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“The complexity of a number of financial instruments [...] also explain why problems in 

the relatively small US sub-prime market brought the global financial system to the verge 

of a full-scale dislocation.” 

de Larosière-Report, p. 13 

 

1 Using Creativity for the Common Good 

“We […] would like to see an economy driven by the concern for the common good 

supported by financial mechanisms at the service of the real economy [...]” 

Zermatt Summit Declaration on the Common Good to Humanise Globalisation 

 

Creativity can be a force for good, not just in the arts but in its inspiration to human 

relations in general. It is the basis for entrepreneurship, mathematics as well as financial 

innovations. A positive financial innovation is the debit card, which has simplified our 

money transactions. However, some creative financial innovations have proven to be 

harmful. The never-ending exploration of derivatives and excessive securitisation of 

subprime loans have played a major role in the financial and economic crisis. 

 

                                                      
1
 Abbreviation of road-safety test in Germany. 
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In order to serve the common good, financial instruments must meet the needs of 

companies, employees, individual and institutional investors and consumers as well as 

serve society as a whole. If derivative instruments like credit default swaps (CDS)2 or 

innovative debt securities like collateralised debt obligations (CDO)3 allow banks to 

spread the risk from their balance sheets around capital markets it will lead to an 

incalculable systemic risk, and the common good will be violated. If small and medium 

scale enterprises or the maritime business can’t obtain loans, and instead become more 

and more dependent on volatile and costly forms of equity, accepting increasing 

investors influence on their corporate governance, the common good is damaged even 

further. 

 

While there are first steps to regulate and supervise systemically important financial 

institutions (SIFI) such as big and interconnected banks, a preventive measure regarding 

systemically important financial instruments is still lacking. The creation of financial 

instruments is currently only an internal development process of financial institutions. Yet 

without a preventive testing for financial innovations – in other words: a “finance TÜV” – 

even a transparency requirement as a precondition of any supervision is not possible. 

Hence newly created institutions for macro-prudential supervision like the European 

System of Financial Supervision (ESFS) or the Financial Stability Oversight Council (FSOC) 

in the US are completely unable to operate effectively. 

                                                      
2
 CDS is to change credit risks like debt-servicing into tradable securities (= type of derivative). 

3
 CDO is to change whole credits via packaging and re-packaging into tradable securities (= securitisation and re-

securitisation). 
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2 Calling for a new simplicity 

“As you do not fight fire with fire, you do not fight complexity with complexity. Because 

complexity generates uncertainty, not risk, it requires a regulatory response grounded in 

simplicity, not complexity.” 

Haldane, Bank of England, p. 24 

 

In statistics you learn that it is essential to differentiate between correlation and causality. 

So there might be a strong correlation of many babies and many storks in the same 

region, but no causality between them. Yet in securitisation-modelling nobody cares 

about causalities. This is due to the immense over-complexity of too many – estimated - 

parameters. 

 

Complexity increases opacity, which is the contrary to transparency. Through the 

complexities of multi-layered securitisation, the low qualities of the underlying assets 

were hidden. The spread of complex financial innovations contributes to the growing 

shadow banking sector and its interconnectedness with regular banks, insurances and 

investment funds. Complexity is also a driving force for derivatives and their excessive 

trading, because they deal with uncertainty. Hence the dialectic is: Complexity leads to 

more complexity. 

 

There is a second regulatory dialectic, which is a main source of financial innovation 

(Allen, p. 42): Regulations are followed by financial innovations whose only purpose is to 

avoid the regulation. So, by multi-layered securitisation, banks spread their risks from 

their balance sheets, in order to avoid equity capital requirements demanded by the Basel 

Accord. Thus the so-called “subprime crisis” is more accurately termed the “multi-layered 

structured credit instruments crisis” (Trimbath, p. 110). Consequently - without a 

preventive testing for financial instruments - regulation will always lag. 



 

4 

 

 

Another phenomenon is that regulatory documents have become longer and longer and 

thus increasingly complex as well. The Basel III Accord for capital adequacy requirements 

exceeds 1,000 pages. In the US the Dodd-Frank Act runs to 848 pages; the finalisation of 

the required rules will lead to about 30,000 pages - about thousand times larger than the 

former Glass-Steagall Act (Haldane, p. 10f). At the same time, the Bank for International 

Settlements states that many of the data required for identifying international linkages, 

even at a rudimentary level, are not available. The institutional infrastructure for systemic 

risk management is inadequate or simply non-existent (Cerutti, p. 1). The danger is even 

higher for developing countries, where financial innovations are encroaching due to 

capital market liberalisation. 

 

However, the solution to over-complexity cannot solely be to simplify regulation. 

Haldane, for example, focusses mainly on simpler rules like capital requirements without 

risk-weighting. Instead, the solution must be to tackle the complexity at the roots, which 

means at the level of financial innovations - by applying a testing for financial 

innovations, before they enter the market. This is even more important with regard to 

making macro-prudential supervision possible. We don't need to fear complexity. But in 

the world of finance a reduction of over-complexity is necessary. 
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3 Distinguishing between useful and harmful innovations  

“Rapid innovation is often a harbinger of a crisis.” 

Mullineux, p. 250 

“I wish someone would give me one shred of neutral evidence that financial innovation 

has led to economic growth.” 

Paul Volcker, former chief of the Federal Reserve Bank, 11/9/2009 

 

As the fate of financial innovations lies not just in how are applied, but begins in many 

cases at the root of their invention, we need to distinguish between useful and harmful 

innovations. The creation of a financial innovation is for a distinct purpose. This same 

purpose can often be fulfilled by a variety of financial innovations, so by more or less 

useful or harmful financial instruments. Instead of collateralised debt obligations (CDO) 

simple covered bonds with a real backing could be a prime candidate (Judge, p. 716f). 

 

We do not need millions of different financial instruments for our needs. Even in 

investment strategies simplicity often outperforms complex strategies (Haldane, p. 6). 

Exchange-traded funds, for example, often deliver better returns than actively managed 

funds. 
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Purposes and driving forces of financial innovations: 

 

- positive – 

 

 Simplifying money transactions: Giro payments and debit cards are main 

instruments in order to facilitate transactions and reduce transaction costs. 

 

 Financing businesses, consumer needs and states: The tradition of finance is to 

facilitate performance in the real economy. Therefore financial innovations should 

to provide debt and equity in the right balance and on a sustainable basis. These 

can include, for example, different kinds of bonds, stocks and mixed forms like 

mezzanine capital. For state finance, Eurobonds would be a very useful innovation 

to strengthen democracy, because it would prohibit speculation against single 

states. Insurances are important as well – but are so many tradable derivatives 

really necessary? In his book “Traders, Guns and Money” Das shows that many 

companies in the real economy prefer to manage their price, interest and currency 

risks without derivatives. 

 

 Creating wealth:  Money is transferred from areas of surplus to areas of demand 

and need through debt and equity finance. The traditional idea of finance is to 

generate investors’ wealth through the real economy, not by excessive trading or 

gambling, which frequently damages the real economy. 
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- negative – 

 

 Making money out of complexity: Complexity is generally more lucrative for 

financial institutions than simplicity, especially for rating agencies. Yet the price 

for regulators, supervisors and society is opacity. Securitisation can be useful up to 

a point; savings banks, for example, use it to diversify their regional risks. 

However, re-securitisation (securitisation squared, cubed etc.) is not needed for 

the real economy at all and should be prohibited. Unfortunately, it is still on the 

market, only bound to weak conditions like higher equity capital requirements or 

that banks have to hold a certain percentage on their own balance sheets. 

 

 Making money out of money (negative, if harmful for the real economy): Financial 

investors dominate prices of, for example, commodities like grain, rice and oil. The 

influence of financial markets has transformed these real markets into financial 

markets (UNCTAD). Financial investors, who have nothing to do with the real food 

business, deal with commodity assets such as food derivatives, which lead to price 

hikes and hence hunger. 

 

 Avoiding regulation: One of the key drivers of financial innovation is to reduce the 

cost of regulation (see also regulatory dialectic in chapter 2). If a regulation makes 

it more expensive for financial institutions to hold asset x than asset y, for 

instance, financial engineering can make x look like y (Judge, p. 688). Financial 

innovations are sometimes disguised with intentionally opaque structures (Allen, p. 

22). 
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 Avoiding taxes: With some derivatives, companies can shift profits to earlier or 

later time periods. 

 

 Staying competitive as margins decline quickly: There are usually no patents for 

financial innovations, so they can easily be copied and prices decline quickly. This 

leads to the competitive pressure, meaning that financial institutions are 

constantly introducing new financial instruments. 

 

- positive or negative - 

 

 Dealing with financial risk: Risk sharing is a fundamental and useful component of 

finance. Limits of meaningful risk transfer is where individual risk of, for example, 

banks leads to incalculable systemic risk: Risk transfer is not risk elimination. The 

other limit is where there is no fundamental risk of real business underlying it, but 

uncertainty due to other financial innovations. That is often the case with 

derivatives. To avoid this self-made uncertainty such innovations should be 

prohibited. Enabling lending to all people is not through heavily leveraged 

instruments; but through a fair distribution of income in society. 

 

To conclude, harmful nature of financial innovations is not just a question of abuse and 

mistakes, but mainly of intent; and also of the unintended, but accepted systemic 

consequences. This could be avoided by financial testing. Negative effects of financial 

innovations are not confined to crisis periods; it is an everyday issue, as the examples of 

regulation avoidance and tax avoidance show. Even more, the increase in complex 

financial instruments has led to a decline in credit business and securities emissions 

(Dullien, p. 16), which means a complete misallocation of resources. 
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4 Putting finance in its place, or stopping over-financialisation 

“There is merit in central banks encouraging innovations in the financial sector that have 

the potential to serve the public.” 

Reddy, p. 10 

 

It has become fashionable to try to solve problems with market-driven solutions. While 

public funding has declined, financial innovations like social impact bonds, which 

combine social return with below-market-rate return, have increased. Thus investors like 

foundations can support lending to farming cooperatives, among others, who are too 

small for conventional banks, but too big for micro-lending. Attractive long-term 

financial returns through sustainable investment in agribusiness are also available 

(Grene). The purpose of financial innovation has always been to make money. However, 

not everything is for profit or best driven by market forces. 

 

In order to build up infrastructures and to finance a transition to a sustainable future, 

public finance through taxes or money creation by central banks in co-operation with 

development banks would often be more appropriate. It could be made obligatory for 

banks to lend to farming cooperatives at affordable costs, if basic conditions are fulfilled. 

The creation of flexible funding tools for food assistance organisations due to volatile 

food prices is definitely detrimental. Prohibiting food speculation would be much more 

effective. Or because pharmaceutical companies can make more money with research into 

anti-wrinkle creams than for Alzheimer’s research, Gapper proposes to use financial 

engineering of health with collateralised debt obligations (CDO). This is to crank up 

extreme leverage and has played a main part in the US housing crisis. Here too, public 

research or obligations for private business would be more suitable. 
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Another area of financial innovations is a cap-and-trade systems as for emissions. By 

2020, signatory countries of the Kyoto protocol will have accumulated more than 17 

billion tonnes of surplus emission permits (Bauwens). This is more than double what 

China annually emits and a big threat for the climate - apart from the fact that this can 

lead to a collapse of the emissions market. Clear and up-to-date emission targets for the 

industry would serve the climate much better. 

 

5 Benefiting from financial testing 

“A shift from short-term 'betting' strategies towards longer-term investment would 

transform the financial system into one that serves the real economy and society as a 

whole.” 

Lallemand, p. 7 

“Bank supervisors should leave as little as possible to management discretion and go for 

bold, simple rules.” 

Augar 

 

The financial world should support a sustainable economy and avoid destructive 

consequences. Thus policies to regulate finance should optimise benefits with regard to 

the common good and minimise the potential harm – be it dominant investor driven 

financial pressure on the real economy, disturbing volatility, hidden fees, avoidance of 

regulation and taxes or incalculable systemic risk. A precautionary principle for financial 

innovations affecting the whole economy should be such as self-evident as it is for 

electrical products, food and drugs, which can't be sold immediately. Investment banking 

and wholesale innovations need to be stress tested as done for systemically important 

banks, too. 
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Policies and criteria for financial testing: 

 

 positive list: Financial institutions will have to prove that the financial instrument is 

beneficial to the real economy respectively that it is the most welfare enhancing 

option. At least, it must be proven that the financial instrument is not harmful 

respectively that the risk-reward-profile is positive. The standardisation of 

derivatives, currently discussed in Europe, can be valued as a first step in this 

direction. The name of financial innovations matters as well: Structured financial 

instruments should not be classified as bonds, for instance. But exactly this 

happened after the crash of the Lehman Bank, in order to simplify the sale of 

complex financial instruments. Active public support for certain financial 

innovations on a positive list could also be possibility. 

 

 bound by conditions: Some financial innovations should be bound by conditions. 

Already on the political agenda are, for example, position limits for certain 

derivatives and higher equity capital requirements for re-securitisation 

instruments. However, many of these instruments should simply be banned 

instead. 

 

 prohibited: Financial instruments not on the positive would be prohibited. Bans on 

short selling should not be limited to times of emergency, e.g. at present in Spain; 

it should be banned in general. In countries such as Austria, Germany, and 

Switzerland a principle of legal unenforceability was applied until it was abolished 

due to deregulation about ten years ago. The principle of legal unenforceability 

was to protect borrowers in cases of betting. It stems from simple retail banking; 

while finance is to a big extent wholesale trading among financial institutions. 
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Prohibition would in most cases be more reasonable and avoid a grey zone. Even if 

contracts lack legal enforceability, failure could lead to increased systemic risk - as 

there are often long and interconnected chains of many participants behind 

financial instruments. 

 

As a key preventive and efficient measure at the base of financial regulation, financial 

testing would facilitate and simplify new regulations. The phenomenon of institutions 

“too complex to be supervised”, “too complex to be managed” or “too connected to fail” 

could be diminished as well. Effective market supervision with regard to the application of 

financial innovations could become possible. 

 

Even if the burden of proof will lie with the financial institutions, regulators will need to 

make their own judgements. Fewer financial instruments and more highly qualified well 

paid regulators and supervisors are necessary. Many decisions will be controversial. Some 

argue, for example, that betting is useful, because it provides liquidity. It will therefore be 

important to build a mixed regulatory committee including different business types from 

the real economy, trade unions and consumer organisations, among others, who decide 

with regard to the common good. 

 

There are, of course, questions to be answered by a regulator like the Financial Stability 

Board: 

 

 How shall financial innovations be classified? 

 What is the distinction between a new financial instrument and the adaption of an 

existing one? 
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 Does a process innovation like a new technique (e.g. a pricing mechanism) already 

lead to new financial instruments? 

 When is the combination of financial instruments a financial innovation? 

 Shall non-standardised over-the-counter contracts still be allowed for customised 

solutions – and if so, to which extent? 

 What do stress tests look like for financial innovations? 

 Which decisions are to be taken at the global level, and which can be left to 

national or regional administrations? 

 How can the fear of regulators and supervisors to be liable for their decisions be 

dealt with? 

 

Financial testing has been requested by scientists such as Joseph Stiglitz, Chandran Nair 

and Rudolf Hickel as well as by parliamentarians, the social movement attac, trade unions 

and consumer organisations. Sometimes the discussion of financial testing is still too 

confined to consumer issues, investor protection, and safety rather than financial 

pressure or avoidance of regulation and taxes. A concept of financial testing needs to be 

developed and implemented. An initiative by the European Commission on this issue 

would be extremely well-received. 
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