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Introduction

Four years after the financial crisis and nearrfaia collapse of 2008, the world economy
again faces the prospect of a deepening econonsis.cifhe precipitating event is the
spreading financial contagion from the sovereigbt@nd banking crisis in Europe over the
summer. “For the first time since October 2008he tMF wrote in September 2011 — “risks
to global financial stability have increased” (IB11a).

As the sovereign debt crisis in Europe intensified threatens to engulf the economies and
banking systems of many European countries — Gydesland, Portugal, Italy, Spain and
now France — and beyond, the issue of financialbdjagn and speculation and its impact on
stability, growth and employment in the real ecogance again takes centre stage. Why are
interest rates on some forms of European soverégpt, so high and volatile? Why are
equity prices in private banks so sensitive to rura@nd so variable from day-to-day? Why
are funding interest rate spreads that Europeakskface so high and variable? What role do
the credit ratings agencies play in promoting vlifgtand contagion? And, last but not least,
are global financial conglomerates that have bectmoéig-to-fail a symptom or a cause of
the current crisis?

In OECD countries 50% more people were unemplogezDil0 than in 2007 while globally

84 million more people now live in extreme povetthan before the crisis, most of them in
developing countries. For G20 countries alone, OE®@D ILO estimates suggest that 110
million jobs must be created by 2015 to return te-grisis employment rates — 22 million

jobs per year.

It would be simplistic to blame financial speculat@lone for the global crisis. Free capital
flows, low interest rates — the “great moderatierdnd surplus liquidity contributed to global

imbalances within and between regions. And findrsp&culators took advantage of that. In
the broad sense of the term, financial speculdédrio a speculative bubble in the US, it led
to the creation of dangerous leverage and intemttions among financial firms, it diverted

investment from real productive investment andlfitsentributed to massive inequality

within societies. But the root causes also relatbrbader problems in the underlying real
economies.

The crisis exposed the un-sustainability of the ehad growth that has prevailed. Growing
inequality in the US and many countries has beeketi by the 2009 UN Commission of
Experts, chaired by Joseph Stiglitz, to the deficies in global aggregate demand that in turn
were and are at the centre of the current crisI$J(EITUC & TUAC 2011). As in the 1920s
and the Great Depression, rising inequalities cometbiwith financial de-regulation and the
erosion of bargaining power of the middle and lowerome classes across industrialised
economies (Kumhof & Ranciere 2010).

If the global economy is today on the edge of abtfodip recession it is also because of the
failure of the global governance system and the g@sernments, and the G20 in particular,
have managed the crisis. The coordinated and ineluspproach to economic recovery
measures that prevailed in 2009 was replaced bypettive and premature exit as
governments, under pressure from bond markets, dntwvéscal consolidation, through cuts
in public expenditures, wages, pensions and spotgrammes. In June 2010, Global Unions
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warned the G20 that “this risks tipping the gloldonomy back into recession with
catastrophic results” (Global Unions 2010).

Financial speculation was a cause of the crisisiggered the initial shock in April 2007
through derivatives markets — what was then thbpsme’ credit crunch — and has been an
accelerant ever since, with the continuing largdespresence of shadow banking and large
financial conglomerates, both of which, this papegues, are the main agents of financial
speculation today.

The purpose of this paper is to provide a definitsd financial speculation, identify the main

sources of speculation — the markets, forms ofiigadnd financial institutions that foster

speculative behaviour — and to assess how the eigmebond markets and the state of the
public finances are being affected, notably in light of the current Euro debt crisis. The

overarching question is what kinds of policies aedulatory reforms would be needed to
reduce speculation and its impact and to limit financial forces which are pushing our

economies into destructive crises.

The rise of financial speculation

Providing a stable definition of financial specidatis a complex task. And measuring the
size and impact of financial speculation is everranchallenging, partly due to the lack of
data which is itself a corollary of the lack of wgfion and supervision of the financial
market. But what is clear is that the scale of gldmancial trading cannot be explained by
the needs of the productive real sector:

- Global foreign exchange transactions are many tigneater than GDP or international
trade and were 20% higher in April 2010 (USD4tdaily turnover) than in April 2007
(USD3.3tr). This 20% growth in transactions possisrcannot be explained by the state
of global international trade during that period.

- Similarly there is a growing disconnect betweeditrg flows in derivatives and flows in
the underlying assets that derivatives are supptsbd tied to. In notional amounts, the
total value of over-the-counter (OTC) derivativessvequivalent to 2.6 times world GDP
in 1998 and rose to 9 times world GDP in 2010. Apoint of comparison, global
primary financial assets (listed equity, debt sii@s and bank assets) have remained in
the range of 1.5-2 times world GDP throughout teega 1998-2010.

- The number of derivatives contracts on commoditghexges used to grow modestly,
from 10 to 15 million contracts between 1993 an@42®ut since 2005 it has exploded,
including post-crisis, reaching 65 million in 20Ihat too cannot be explained by the
growth of the underlying commodities markets.
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Foreign exchange markets, OTC and exchange trastectves, traded equity and GDP world wide in 200

I OTC derivatives] 1

| | |

“Traditional” foreign | | |

exchange markets | | |

a ) c d | |

In USD Bn, Foreign Spot | Forex Interest Other OTCs of which of which AlOTC | Exchange Exchang World |
2010 exchange transactions| Derivatives Rate (equity, CDS CDS on : derivatives | traded e traded GDP |
(and % change since | transactions | commodity & sovereign: (b+c+d) | derivatives equity (current |
2007) (ath) | credit) bonds | usb) 1
Daily average trading 3981 1490 | | 252 |
(April) (+19.8%) (+48.3%) | | (-37.6%) |
Notional amounts | 62933 478093 41629 31057 2392 582655 | 75941 |
outstanding (June) 1 (+9.3%) (+25.4%) (-39.6%) (-31.3%)  (+60.5%) (+14.7) 1 (-20.1%) |
Gross market values | 3158 18508 3007 1694 24673 | |
(June) I (+95.8%) (+175%) (+8.4%) (+120.6%) (+121.9%) | |
| | 63049 |

| | (+13%) |

| | |

|

Derivative Securities: Financial contracts such as forwards, futurespoptand swaps whose values depend on the valugkarfasset prices,
such as exchange rates, interest rates or stomspri

Forward contracts: Forward contracts represent agreements for deldgteery of financial instruments or commoditieswhich the buyer
agrees to purchase and the seller agrees to ddivaispecified future date, a specified instrunoerrommodity at a specified price or yield.
Forward contracts are generally not traded on asgdrexchanges and their contractual terms arstantlardised.

Options: Option contracts convey either the right or thegaition, depending upon whether the reportingitason is the purchaser or the
writer, respectively, to buy or sell a financiasirument or commaodity at a specified price up specified future date.

Swaps:Swaps are transactions in which two parties aigreechange payment streams based on a specifiesh@lcamount for a specified

period.
Source: BIS 2010a&b, World Federation of Exchavyerld Bank
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Short term ‘directional’ and leveraged bets thaé guided by noise trading

According to the narrow, most common definitionesylation is the placement of a bet on

the short term changes in prices of a commoditg financial asset. The bet can be that the
price will rise (taking a long position) or fallafting a short position) in the short term. The
amount of money to be gained (or lost) can incrégsiking out more borrowing (leverage)

is taken out to make the bet. Financial speculatiarosely associated with arbitrage trading
strategies. Arbitrage exploits short-term pricingfficiencies by simultaneously buying and

selling a security at two different prices in twdfefent markets. To the extent that this

arbitrage involves bets, even in the short ruis, & form of speculation.

The key point about making a bet on short term gharin prices is that a speculator will rely
on the expectations and bets thHtersare making in the market place, much more than on
an assessment of the underlying long-term valubkeosset. Some economists refer to this as
“noise trading”. Keynes likened it to a gamble ohemauty contest in which people win, not
by guessing which contestant is more beautiful, dyuguessing who the others will guess is
more beautiful, who in turn are guessing the guestethers....

Driving asset prices (and risk) away from the (reebnomy’s) fundamentals

Speculation is self-feeding, leading to more spout and making hedging and risk

management for real economy purposes more difficyltreating more uncertainty. Asset
prices are driven by fear and rumour rather tharatipnal assessment of underlying factors.
By moving asset prices away from their likely realues , either through short term volatility

or long term swings (‘bubbles’), speculation inaesthe probability that risk will be shifted

to taxpayers and workers — the ones to bear tregebwshould a new crisis be precipitated.

Speculation of this type can be destructive becaisthe levels of systemic risks and

interconnectedness of the financial sector. If gf#imn is connected with long chains of bets
and interconnections among financial institutidhen the financial impacts of the bets “gone
wrong” made by one institution can spread througimyninstitutions. If very large, this can

lead to economy-wide disruptions and to pressuréaigayer bailout. As noted by Blundell-

Wignall & Paul Atkinson (2011) of the OECD,

“When one party to a derivatives transaction maligsuge gain, another institution

is making a huge loss — and that loss (if markech#éoket transparently) may cause a
financial firm to fail. Systemic financial stabylirisk rises, because derivatives both
raise leverage and require each participant in tiain of counterparties to be able
to perform their obligations in order for othershe able to perform their own. In this

way derivatives raise systemic risk, without addang new equity or debt capital for

the economy”.

Similar speculation is now exacerbating the soger&iebt crisis in Europe from Greece to

Spain, Italy and other countries, the risk beingeag through interconnected banking and
shadow banking systems.
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A broader approach to speculation: any financial tagty that does not contribute to
increases in income or sustainable wealth of th@lreconomy

Speculation can also be defined more broadly asaomlly unproductive financial activity.
Substantial resources devoted to the financialoseahd the high incomes and profits
generated divert wealth away from other sectorhefeconomy, or even destroy wealth in
other sectors in the process. Under such a bro&ditis, speculation encompasses all
activities for which the social utility to the reatonomy is close to zero — it is not limited to
nor necessarily involves speculating on short tehanges in asset prices. And as Keynes
emphasized, when speculation of this type is widkgpb and dominates enterpreneurship,
then society’s resources are not likely to be welested. Keynes (1936) noted that this type
of investing can make asset prices highly variabé lead to asset bubbles that are self
reinforcing, and can lead to financial crashes wéartiment changes:

“Speculators may do no harm as bubbles on a stetigham of enterprise. But the
position is serious when enterprise becomes thélbuin a whirlpool of speculation.
When the capital development of a country beconmsmoduct of the activities of a
casino, the job is likely to be ill-done. The measof success attained by Wall Street,
regarded as an institution of which the proper abgburpose is to direct new
investment into the most profitable channels irmterof future yield, cannot be
claimed as one of the outstanding triumphs of &adsire capitalism’

The term *financial innovation’ is central to theokhder definition of speculation. Financially
‘innovative’ transactions that are motivated byulatpry arbitrage or by tax arbitrage do not
necessarily qualify as purely speculative tradingividually, but would do so on an
aggregate level. An investor lending to a compdrgt engages in real estate speculation
might not himself be taking a speculative bet ff, example, his return is guaranteed) but
the overall financial project lacks social benefib take a powerful contemporary example,
packaging highly risky sub-prime mortgages intolateral debt obligations (CDOs) and
selling them for a fee is not speculative — becdhsefee is guaranteed — but the activity is
not socially useful if it leads to a real estatélile that crashes.

From an institutional perspective, financial spatioh is associated with the rise of global
financial conglomerates and the associated shadowirtg system. Credit rating agencies
also played a destructive role, especially when intakheir incomes on fees. Rating
mortgages AAA for a fee when they are clearly hygidky is not socially useful, even if it is

not speculative in the narrow sense of placing@eptirectional bet.

Financial Innovation and derivatives

Certain financiers and economists justify the larg®mmes accruing to financial institutions
and object to financial regulation on the grourfus financial innovation is highly socially
productive. They argue that structured producteHateral debt obligations and asset back
securities — and derivatives — futures, forwardsjoms, and swaps — rank among those
innovative products which aim to manage risks osttbilize incomes associated with an
underlying financial asset — bank credit, listeddb@and equity, currency, commodity, etc.

But derivatives simply shift risk; they do not elimate aggregate risk. Examples include a
bank or a hedge fund exploiting differences of tieatment of debt and equity or a bank
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trading a derivative to reduce artificially theskiness’ of securities and thereby bypass
prudential regulatory requirements. Some economisisluding Paul Volcker, have
guestioned the social value of many financial iratmns. Crotty and Epstein (2009) use
previous studies to calculate the number and ptagerof innovations that are at least partly
motivated by tax and accounting arbitrage and/gulegory arbitrage. Their estimates reveal
that — at a minimum — roughly one-third of thessaficial “innovations” is motivated by
these factors, rather than by efficiency improvetsien

The rise of global complex financial conglomerates

So far we have approached financial speculatiooutfit a market, product and transaction
perspective. But who sits behind the trading dedkt sells derivatives and structured
products with the intent or knowledge that theylwviie traded for purely speculative
purposes? In short what are the institutional fatioths that underpin speculation? A brief
overview of how financial markets are structureaviess no doubt about who pulls the levers:
large financial conglomerates which by their sizgernational coverage and complexity
have become systemically important — those thafrare a taxpayer point of view ‘too-big-
to-fail' (TBTF): AlIG, Merrill Lynch, Lehman Brothexin 2008, Bear Stearns in 2007.

In all major OECD economies, assets held by theetlhergest banks as a share of GDP rose
significantly in the run up to the crisis, and haestinued to do so post-crisis. On the whole,
this is specific to OECD economies (large emergtngnomy members of the G20 do not
show a similar pattern with the notable exceptidrSouth Africa). The number of banks
controlling % of foreign exchange turnover decredabeth before and after 2007 in most
OECD economies. A similar process of concentraigotaking place in all segments of the
derivatives markets. For example while in 1998 adks dominated the foreign exchange
forward rate market and 14 the options market,0012these markets were dominated by 14
and 10 firms respectively. In the fast growing netrfor Exchange Traded Funds (ETF, see
section below), early movers such as State Street Black Rock are now being
overshadowed by the global financial conglomerates.

The rise of TBTF groups and their move to more sladwe behaviour is closely associated
with the changing business model of banks. Histdisic commercial retail banking —
financing the real economy through deposits anchdo® households and non-financial
companies — was separated from investment bankirspeeulative, volatile, but highly
remunerating financial services including corpoffatance, brokerage and trading, research
and analysis. Following waves of de-regulation the US the gradual removal of the Glass-
Steagall Act — large banks have amalgamated bddiil send investment banking activities,
and also in some case expanded to include insueanticgies.
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Total assets of the largest three banks as a sh&BP

OECD Economies in G20 Non -OECD Economies in G20
400% 1 400% 7
350% 1 350%
300% 300%

250% A

200%

150%

400% q 400%
350% 4 350%
300% 4 300%

250% 4 250%

—GBR —BRA

200% 1 200%
— —CAN = —MEX

% 1 150%
5% USA | ARG

100% 4 100%

50% 1 0%

0%

400% 400% 4
350% 4 350%
300% 4 300%
250% 4 250%

200% 200%

150% 1 150%
R
100% 1 100% 1

50% q 50%

0%

0%

Source: OECD 2011a

During the 1990s, the corporate governance andeéssimodel of large OECD banks shifted
from a “creditor culture” — that of traditional los-&-deposits activities — to an “equity
culture” — one led by shareholder value maximisatibhe shift was not neutral in the ways
banks would manage risk (Blundell-Wignall, et. 2009). Banks diversified their activities
and moved into high risk, but also highly rewardingvestment banking and trading
activities. This concentration of wealth createcdtamncentration of power and also made
governments and economies more vulnerable to tisky and speculative behaviour. And
this is what happened with Lehman Brothers, Metrjhch, Bear Stearns, Northern Rock
and AIG in 2008. According to the former IMF chiefonomist Simon Johnson, “The big
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banks at the heart of our financial system blewntbedves up. [...] No one forced the banks
to take on so much risk” (Johnson 2011). Accordimghe IMF the frequency of distress
(defined as a full year of negative return, recaptdf government support through capital
injection, or transfer of assets) in 2007-2009 W@&%o higher for investment banks and for
banks cumulating investment and retail banking fleametail banks alone (IMF 2011b). For
the OECD (2011a), “It can be argued on competigoounds that the oligopolistic structure
of banking likely contributed to the financial asis

The rise of Shadow Banking and Pools of Capital

There has been increased attention to the rolehef“shadow banking” system in the
generation of speculative, and more broadly unptyde, financial activity (Pozsar, et. al.,
2010; Pozsar, 2011). The size of the resourcesadaito the shadow banking system is not
known with any precision — they include the set refatively unregulated financial
institutions such as hedge funds, private equitpdi and related financial pools of funds, as
well as off-balance sheet banking activities, idahg structured products, such as asset
backed commercial papers that are sold using dpeviastment vehicles. Pozsar has
estimated these funds to be nearly USD4tr. Theypeareided by pension funds, insurance
funds, non-financial corporations, wealthy indivadiki and others. Some of these funds are
held off-balance sheet or in investment vehiclescognmercial and investment banks and
brokers themselves. These are the pools of capitallable for financial investment,
including speculative investment.

Shadow banking is of concern because it includésiies that would normally fall under
banking supervision such as maturity/liquidity stormation and credit intermediation, but it
itself is not subject to proper regulation and sus®n. For the Financial Stability Board
(FSB) (2011a) shadow banking raises “systemic e¢wmhkcerns, in particular by, leverage and
flawed credit risk transfer”. Because it is outsilde regular banking system, shadow banking
is an open door to all forms of regulatory arbiadf undermines bank, insurance, asset
management, and securities regulation and leaai®told-up of additional leverage and risks
in the system. The use by large banks of off-baasiceet transactions and derivatives
trading to evade international banking prudenegiutation — the “Basel II” and in the future
“Basel III” regulatory regimes — are raised as keycerns both by the FSB (2011a) and the
OECD (2011a).

Unlike TBTF groups, the rise of shadow banking @ fimited to OECD economies.
Emerging countries are also affected. In Chinag@ample, there is an increasing gap in the
statistics between credit flows on one hand andodiance sheet of regulated banks on the
other, which points to significant growth in shadtwanking, hard to measure by official
statistics.

The complicity of rating agencies in the 2008 srisi

The three credit rating agencies (CRAS) that culyefiorm a global oligopoly — Moody'’s,
Standard & Poor’s and Fitch — are widely understtmotlave played a controversial role in
the run-up to the crisis. Their ratings are prolicet — they are over-optimistic during
growth cycles and over-pessimistic during downturnsand are used as a basis for
speculation. Until the 1970s, the business modsl imeaestor-based: ratings were paid for by
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investors for a fee. Being remunerated by investard by issuers, the agencies were
protected from any undue influence from the isstibat changed in the 1970s when CRAs
shifted to the issuer-pays model to boost theififgtoBut this model came at the cost of
much greater exposure to conflicts of interesafficial institutions pay for their own ratings.

The ratings inflation that took place prior to ttrésis — and hence the pro-cyclicality of the
CRA business models — is well documented (see W20tH)). The OECD (2011a) sees
evidence of “significant ratings grade inflatiorfiat took place prior to the crisis through
“systematic departures” from technical valuationdels as agencies made “discretionary
upward adjustments in ratings in efforts to reircapture business”. Comparing the rating
grades attributed mid-2007 to large banks by Mosdyid Fitch with the scale of the banks’
reliance on “emergency measures” taken post-crgisluding sales of assets and
government sponsored support), the BIS (2011akfagbositive relationship. As shown in

the charts below, the higher the rating grade psis¢ the bigger was the level of

government support and emergency sales post-cfissBIS analysis also reveals important
inconsistencies pre- and post-crisis between tfeetlkeading rating agencies. Only 8% of the
banks were rated similarly by the agencies mid-20t 33% of these banks, the three
ratings were spanning by two notches or more.

Comparison between rating grades of 60 large bpreksrisis and scale of emergency
measures taken post-crisis

Pre-crisis ratings and in-crisis performance of large banks

Moody's ratings and resilience Fitch ratings and resilience
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issued and assets sold from mid-2007 to end-2009, divided by total equity in 2006

Sources: Bloomberg; Fitch Ratings; Moody's Investors Service. Graph 1

Source: BIS 2011a

New forms of financial speculation post-crisis

In sum, in its narrow sense, financial speculat®a short term directional bet on the price
movement of an asset that is leveraged througlowarg (so the gains can be potentially
huge as can the losses) and guided by ‘noise ttadguessing what other traders are
guessing, not by objectively verifiable economidigators, or ‘market fundamentals’).
Financial speculation raises the systemic risksibee it is often associated with high degrees
of borrowing, often leads to interconnections amangtiple financial institutions, often in
different jurisdictions, and leads to the mis-prgiof risks and hence the misallocation of
assets through short term volatility or long termings in asset prices (i.e., speculative
bubbles). Accordingly, it diverts valuable resowre€financial, political and human resources
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— away from productive investment in the real ecop@nd wealth creation in society. It is
fuelled by de-regulation, financial “innovation” @mthe growing concentration of assets and
financial power — as seen in the rise of largerfai@ conglomerates — and rating agencies
with significant conflicts of interest.

In its broader sense, speculation is financialvagtithat does not contribute to income or
sustainable wealth in the real economy and thus uperesources in socially unproductive
financial activities. At its worst, it is financiactivity that actually destroys income and
wealth.

There is no definitive “black list” of markets, irtstions or trading strategies that together
would capture the concept of financial speculatibms is because financial speculation is a
moving target. It reinvents itself. Being shortntedriven and over-inclined to exploit any
form of arbitrage, speculative behaviour can takdtiple forms and adjust quasi-instantly to
market movements and changes in taxation and teguld he following four examples are
typical: three forms relate to trading strategiesarry trade, high frequency trading and
naked short selling — and one to a fast growingtptoducts — exchange traded funds (ETF).

Carry trade

Carry trade involves borrowing low cost currena@esl investing in currencies carrying high

interest rates with low exchange rate volatilityvieen the two — for example borrowing in

Japanese Yen and investing in Brazilian Real. éf skandard theories of efficient markets
were true, then this type of investment would netgdoofitable because the impact of the
higher interest rate on expected profits would fiseb by the expectation that the currency
would depreciate. But this does not seem to hagpege amounts of speculative investments
flow into high interest rate currencies, and thlemwfout again when the currency is expected
to decline. These carry trade flows can create magcroeconomic management problems
for ministries of finance and central banks andi lEamis-priced exchange rates.

Measuring the impact of carry trade is difficultachieve. There are no direct data on the size
because for the most part they take place off-lsalasheet and hence fuel the shadow
banking sector.

The carry trade lost much of its attraction, howet@lowing the 2008 crisis and the rise in
exchange rate volatility. But carry trades haveeoagain become important as interest rate
differentials have grown and as the liquidity aabieé to speculators has increased. Many
countries, especially in the developing world, avew adopting capital management
techniques — including restrictions on capital flowto try to discourage the carry trade.

Exchange Traded Funds

Four years after the 2007 ‘sub-prime’ crisis, tharket for securitisation of debt — Asset
Backed Securities (ABS), including Residential &@uwnmercial Mortgage Backed Securities
(RMBS & CMBS), and Collateral Debt Obligations (CBG- has still not recovered. The
volume of issuance in the EU and the US fell comrsillly after 2008 and what is left is
almost entirely reliant on government-backed pusehpgrogrammes — Freddie Mac, Fannie
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Mae and Ginnie Mae in the US, the European CeB@aak in Europe (Blommestein et. al.
2011).

While private structured products which are notkieaicby government have completely
disappeared from the market, trading in Exchangeldd Funds (ETF) has exploded post-
crisis. In a low interest rate environment, ingtdoal investors, not least workers’ pension
funds, are now more than ever in the “search feldgi’ and ETForima facieoffer the ideal
risk profile and return.

Like collateralised debt, ETFs are lightly reguthiavestment vehicles that pool a diverse
range of asset classes into one fund. As sucloivalinvestors to access illiquid markets —
such as real estate — that otherwise would notlsilple because of prudential regulation of
liquidity and market risks (Basel Il, Solvency plension funding rules, etc.). According to
the FSB (2011b), ETFs have grown at an averagd®#f 4 year over the past decade. The
assets under the management of ETFs were value$@i.2tr. And just like CDOs, the
market for ETFs started with relatively simple pots (funds pooling different listed
equities) but has gradually moved into more compled opaque synthetic ETFs (“ETFs of
ETFs” which are reminiscent of the sub-prime er®@3 of CDOs” or “CDO?"). In Europe
in particular, synthetic ETFs represent close 1 dfathe market. The recent “rogue trader”
at UBS was making bets using ETFs. For FT commentilian Tett, “ETF growth in the
past three years [looks] extraordinarily similathie CDOs charts back in 2005For OECD
experts (2011a) “The equity derivatives businessegaly, and ETFs in particular, have all
the early requirements for a bubble to develop”.

High Frequency Trading

Automatic electronic trading and brokering — or gaier generated “algorithmic trading” —
have become widespread across organised exchandeseign exchange transactions and
listed equity among others. Much algorithmic tragdia benign, in so far as it is limited to
routine low impact transactions. That is not theegdnowever, for the fastest growing form of
algorithmic trading, High Frequency Trading (HFHET consists of executing frequent but
small trades in milliseconds to make profits frameremental price movements in a given
listed security (market making) and/or exploitinffetences in pricing between two separate
trading venues (arbitrage). Trading decisions atetaken by human beings but by computer
generated algorithms. Positions (effective owngrsifithe security) are held for just seconds
or fractions of a second. The daily portfolio tuveois exceptionally high. HFT is thus the
most extreme form of “short term” investment: natyois effective ownership held for just a
fraction of a second, but the overall “investmemt”the market is flat by the end of the
trading day. As with all lightly regulated finantiactivities, data on HFT are scarce and
incomplete. It is estimated that HFT accounted dwca 25% of spot foreign exchange
transactions worldwide in 2010 (King & Rime 20165% of US equity trading (up from
21% in 2005), and 38% of European equity tradingf(am 9% in 2007) (I0SCO 2011).

Proponents of HFT argue that it adds liquidity he tmarket and that some of its trading
strategies — such as arbitrage — help improve ptiaasparency and reduce market
imperfections. That view is not, however, shared thg experts at the International
Organization of Securities Commissions (IOSCO, esenting stock exchange authorities

% “This $2bn mess has uncanny historical echoegbrit, 15 September 2011.
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worldwide) for whom HFT poses a number of risksthe efficiency of markets, their
“fairness and integrity” and financial stabilityh& “very short term nature [...] coupled with
the risk of high speed, high volume trading aldons might move the market prices away
from fundamental values” and “impair the price digery process” (IOSCO 2011). HFT may
also amplify transmission of shocks across market$ asset classes which, according to
IOSCO could potentially increase “the speed at tvhac systemic crisis could develop”.
These risks materialised when HFT algorithms cbatead to the May 2010 “Flash Crash”,
which saw the Dow Jones index lose 5% of its vafuéess than 5 minutes. Following a
human error in a single large selling order on384°500, HFT computers started panicking
and in turn started aggressively selling.

Importantly, regulators are concerned that theidente of institutional investors, including
pension funds, is being undermined as a resulhefféar of being “gamed” by the “low-
latency” trading of HFT (i.e., high speed executadrorders). Given the importance of “low
latency” trading, computers need to be locateddaghe trading venues where they operate,
so that they receive market information before @hexcluding orders and executions), so
making a profit: “shaving” one millisecond off eyetrade could be worth $100 million a
year to a large HFT firflh IOSCO also questions whether HFT offers new oty for
“engaging in abusive practices on a larger scala thiould have previously been possible”,
citing various forms of trading abuses: “momentignition”, “quote-stuffing”, “spoofing”
and “layering”. This could push traditional investoto “withdraw” from the regulated
trading venues and place their orders in non-regdlaenues and trading platforms housed
within financial groups, hence creating “dark pd&oté liquidity outside the scrutiny of
supervisory authorities (I0OSCO 2011).

High frequency trading (HFT) — the “millisecond atitage” over traditional investors

" o
The Thirty-Millisecond Advantage

In high-frequency trading, computers buy and sell stocks lightning fast. Some marketplaces, like
Nasdaq, often offer such traders a peek at orders for 30 milliseconds — 0.03 seconds — before they
are shown to everyone else. This allows traders o profit by very quickly trading shares they know will
soon be in high demand. Each trade earns pennies, sometimes millions of times a day.

9:31:00.00 A.M. 9:31:00.01 - 9:31:00.03 A.M. 9:31:00.30 A.M.

INVESTOR FAST TRADERS GET TO MUTUAL FUND ORDER EXECUTED SHARE
SUBMITS PAEVIEW OHBERS The mutual fund order hits the PRICE
ORDER Before that order is sent to marketplaca, and the high- $21.02
A slow-moving the broad marketplace, itis trequerlmy traders sell their T v
mutual fund routed to high-frequency shares at $21.01, pocketing the

submits an traders for 30 milliseconds. 1-cent profit — for a total of $50

arder 1o in this case.

purchase

5,000 shares — 9:21:00.05 A.M.

of company TRADERS BUY | $21.01
XYZ The high-frequency traders, ==

knowing that an order is coming,
flood the market with buy orders
scooping up all available shares
of X¥YZ at $21,00

| $21.00
| | | | | |
ELAPSED TME 0.0 0.1 0.2 03 0.4 0.5
SECONDS SECONDS

THE NEW YORE TIMES

Source: Schulmeister 2011 itp://www.nytimes.com/2009/07/24/business/24trgditm|

* “Wall Street's secret advantage: High-speed trgidifhe Week, 28 June 2010.
http://theweek.com/article/index/204396/wall-steesécret-advantage-high-speed-trading
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Short selling and naked Credit Default Swaps

Similar to credit rating agencies, the credit défawaps (CDS) markets have been shown to
mis-price risk in a pro-cyclical fashion, and tovlacontributed to speculative financial
behaviour that amplifies the up and down swinglnaincial asset prices.

In essence a CDS is a type of insurance: a buy@D@ is taking out insurance against the
risk of default of a given loan and the selleralkihg on the risk in exchange for a fee. Yet the
CDS markets performed very poorly in measuringsrisklarge banks prior to the crisis. BIS

(2011a) research shows that the 60 large banks’ §@8ads in 2007 were negatively

correlated with the scale of emergency supportivedgoost-crisis. The lower the price of the

CDS insurance pre-crisis, the higher the emergsapport post-crisis.

The problem with such market-based credit defailhg systems is that CDS markets (for
example the CDS on Greek 10 year government bataspt necessarily reflect the actual
risk of default of the underlying asset (the riskdefault of the Greek government). They can
either overestimate or underestimate the risk &ude Various market forces are at play. At
the outset CDS markets, as is the case for any otheket, demand a “risk premium” (or an
“excess return”) above the objectively determinet tevel of the underlying asset. This
means that, by definition, CDS overestimate creefault risk, although such overestimate is
difficult to measure.

More fundamentally however, CDS markets are sulip@xternal market forces that have
no connection with the underlying asset. An examydelld be a sudden ‘risk aversion’ or a
‘rush to safety’ by markets that follows a partenutriggering event. For the IMF (2010a) the
prices of insuring against sovereign default viaSCiarkets “depend on the global level of
risk aversion in addition to the actual probabilitfy default of the sovereign”. Global risk
aversion, the IMF argues, “has likely weighed oa ghice of sovereign protection, without
implying any relation to higher default probabésgi’.

A case in point is the sudden downgrading of USesgign debt by Standard & Poor’s in

August 2011. In theory the downgrading would havereased the risk default of the US

government as perceived by the market, therebeasing the yield on the US government
bonds which in turn would have raised US debt sergi But that is not what happened. It is
in fact the opposite that happened: following thevdgrading, the 10-year US T-bond

actually fell to a record low 2% mid-August. Thgshecause the US downgrading triggered
market turmoil which prompted a global rush to safessets, to which category US bonds
belong. Accordingly the immediate impact of the dgwading of the US government bonds
was a decrease in its cost of borrowing.

The flip side of the coin is that market ‘risk asien’ — while benefiting some sovereign
currencies (the US in the above case) — can déstlhe debt market of other sovereign
currencies, as seen in the case of the MeditemaBaeopean countries. For OECD and IMF
experts (Blommestein et. al., 2010) the “uninfornoedrrational” behaviour of CDS markets
can have a “self-feeding” function in the detertama of the crisis leading to “a self-fulfilling
negative outcome”. The OECD and the IMF do not @late however on the causes of such
irrational behaviour.

Other observers however have linked such a “séifling negative outcome” to the highly
speculative trading strategy of selling short oketaCDS. Naked CDS is when a trader takes
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out insurance (the CDS) on an underlying assetttiggt do not own. Selling short happens
when a trader borrows (for a fee) a given secusigjls it with the expectation that its price
will fall, buys it back at a lower price and retart to the lender. The combination of the two
— naked CDS and short selling — has nothing to dt wsurance. It is a bet — pure
speculation:

- Traders buy ‘long’ CDS of a given bond say, Greekegnment bonds;

- at the same time traders sell short the underhasget; traders ‘borrow’ Greek
government bonds — say, from pension funds which adee in return — and then ‘sell’
the Greek bonds;

- the short selling pushes the prices down of theeksl®nds which in turn increases the
risk of default as perceived by the CDS market;

- accordingly the value of the CDS on the Greek bond®ases;

- Traders complete the short selling: they buy bdek Greek bonds they had borrowed
and then sold, and return them to their originahes (in this case, a group of pension
funds).

Traders then make a double profit: one on theaidhe CDS (buying long), the other on the
decrease of the Greek bonds (selling short).

The downward spiral is amplified by the creditmgtagencies, which follow rather than lead.
There is clearly an incentive for coordinated matapon. The probability of default is not
independent of the cost of borrowing — hence theag be self-fulfilling expectations driving
down the price of the asset lower and lower. Thisne of the processes affecting sovereign
debt and bank equity in Europe currently.

The sovereign bond markets

Government debt across OECD economies has beengasarce 2008. By the end of 2011
total OECD central government debt is expectecaah USD33.4tr (EUR22.2tr or 71.7% of
GDP), while general government debt (i.e., centomal and other public liabilities) should
reach 100% of GDP. Compared with 2007, total OE@Reghment debt will rise by 30%
GDP points by 2012. The number of OECD countriegh wver 100% GDP debt levels will
increase from 3 before the crisis to 8 in the cgrdecade, while the number of countries
with debt levels above 80% GDP is expected to rttwar double (OECD 2010a).

Under pressure to finance the bail-out of bank$ Were near insolvency, as well as the
stimulus packages that followed, issuance conditworsened for government treasuries in
2009. Governments issued more short term debt dsaal (i.e. treasury bills, or “T-bills”
whose maturity is below 12 months, typically 3 nmi@)tas compared to long term debt
(treasury bonds, or “T-bonds” whose maturity oftet0 years). The share of foreign holding
in total government debt has also been increasing.

Increasing reliance on short term borrowing andforforeign capital is typically viewed by
the markets as resulting in increased vulnerabitigcause it exposes governments to higher
levels of market risks, be it interest rate or fgneexchange risks. This creates incentives and
opportunities for more speculation by the markat #re related to sovereign debt issues.
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Intertwining between government and banks’ lialeiit

The 2008 crisis and the taxpayer financed govermnnrgarventions in the banking and
insurance sector that followed exposed the extenthich risks and liabilities of government
finance and the banking sector have become graatdytwined. Governments delivered
various forms of direct support to bankers, andguiges on financial assets and transactions.
According to the IMF (2011c) of the USD1722bn imedi government support to banks
(capital injections and asset purchases), just B2Dd have been recovered, with
USD1270bn still outstanding. Between October 2008 ®ecember 2010, government
guarantees have been provided to over 200 banldghadered in 20 OECD economies,
issuing close to €1tr in bonds — circa 5% of GDRhef countries concerned. There are no
plans to phase out these government-sponsored isigghemes any time soon.

In addition to these explicit guarantees on borgits/ernments also provide “implicit”
guarantees in the form of the belief of the matkat governments will bail out the banking
sector if needed in the future, just as they di@@@8-2009. A proxy measurement of this
implicit government support to the large bankshis gap between their “stand-alone rating”
by credit agencies — which accounts for the baskscific credit risk — and their “all-in-
rating” — which adds the likelihood of governmenpport to the standalone rating. While
even all-in-ratings of large banks have declineatesi2007, BIS analysis (2011a) finds that
the decline would have been much larger had it be#n for the increase in implicit
government support post-crisis: as shown in thetdeow, stand-alone ratings decreased in
bigger proportions than all-in ratings. In the cadehe US and UK, implicit government
guarantees lifted the rating grades of the US akdahks by one to two notches in 2010. In
the same vein, the currently A+ rated German bambsid fall to the BB+ “junk bonds”
category, were it not for the implicit backing betGerman government.

Stand-alone ratings of large banks and externga@tpy governments 2007-2010

Stand-alone ratings and the importance of external support’

Moody's Fitch
AAA - AAA
T [ Stand-alone rafings [ External support

— Ll M [ H M [T aa | | AA
= [ W P A+ T L [ | A+
| L A A
[ BEB BBB
BB+ BB+
BB— BE—

DE FR CH GB IT ES UsS CA JP AU DE FR CH GB IT ES US CA JP AU

DE = German banks (8; 8); FR = French banks (4; 2); CH = Swiss banks (2; 2}; GB = UK banks (5; 5); IT = ltalian banks (3; 3);
ES = Spanish banks (4; 3); US=US banks (7; 6); CA = Canadian banks (5; 5); JP = Japanese banks (5; 3); AU = Australian
banks (4; 4). The first figure in parentheses refers to the number of banks rated by Moody's, and the second to the number rated by
Fitch.

' For each country, the first bar plots average ratings in mid-2007, and the second those in April 2011. The stand-alone rating plus the
rise due to external support equals the all-in rating. See Table 2 for a definition of stand-alone and all-in ratings and an explanation of
how they are mapped into numbers for the calculation of averages.

Sources: Fitch Ratings; Moody's Investors Service. Graph 3

Source: BIS 2011a
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If anything, this shows that not only has implgidvernment, and hence taxpayer, support for
banks increased post-crisis, but it has in factobex asine qua noncondition to the
sustainability of a number of them. Consideringt tinaplicit government support has also
expanded significantly for medium-sized and smddl@nks, one can legitimately claim that
the banking sector as a whole is heavily subsidisgdtaxpayers. This impression is
supported when one looks at governments’ balaneztsh On average the contingent
liabilities — e.g., explicit and implicit guarantee- to which governments are exposed and
which are factored into their sovereign ratings egeivalent to 20-30% GDP for OECD
economies. In Luxembourg, China, Ireland and latkwey account for over 50% of GDP.

Contingent liabilities and general government del§sDP % in OECD & emerging
economies in 2010
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Source: Kim & Schich 2011

The vicious circle

Clearly the situation becomes exacerbated for gowents that are tied by a monetary union,
as is the case of the Euro countries, and are duiojehe speculative attacks of the financial
markets Governments lose their capacity to issin¢ ae they no longer have in a currency
they control alone, and become hostage to suddangels in market “sentiments”, “risk
appetite”, rumours, with knock-on effects on goveemt access to external finance. This is
especially problematic because these debts arey lbwild by large, concentrated banking
institutions so that the sovereign debt crisis disads to a banking crisis. Destructive
speculation is exacerbated by credit default swapgluding naked swaps — that allow bets
against sovereign debt and banks, and have beesemat by opaque instruments such as
exchange traded funds (ETFs) that are lightly ratgal and poorly understood. These
instruments and sources of speculation are creatimgagion and pushing countries and
banks into liquidity crises that could become sobxecrises (De Grauwe 2011).
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What results from the above developments — speeeldehaviour as a moving target that
adapts and adjusts instantly to market and regylatbange, the rise of global financial

conglomerates that coexist with shadow banking, twedincreasing intertwining between

government and banking finance — is a chain reactidhe sequencing of the crisis and the
interaction between financial speculation and seigardebt:

- Step 1 Pre-crisis and as a result of years of de-reguiatind lax supervision,
governments let large banks grow and diversifyrthetivities to the point where they
had become too big to fail or to be adequately gme or supervised. Governments also
let shadow banks, market infrastructure and tragnogv without proper supervision;

- Step 2 The combination of the two — the creation of &afmancial conglomerates and
the deregulation of markets and trading venues résdforms of speculative behaviour,
pre and post crisis;

- Step 3:The financial crisis in 2008 prompted a globalremmoic and social recession. In
response governments needed to implement econdimigliss programme which were
financed by unprecedented increases in public dehbmhassive transfer of debt, and
hence of risk and liabilities from creditors to govments and taxpayers then occurred:
the losses generated by the banking sector andalgliaancial conglomerates in
particular were taken over through various channeysgovernments and taxpayers —
and ultimately citizens;

- Step 4:Because that transfer was not conditioned to aaggy degree on re-regulation
or restructuring of the financial sector — thereavého strings attached” to the bailing
out of the bankers — the cost of financial specuain effect is being internalised on the
governments’ balance sheets. That cost can be neehby the size of government
“contingent liabilities”, which is calculated by egcies as an addition to their public
debt and negatively affects their sovereign ratings

- Step 5 Government and private banking finance has becolmsely intertwined. As
government policy turns to austerity measures, rdwvery has become ever more
fragile and uncertain. Speculative attacks contiowe to governments’ failure to
eliminate through regulation the vehicles of finahspeculation that caused the 2007-
2008 crisis in the first place. As sovereign rasirage downgraded country by country,
the crisis has been transformed into a sovereigh atesis and the highly interconnected
banking sector is subject to renewed stress. Tdus &urther pressure on the government
balance sheet through inflated contingent lialeiti

What regulatory policy response?

In a world ruled by robust and efficient internatib governance systems, collective
intelligence would have led governments to coogeiraresponse to the above sequencing of
the crisis since 2007. They would have collectidighe risks each of them are facing
individually and they would have accelerated finahceforms to choke off the sources of
financial speculation.
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But that is not what happened.

The G20 (in-)Action Plan

In response to the financial crisis in 2008, goweents created the G20 forum at Head-of-
State level which first met in November 2008. GRetommendations for Strengthening
Financial Stability” were adopted in London in Ap#009 and it is they that drive the

regulatory reform agenda. In the US, the crisistted parallel though connected regulatory
reform process which culminated with the adoptibthe Dodd-Frank Act in July 2010.

Much has been learned about the causes of thetréoamcial crisis and the role of
speculation, narrowly and broadly defined, in cagsit. And indeed with the G20 and
through the Dodd-Frank process a detailed andnmesareas robust financial reform agenda
has been developed. While the reform procesam(fiemented) might well stabilise and
keep afloat the current financial system — at |l&asthe time being — there is no ambition to
tackle the speculative forces that triggered tis@scm 2007 and in 2008.

Part of the problem is that the G20 agenda an®ddzl-Frank implementation have become
bogged down by extremely strong lobbying effortstiba part of financial actors and their
allies in politics, or have come second to the irdisge management of the economic crisis
by governments. Actual reforms have been implententry slowly, or they have been
pushed aside altogether. Divisions between regslato Europe and the US have also
contributed to the slow implementation of reforneTfinancial crisis itself has been used as
an argument to delay reform, on the grounds thatllitpush an already vulnerable financial
system over the edge.

As the G20 process evolved the level of ambitioorei@sed. The London Summit in April
2009 may be remembered as a historic moment widatgpotential that was wasted
subsequently when, meeting in Toronto in June 2@PM0Q Leaders turned to austerity
measures and at the same time rejected any baldhredf the financial sector. As a result,
there is very little emerging from official bodiéisat is likely to stem speculation any time
soon unless policies markedly change.

The main regulatory reform initiatives that werketia in the US and in Europe, the regions
most affected by the financial crisis, in respotwsthe G20 Action Plan were as follows:

- In the US, financial reforms were passed in a sihggjislative act, the Dodd-Frank Act
in July 2010. But the passage of the Act itselt kefy aspects of rule making and
implementation open, to be determined by a compléx making process over several
years. Overall, on paper, the Dodd-Frank goes leydrat is being proposed in Europe
in many respects, but currently the implementatibits provisions is being stalled and
undermined by political forces and financial lobiyin the U.S.

- Europe does not have any equivalent to Dodd-Freieke the reform process is taking
place through separate channeknd unlike the US, several of the EU regulatory

® EU initiatives include:
- The on-going review of the Markets in Financialttnoments Directive (MiFID) including transparency
and reporting to regulators of derivatives tradingentives for trading on organised exchanges.
- A proposal of European Market Infrastructures Ratjoih (EMIR), covering OTC derivatives trading
through CCPs and registration with trade repostori
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reform initiatives are still pending. On the posttiside, many of them are to be passed
as “regulations”, not as “directives” which meahatt once agreed, their implementation
should be swifter and leave less room for natiexakption.

Regulation of OTC derivatives

In September 2009, G20 Leaders meeting in Pitt$bungade three fundamental
commitments regarding the OTC derivatives markets
- All standardised OTC derivative contracts shouldraded on exchanges or electronic
trading platforms, and cleared through “centralraetparties” (CCPs) by end-2012 at
the latest. CCPs are supposed to increase seaggainst counterparty default risk (the
risk that the party on the opposite side of thddrdoes not fulfil its obligations);
- OTC derivative contracts should be reported toenagositories;
- Non-standardised, non-centrally cleared contrabtaulsl be subject to higher capital
requirements.

Dodd-Frank and the above EU directives and reguiatiare broadly similar in their
requirements. However, and as noted above, thehAstyet to be implemented by the
regulatory authorities. In a stock taking report@nhC markets issued in April 2011 the FSB
concluded that “many jurisdictions have yet to mdiey decisions” regarding OTC
derivatives regulations, and that among thosehhbédttake action, “difference in approaches
are emerging”. And indeed divergence exists betwbenEU and the US regarding CCP
clearing and capital requirements.

The G20 Action Plan does not go much beyond registr and clearing of OTC derivatives.
In particular, restricting trading through positilbmits and bans on short selling is not part of
the G20 programme. In Europe however, the Eurofanmission has circulated a proposal
of regulation to restrict naked short selling on&;Including restriction on sovereign CDS
in times of market stress. Currently in the EU,heaational authority has its own rules and
powers in connection with short selling. In AuguiX11 several continental European

they could not extend to cross border trading fjansdictions not banning such practices.
While the European Parliament has adopted a wel@ggeessive stance against short selling,
the European Council is currently supporting a muehtered down version of the
Commission’s proposal.

Taxing financial transactions

Taxing financial transactions is a direct way tduee speculative trading (and raise revenue).
Despite the support of a growing number of G20 twesy UN agencies and the late change
of position by the IMF, the proposal of creatingiaancial Transaction Tax (FTT) has never
been addressed by the G20 nor the FSB. But at thhepEan level, there is a strong

- A proposal of Regulation on Short Selling and daréspects of Credit Default Swaps
- The review of the Market Abuse Directive (MAD) emyering national regulators to fix position limits
and creating categories of traders in the commatétjvatives market;
- The fourth review of the Capital Requirement Dinexf{CRD 1V) including new capital requirements for
non-CCP cleared OTC transactions.
® These commitments were fleshed out into 21 FSB:2@mmendations in October 2009 (FSB 2009a).
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likelihood that an FTT will move forward, and thieay have some impact on overall
speculation in the market.

The recent shift of position by the European Comsiais on the FTT — now ranking among

its strongest supporters — is welcome. The EC wsutgest, for the Eurozone, a 0.1% tax on
equity and bond trading and 0.01% on derivativdég [bw percentage on derivatives would
suggest that the EC is set for a revenue generapipgpach with minimal impact on trading

volumes.

Credit Rating Agencies

The Dodd-Frank Act strengthens the accountability @mansparency requirements for the ten
currently registered “Nationally Recognized Statat Rating Organizations (NRSROs)”.
Provisions include rules to prevent conflicts ofenest, issuers of structured products from
choosing the rating agencies, including throughaadom process. Transparency of the
methodologies used for the rating and reportingireqnents are also strengthened under the
SEC jurisdictions. In addition, in principle, thectAmakes it easier for some lawsuits to be
brought against CRAs. The Dodd-Frank provisionscalh the SEC to create a ratings
oversight board with investor representatives erajority. This board will choose a rating
agency to conduct the initial evaluation of eachvrset of structured finance products.
Securities issuers would not be allowed to pardigpin the assignment of raters, and the
assignments would be based on an evaluation ofraxgwf ratings over time. In addition,
under this approach, the SEC will have an Offic€ddit Ratings with the authority to write
rules and levy fines. Investors will now be ableré@over damages in private anti-fraud
actions brought against rating agencies for gresgigence in the rating. (See Epstein and
Pollin, 2011). However, it is not clear that thisoyision of the Dodd-Frank Act will be
implemented since, in an attempt to bury it, finahlbbyists were able to subject it first to
a study and possible alteration before implememati

In Europe, a new EU Regulation on CRA came intedan 2011 and is broadly in line with
Dodd-Frank although there is divergence on somecassuch as reducing reliance on CRAs.
As welcome as they may be, there is little douht the oligopoly created by the largest three
CRAs, controlling 90% of the global market, willlgrioe partially affected by these reforms.

Dealing with global financial conglomerates

What to do about global financial conglomerateg #ra too-big-to-fail has been a central
policy issue of the G20 process ever since thedirsis summit in November 2008. Work is
underway to reinforce “resolution authority” whickiould allow government appointed
authorities to pre-emptively take control of a G=ISthat has become no longer viable in
order to prevent costly bail out and contagion @ffan the financial system. However, the
more central question of whether the very existesfcEBTF groups is at all desirable has
gradually been eliminated from the FSB and G20 gssc

In April 2010, the FSB recommended that memberssiden imposing limits on the

complexity and size of financial groups. But théiseits have not been implemented. In
Basel Il and similar capital regulation in the U$rovisions require higher capital
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requirements for large complex financial organmasi but critics question whether even
these higher capital standards will be enoughdoadirage dangerous activity.

Limits to size and complexity

In addition to capital standards, there is a patrhvof other regulations, particularly within

Dodd-Frank, to deal with risky and speculative wvétar: these include the Volcker Rule, to
limit proprietary trading and bank investment irdge and private equity funds; limits on
cross holdings of debt among financial institutiomsd the designation of financially

significant institutions that would subject instians to closer regulation and possible
limitations on speculative and risky activities.pein and Pollin, 2011; D’Arista and

Epstein, 2011).

There is no equivalent to the Volcker rule in Ewopn fact, at EU-level there is no
regulation that would require or even encourageegggion of investment banking from
retail banking, nor are there any plans to adopfafs push-out” rules whereby resolution
and government assistance would specifically exchludbe highly restricted with respect to
derivatives trading. Some member states are mategd however. In the UK, the “Vickers
Commission” has released proposals to “ringfenc@&stment banking operations through
separate boards of directors and higher capitalsréhan those foreseen by the FSB for too-
big-to-fail groups. But both types of activities ubd exist within the same financial
conglomerate, so it is not at all clear that thigyrfencing addresses the too big to fail
problem. Would the government really be less likelyail out an investment bank if it were
closely tied into the foreign exchange markets @derivatives markets — with all the systemic
risks involved — even if it were not closely tiedits own retail bank?

Taxing banks’ balance sheets

Another area that has not seen much progress siaaearly stage of the G20 process is that
of specific taxation on the balance sheet of TBTdugs. In April 2010 the IMF proposed the
creation of a Financial Stability Contribution (FS&hich would apply to the balance sheet
liabilities of large financial institutions (at Istalarge banks, perhaps insurance groups as
well) and would be calibrated to the degree ofine&s of their liabilities. Such an FSC, the
IMF argued, could help reduce group-wide leveragg sk profile. But this has now been
dropped. President Obama’s proposal of a Finar@@iais Responsibility fee (FCR) was
made in January 2010, but it was dropped from tbedd Frank Bill.

Corporate governance of banks

Despite the fact that the crisis exposed majourfed in the governance of large banks, not
least the incompetence and irresponsibility of mhogrds of directors in monitoring and
assessing group-wide risk management (OECD 201@ithjng or very little has been acted
upon at national levels. The European Commissi@nldnanched a broad consultation on the
role of institutional investors and on risk managemby banks, but to date no tangible
regulatory reforms is foreseen. Dodd-Frank howeets new requirements on disclosure of
CEO pay (as a ratio of average workers’ pay) arel $fEC is considering facilitating
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shareholders’ access to the Annual General Meetirghareholders, a long due reform to
promote responsible shareholder activism in the US.

Concluding remarks and recommendations

Financial speculation, especially in its broadersse contributed to the economic crisis by
contributing to massive asset bubbles and by crgadi massive network of leverage and
complex, opaque interconnections among financkgtltitions that unravelled in unpredicted
ways when the bubble burst. Moreover, speculateslbeen an accelerant to the crisis ever
since, with the persistence of shadow banking angel financial conglomerates. Financial
speculation is a moving target. It reinvents itskltakes multiple forms and adjusts instantly
to market movements and changes in regulations.

Clearly the way out of the crisis will require mulsioader policy, and a shift in paradigm in
the way economic policy and financial regulatioe & be conceived. It will require more
robust and efficient international governance systéhat help collectivise and effectively
mitigate systemic risks than those that are cuygentplace, not least within Europe. In that
context this paper is concerned with the kind digoes and regulatory reforms that would be
needed to reduce speculation and its impact ankinio the financial forces which are
pushing our economies into destructive crises.firancial reform to address the problem of
speculation in both its narrow and broader forntbyree-tier response is suggested to:

Limit de-stabilizing short term bets by financiedders that disrupt the efficient functioning
of financial markets, and threaten to drive finalactors and institutions into liquidity or
solvency crisis.

Key regulatory reforms would include:
- The creation of a financial transaction tax woutd aylong way in curbing short term
speculative trading, including high frequency tragi
- Requiring all forms of derivatives trading to shidtorganised exchanges; while taxation
and prudential rules applying to the remaining etercounter trading should be set at
prohibitive levels;
- Putting restrictions on trading strategies, inahgda ban on naked short selling.

Limit the destructive risk taking by large finandiams that places them at risk, and through
their high degree of leverage and interconnectitm®ther sectors and institutions in the
economy, places the whole economy at risk.

This leads to the destructive situations in whigh payers are either forced to bail out the
banks, or risk bank insolvencies leading to a beoatonomic crisis that costs them their
jobs and their savings. Key regulatory reforms wiaotlude:
- Splitting large financial conglomerates through detory separation of commercial and
investment banking activities — a return to a moged version of the US Glass-Steagall
Act regime — through strict competition rules sattmo financial firms can create
oligopolistic situations. As a transitory measuajtright nationalisation of large
financial conglomerates could be an efficient wayestructure the financial sector;
- Reforming the corporate governance of banks sorislatnanagement and remuneration
are aligned with long term financial stability irésts and re-balance stakeholders’
interests in favour of better protection of creditand of workers in the company;
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- Preventing leaks from the regular to the shadovkibgnsystems, by chocking the latter
through regulation including: (i) prohibitive prudel rules and taxation regimes on off-
balance sheet trading of asset back securitiedh (8aaCDOSs), (ii) alignment of hedge
funds, exchange traded funds and other privatespoblcapital with standard asset
management regulation, and (iii) extending the emirrinternational cooperation on
offshore financial centres beyond tax evasion corecdo include tax and regulatory
arbitrage;

- Proceeding with a gradual phasing out of all gorent guarantees that currently
benefit the banking sector by creating — or expagmd+ industry-funded insurance
schemes which could be financed by the IMF-propdseahcial stability contribution
(FSC) and a financial activity tax (FAT);

- Forcing credit rating agencies to shift their bessimodel back to an investor-pay model,
which could be done by pooling investors’ fees iatsingle fund per industry and
increasing their legal liability, developing comipien through the creation of public
agencies, and reducing reliance on CRAs in bankind public finance prudential
regimes.

And, perhaps, most difficult of all, actions musttiaken to:

Re-orientate financial institutions and markets gweom risky and destructive activities
toward those that contribute to investment in pitkity enhancing technologies, provide
good well paying and meaningful jobs, and provigmital and insurance facilities to
improve the operations of the economy for people.

Clearly no single list of specific regulatory refts would satisfy this broader objective
because it entails no less than reversing the balahpower between democratically elected
governments and the financial markets. Areas fticpaction would include:

- Diversifying the financial sector through a largamay of public and cooperative
financial institutions can provide socially produet financial activities, including:
public banks, cooperative banks and insurance compaA challenging component of
this revival will be an institutional framework pyevent such financial institutions from
engaging in the same kinds of speculative investsnand, in some cases, corrupt
practices that have been so destructive in theagaifinancial sector. Regarding cross-
border flows, introducing or reinforcing existin@ptal control measures could be
considered,;

- Designing mechanisms, including through progreskaxation, to better align the pay of
financiers with their contribution to society: inet United States especially, and in other
countries as well, the compensation of financiabcis much higher than that in many
other professions and is not aligned with the da@&s and costs that finance imposes
on the rest of society (Crotty, 2011);

- Protecting financial reform processes from reguiatoapture. Financial regulatory
reforms must involve citizens and should not beilethe hands of technicians or given
political elites, themselves under influence of ks and their traders. There is a need
across G20 economies to reform the way politicatigm are financed so as to protect
democratic systems against vested interests ofirthacial sector. Giving civil society
more voice in the policies of the private finandradtitutions would increase the weight
of the interests of the public in financial behawio
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- Changing the measurement of growth. Away from trawlal GDP measuring we new a
new growth indicator that takes better account afiad and inequality factors. For
Stiglitz, Sen and Fitoussi “part of the reason g crisis took many by such surprise is
that the “measurement” systems we use to assessnanior economic performance
failed”. (Fitoussi et. al 2009).

The reform agenda being debated and, to some extpiemented in the U.S. and Europe
partly address the first two issues: limiting destive speculation and reducing the risks
associated with too-big-to-fail banks. As we hagershowever, the reform agenda on these
fronts is moving very slowly if not actually staf. But even worse, there has been no
attempt to confront the broader problem: to whaemeixis the financial sector really serving
the needs of democracies, of working families, roidpictive businesses and of governments;
and how does the financial sector have to be rasired. It is time to get the financial
governance and restructuring debate back at thieecefithe political agenda, at the same
time as efforts must be redoubled to achieve t@rous implementation of Dodd-Frank and
the G-20 financial reform agenda.
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