro-  and macro-prudent ial r isks across EU financial markets and the need to be account -
able to the views of market  part icipants and all EU stakeholders, including financial inst itu-
t ions, investors and consum ers. We recommen d however th at effecti ve EU crisis  
management necessitates reforms of the EU  bank resolution regime, the creation 
of an EU solidarity fund that would provide liquidity assistance to sovereign debt-
ors during a crisis that could be paid for by a small tax on EU sover eign bond is-
suance, and by c onsideration of methods by whic h discretionary macroeconomic 
policy might be conducted in the event of severe crises.  
 
We are concerned that  financial inst itut ions will find ways to circumvent  these requirem ents 
and will adopt  innovat ions that  will ult imately expose the system to new and more virulent  
forms of system ic r isk.  I ndeed, m odern history dem onst rates that  financial cr ises are re-
current , especially in liberalised financial markets, and will cont inue to impose substant ial 
costs on taxpayers and society.  Therefore, dependable and sustainable funding sources in 
the financial sector should be ident ified to help absorb these costs in a m anner that  sup-
ports prudent ial regulatory object ives and achieves broader social and public goods.  More-
over, the global financial cr isis has imposed huge econom ic and social costs across devel-
oped and developing count r ies, with the burden falling disproport ionately on the poorest .   
The cr isis has made it  ext remely difficult  for developed count r ies to honour their  pledges 
taken at  the Gleneagles G7 Summit  in 2005 to increase their financial support  for global 
public goods and in part icular to achieve the Millennium  Developm ent  Goals (MDGs) . 
 
We recommend therefore that international standard setting bodies such as th e 
Basel Committee examine certain financial transaction taxes as a prudential regu-
latory measure to limit excessive risk-taking and as a crisis management measure 
to help st ates pay for the tremen dous so cial costs caused by financ ial crises.   
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These taxes can take various form s, and we compare several opt ions, including a currency 
t ransact ion tax, a broader tax on OTC and exchange- t raded inst ruments, and for some 
count r ies who have suffered bank bailout  problem s a tax on bank balance sheets and prof-
its.  We compare the advantages and disadvantages of each tax and m ake recom m enda-
t ions based on whether these taxes m eet  the following cr iter ia:   1)  uses exist ing clearing 
and set t lem ent  infrast ructure and adm inist rat ive t ransparency in implem entat ion;  2)  the 
tax level should achieve a balance of econom ic benefits in term s of r isk m it igat ion that  does 
not  significant ly distort  the m arket  nor underm ine liquidity;  3)  yet  generates substant ial 
revenue to pay for public goods;  and 4)  is not  unlawfully discrim inatory under EU or inter-
nat ional law.  Pract ically, this m eans that  the tax would have to be levied at  a very low rate 
not  to significant ly distort  the m arket  and would have to be imposed almost  universally on 
t ransact ions that  const itute a large and growing part  of the financial m arkets in order to 
collect  substant ial and sustainable revenue.  Also, the m ost  efficient  and effect ive mode of 
collect ion would have to be through nat ional authorit ies and/ or cent ral banks.  The data on 
taxable t ransact ions could be collected and m anaged by paym ent  inform at ion interm ediar-
ies such as SWI FT.  Clearing houses and set t lem ent  inst itut ions could also withhold taxes 
on t ransact ions that  take place on their system s and pass on to nat ional authorit ies.   
These criter ia should guide policymakers in considering what  taxes would be m ost  appro-
priate for their  jur isdict ions, but  we recom mend that  policym akers agree on a universal 
approach through an internat ional t reaty or model bilateral t reat ies so that  whatever fi-
nancing mechanism  is adopted it  can be done so in a way that  is coordinated between na-
t ional authorit ies with adequate oversight  and surveillance that  m inim ises arbit rage and 
circum vent ion. 
 
We conclude that the currency transaction tax (CTT) most effectively satisfies the 
above criteria and could be used to promot e prudential regulatory objectives as 
well as to generate substantial revenue for public goods both in Europe and inter-
nationally.  Although subject  to some uncertainty under EU law, the CTT would, if applied 
to the leading reserve currencies, yield an est imated US$33.41 billion a year.  This est i-
mate is based on a caut ious view of the effects of circum vent ion and m arket  dam pening 
due to the tax.  The adopt ion would take an important  step towards lim it ing the dispropor-
t ionate growth of financial t ransact ions relat ive to overall econom ic growth while generat ing 
revenue to assist  developed count ries in meet ing their Millennium Development  Goal com -
m itm ents and paying for other global public goods such as climate change. I n recom mend-
ing the CTT, we also believe that  a broader FTT on OTC and exchange- t raded derivat ive 
inst rum ents and the broader securit ies markets could generate signif icant  addit ional reve-
nue, but  that  such a tax on a broad area of the financial markets should be phased in over 
t im e with a closer analysis of the incidence of the tax.     
 
We recommend that the CTT be implemen ted through the Continuous Link Settle-
ment System and the Continuous Link Settlement Bank and that other FTTs can be 
similarly implemented through centralised clearing houses.  The CLS system acts as 
a t rusted third party between two counterparty financial inst itut ions in a foreign exchange 
t ransact ion.  CLS bank is well situated to m onitor the wholesale t ransact ions between the 
leading banks and foreign exchange dealers and could m onitor, report  and/ or withhold the 
relevant  tax on set t led foreign exchange t ransact ions. Central banks may also play a role in 
assist ing CLS bank in m onitor ing the t ransact ions to be taxed and providing inform at ion to 
nat ional tax authorit ies.  Effect ive implementat ion of the CTT will require that  the CLS bank 
work closely with the nat ional cent ral banks in m onitor ing the tax through their  real- t im e 
gross set t lem ent  systems.   
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Sim ilar ly, cent ralised clear ing of derivat ives t ransact ions will provide the inst itut ional 
fram ework for effect ive m onitor ing and implementat ion of a t ransact ion tax on financial 
inst ruments that  are cleared or exchange t raded.  Future regulatory reform s will provide 
incent ives such as lower capital charges for intermediar ies to clear their derivat ives t rades 
through CCPs and clearing houses and therefore a sm all t ransact ion of tax of 0.01%  (1 ba-
sis point )  or 0.005%  (one-half basis point )  would be a small pr ice to pay for the cost  sav-
ings and reduced r isk of clearing t rades through clearing houses.     
 
We recommend that some of t he revenue from t hese taxes be allocated through 
existing international aid bodies to su pplement overseas development assistance 
and to help pay for public g oods for the world’s poorest countries and Europe’s 
poorest regions.     
 
A well-designed financial t ransact ion tax can be a source of innovat ive financing that  can 
enhance market  efficiency as well as generate substant ial revenue to pay for social and 
econom ic developm ent .  FTTs/ CTTs const itute a potent ially revolut ionary solidarit y m echa-
nism  that  can bind the prospects of the poorest  in developing count r ies and emerging mar-
kets with those of the r ichest  in developed count r ies, especially helping the governm ents of 
the poor count r ies who have suffered so much in the recent  cr isis. FTTs/ CTTs can also play 
an important  role as an alternat ive regulatory m easure to lim it  excessive r isk- taking and 
reduce socially useless t ransact ions.  These taxes can have a dual regulatory and econom ic 
development  object ive that  can potent ially enhance financial stabilit y while providing sus-
tainable funds for econom ic and social development  in Europe and globally.      
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ANNEXES 
Annex I  
An example of how t radit ional correspondent  banking set t les FX t rades 
 

 
 
Data source:  BI S 2009 
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Annex I I  

 
 

  

CLS 
Traditional 

corresponding 
banking 

Bilateral 
netting 
(effect) 

Other set-
tlement 
methods 

USD 55 31 8 6 

EUR 58 29 7 5 

JPY 62 24 8 6 

GBP 54 32 9 4 

CHF 58 26 8 7 

AUD 58 30 8 3 

CAD 38 43 13 6 

SEK 66 22 6 6 

HKD 47 46 1 6 

NOK 70 22 4 4 

KRW 30 65 2 3 

NZD 59 30 7 4 

SGD 52 42 3 2 

DKK 74 20 2 4 

ZAR 58 33 6 3 

All other -  84 13 3 

Total 55 32 8 5 
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Annex I I I   

Largest foreign exchange dealers 

%  of overall volum e, May 2009 

Deutsche Bank 21.0 

UBS AG 14.6 

Barclays Capital 10.5 

Royal Bank of Scot land 8.2 

Cit igroup 7.3 

JP Morgan 5.4 

HSBC 4.1 

Goldm an Sachs 3.4 

Credit  Suisse 3.1 

BNP Paribas 2.3 

Other 20.1 

Source:  Eurom oney FX survey   
 

 

Annex I V 
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Annex V – What  is CLS Bank? 
I n 2002, cent ral banks and leading private banks established a cent ralised internat ional 
set t lement  system for foreign exchange t rading by creat ing the Cont inuous Link Set t lem ent  
System  (CLS)  and the Cont inuous Link Set t lement  Bank I nternat ional (CLS Bank) . This 
cent ralised foreign exchange set t lem ent  system involved the creat ion of a comprehensive 
payment  v payment  service for set t ling foreign exchange t ransact ions that  reduces set t le-
ment  or principal r isk and counterparty credit  r isk among part icipat ing financial intermedi-
ar ies. The CLS Bank holds the deposits of it s 59 m em ber banks denom inated in the 17 cur-
rencies of it s part icipat ing cent ral banks ( the leading reserve currencies)  in the CLS system 
so that  if one member bank cannot  fulfil it s counterparty obligat ion to another CLS mem-
ber, then the CLS bank can draw on the default ing m em ber’s relevant  currency deposit  to 
cover the obligat ion owed to the non-default ing CLS member.   Also, the CLS Bank is used 
by individual inst itut ions to improve their cont rol and monitoring of foreign exchange expo-
sures, while cent ral banks have supported the CLS Bank by enhancing their payment  and 
liquidity facilit ies and making them available to the CLS Bank. CLS Bank is an Edge Act  
Corporat ion under US federal banking law and authorised to conduct  internat ional banking 
business, including, but  not  lim ited to, set t ling foreign exchange t ransact ions.  The CLS 
System consists of it s holding company, CLS Group Holdings AG, which has two main oper-
at ing subsidiar ies. 1)  CLS Bank I nternat ional ( ‘CLS Bank’) , and 2)  CLS Services, Ltd., a 
com pany organised under the UK Com panies Act  2006 with pr incipal place of business in 
London and which provides technical services to CLS Bank.  CLS Bank observes the Core 
Principles for System ically I mportant  Payment  System s published by the Com m it tee on 
Paym ent  and Set t lem ent  System s of the cent ral banks of the G10 count r ies (CPSS) . The 
directors of CLS Group Holdings are elected by CLS Group shareholders. 
 

51 



Policy Departm ent  A:  Econom ic and Scient if ic Policy 
___________________________________________________________________________________________ 

Annex VI  – Global OTC derivat ives m arket   

To consider the breadth and scope of the global OTC market  and the potent ial for applying 
a t ransact ion tax to this m arket , the data below provide the gross market  value in t r illions 
of US$ on a daily basis.  I n considering whether to impose a tax on the OTC market , we 
consider the BI S’s est imates of how the volume of the OTC market  has grown in recent  
years.  Between 2004 and April 2009, the average daily turnover in the OTC m arket  across 
all asset  classes increased dramat ically from  about  US$8,000 billion a day to about  
US$23,500 billion a day. See also data in BI S Triennial Survey (2007) .  As the chart  indi-
cates, interest  rate cont racts are the largest  part  of the OTC m arket  amount ing approxi-
m ately to US$13,500 billion a day (about  60%  of the total OTC m arket ) . 
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