Macroeconomics

Taxing Systemic Risk
November 29, 2011

Chapter in Regulating Wall Street (Wiley, 2011)

Current financial regulations seek to limit each institution’s risk. However, unless financial institutions internalize the external costs of
systemic risk, they will have the incentive to take risks that are borne by others in the economy. That is, each individual firm may take
actions to prevent its own collapse but not necessarily the collapse of the system. In this sense, the institution’s risk is a negative
externality on the system.

We advocate that systemic risk of the financial sector needs to be regulated, using a measure of an individual financial firm’s contribution
to systemic risk. We propose that each financial firm should be charged a “tax” based on its expected loss during a systemic crisis. In our
preferred approach, individual firms would be required to buy contingent capital insurance against losses incurred during systemic crises.
The cost of this insurance determines the firm’s systemic risk tax.

We discuss why a joint private-public provision of such insurance has the right incentive properties to get the financial sector to internalize
systemic risk. We provide an example of how such a systemic risk tax could be calculated and also discuss its relationship to other
contingent capital proposals such as forced debt-for-equity conversions.

Overall, the main advantages of this approach are: (i) it forces regulators and financial firms to deal explicitly with systemic risk; (ii) it is
based on tools tested and well understood by the private sector; and (iii) it reduces moral hazard in that it provides incentives for regulated
firms not to contribute excessively to systemic risk.

This docunent is not intended to, and does not relate specifically to any investrment strategy or product that AQR offers. It is being provided merely to provide a framew ork to assist

in the inplermentation of an investor’s own analysis and an investor’s own view on the topic discussed herein.

This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or reconmrendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived fromsources believed by the
author and AQR Capital Managemrent, LLC (“AQR) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or inplied, as to the information’s accuracy or conrpleteness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investrrent or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investrrent losses.

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR The view's expressed reflect the current views as of the date hereof

and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein.

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent merket events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained fromsources believed to be reliable; how ever, neither

AQRnor the author guarantees the accuracy, adequacy or conpleteness of such information. Nothing contained herein constitutes investrent, legal, tax or other advice nor is it to



be relied on in meking an investment or other decision. There can be no assurance that an investrent strategy will be successful. Hstoric market trends are not reliable indicators of
actual future market behavior or future performance of any particular investment w hich may differ materially, and should not be relied upon as such. Diversification does not
elirnate the risk of experiencing investment losses.

The information in this paper may contain projections or other forw ard-looking statements regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different fromthat shown
here. The information in this document, including statements concerning financial market trends, is based on current merket conditions, w hich will fluctuate and may be superseded
by subsequent market events or for other reasons.



	You are now leaving AQR.com
	Taxing Systemic Risk

