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Abstract

Prior to the global financial crisis of 2008, large dealer banks exercised strong influence over
the regulation of OTC (over-the-counter) derivatives in the United States and the European
Union. Has there been any change in their influence over policy outcomes in the regulation
of OTC derivatives in these two jurisdictions since the global financial crisis of 2008? If so,
why? If not, why not? This thesis addresses these questions by analyzing the post-crisis
introduction of mandatory margin requirements for non-centrally cleared derivatives.

It argues that this regulatory innovation reveals a significant decrease in dealer bank
influence. Shifting from a position of dominance before the crisis, the dealer banks’
influence over this regulatory reform process was significantly reduced.

To explain this change, the thesis argues that the influence of dealer bank preferences over
regulatory outcomes in this sector is moderated by a number of variables. Based on a
survey of literature in international political economy (IPE), it identifies six moderators
whose effect individually and jointly shapes the degree of bank influence over policy
outcomes: business unity, public issue salience, policy-makers’ ideational outlook, the state
of the transnational policy community, inter-state power relations, and the domestic
institutional environment. Prior to the crisis, all six moderators individually and jointly
operated to the banks’ advantage. The crisis, however, caused an exogenous shock to the
system, resulting in a fundamental reconfiguration, and corresponding reduction in
influence.

Theoretically, this dissertation speaks to the literature analyzing private financial sector
influence over financial regulation. Specifically, it contributes to the literature that
conceives of ‘influence over policy outcomes’ as a moderated condition by exploring the
role of the six variables in moderating the influence of dealer bank preferences over
regulatory outcomes in this sector. Empirically, it provides the first detailed analysis of some
important elements of the margin reform, which, despite the enormous significance of
derivatives to the global economy, has received little scholarly attention. The margin reform
represents a sea change in terms of the governance of the uncleared market, but it has not
been accompanied by broader change reaching beyond the efforts of addressing ‘systemic
risk’.
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CHAPTER | - Introduction

1. The argument and overview of the study

During the years leading up to the global financial crisis of 2008, the preferences of large
dealer banks exercised strong influence over the regulation of over-the-counter (OTC)
derivatives in the United States (US) and the European Union (EU). Has there been any
change in their influence over policy outcomes in the regulation of OTC derivatives in these
two jurisdictions since the global financial crisis of 20087 If so, why? If not, why not? This
thesis addresses these questions, focusing on the post-crisis introduction of mandatory
margin requirements for non-centrally cleared derivatives. | argue that this regulatory
change reveals a significant decrease in dealer bank influence. Shifting from a position of
dominance before the crisis, the dealer banks’ influence over this regulatory reform process
has been more limited. In many specific episodes surrounding the introduction of
mandatory margin requirements for non-centrally cleared derivatives, their preferences did
not align with the regulatory outcome; that is, they experienced a direct ‘loss’. In other
cases, there was closer alignment, but their influence over those outcomes was either non-
existent — that is, they benefited from ‘congruence’, but had no influence — or only limited
and indirect.

To explain this change, | argue that the influence of dealer bank preferences over regulatory
outcomes in this sector is moderated by a number of variables. Drawing on literature in
international political economy (IPE), | identify six moderators whose effect individually and
jointly shapes the degree of bank influence over policy outcomes. The six conditions are
business unity, public issue salience, policy-makers’ ideational outlook, the state of the
transnational policy community, inter-state power relations, and the domestic institutional
environment. | argue we should study not only the individual effect of each moderator on
the level of dealer bank influence, as most of the currently existing research does, but also
their joint, interactive, and dynamic effects. By ‘dynamic’ effects, | mean that the particular
effect of a moderator on its own can sometimes have little impact on the level of dealer
bank influence, but that in other cases, it can set in motion a domino effect, changing the
effect of other moderators, with the joint effect leading to a particular level of influence.
Such an integrative approach appears particularly promising for cases in which the needle of
the influence barometer fluctuates along the spectrum over the course of the policy
process, before settling on its final level once the final policy outcome has been produced.

The results of this study reveal that prior to the crisis, all of the six moderators individually
and jointly operated to the banks’ advantage. The crisis, however, caused an exogenous
shock to the system, resulting in a fundamental reconfiguration. Every moderator at times



had a detrimental effect on the banks’ respective level of influence. Depending on the
specific constellation of the moderators, this resulted in (limited) indirect influence,
congruence, or loss. There was not a single case in which the banks returned to the pinnacle
of pre-crisis influence. The empirical evidence suggests that there is no ‘super moderator’
allowing us to predict ex ante which level of dealer bank influence will prevail, suggesting
that dealer bank influence cannot be reduced to one particular condition.

At the same time, the cross-case analysis reveals that three moderators behaved in a very
interesting way in that their effect was positive in those cases in which the banks exercised
influence, whereas their effect was negative when the dealers experienced a loss. The
moderators in question are policy-makers’ ideational outlook, the state of the transnational
policy community, and the domestic institutional environment. Often considered only as a
‘second’ thought by the literature which tends to privilege instrumental and structural
power variables, these conditions appear to be of particular relevance to dealer bank
influence and their relevance should be further explored.

This thesis makes several contributions to the existing academic literature. First, it makes a
theoretical contribution to the literature analyzing private financial sector influence over
financial regulation. While the dissertation cannot provide a definite answer the classical
guestion of ‘what causes bank influence?’ | propose to study dealer bank influence in a
particular way that might improve our understanding of the concept. Specifically, |
contribute to the literature that conceives of ‘influence over policy outcomes’ as a
moderated condition by exploring the role of the six variables in moderating the influence
of dealer bank preferences over regulatory outcomes in this sector. Overall, the analysis
suggests that the relationship between dealer bank influence and policy-making is much
more complex than simplistic notions of ‘regulatory capture’ tend to assume. Given that the
post-crisis period was punctuated by important, unequivocal losses for the banks, |
conclude that scholars interested in understanding post-crisis financial regulation should
widen their analytical lens beyond interest group-based analyses to also consider other
approaches, including those related to the variables identified as moderators in this thesis.

Second, the dissertation makes several empirical contributions. Most importantly, it
provides the first detailed analysis of some important elements of the margin reform,
which, despite the enormous significance of derivatives to the global economy, has received
little scholarly attention. In addition, it responds to calls from the literature to examine how
the pre-crisis role of the banks as central figures in the policy-making process has evolved
after the crisis, and the impact this has had on the public-private relationship in the global
political economy of finance. | argue that because of the reconfiguration of the moderator
constellation that used to provide ample opportunity for dealer bank influence, the banks
have lost their central position in the policy-making process and have failed to restore their
pre-crisis levels of dominance, resulting in a move of the weight in the public-private
partnership towards the public side.



Finally, this thesis also speaks to the wider literature on the extent to which the 2008 crisis
has led to ‘change’. While President Obama set the bar very high in 2009 by announcing the
beginning of ‘a new era of economic engagement’,' most observers are sceptical of the
extent to which more far-reaching change has been achieved. Contributing to this debate, |
argue that the margin reform has resulted in a sea change in the ways in which the
uncleared market is governed, but that policy-makers did not use the momentum this
change provided them in order to engage in a debate about how the governance of the OTC
derivatives market could be aligned with the broader ‘global public interest’ defined not
exclusively from a ‘systemic risk’ perspective. However, | show that recent announcements
by the Republican-led CFTC, in conjunction with the current discussions on Brexit might lead
to a reversal of the change that has been achieved.

The dissertation is organized as follows: Section 2 of this chapter provides some background
information on ‘derivatives’, ‘margin’, and ‘central clearing’. It also discusses the centrality
of the dealer banks in the uncleared market, and covers the ways in which the under-
collateralization of the uncleared market prior to 2008 contributed to the global financial
crisis. Section 3 situates the thesis within existing IPE literature, both theoretical and
empirical.

Chapter Il develops the analytical framework of the thesis. | first explain the theoretical
framework. (II-2). | begin by discussing the difficulties of identifying interest group influence
(I-2.1). Next, | address the ways in which dealer banks can articulate their preferences. This
thesis focuses on two methods of articulation: the provision of information and the
projection of structural and structuring power (11-2.2). In the following section, | introduce
the six conditions | have identified in the IPE literature as moderators of interest group
influence. | discuss the individual effect of each condition as explained and tested by the
literature (11-2.3). Section 1I-3 presents the individual cases of the thesis which correspond to
different aspects of pre and post-crisis regulatory outcomes. While | focus on the pre-crisis
deregulation of the OTC market as one case, the other cases cover selected aspects of the
post-crisis margin rules. Section II-4 covers the methodological approach of the study.
Section II-5 addresses the limitations of the thesis, an important one of which pertains to
the comparatively weaker data basis for the EU cases.

Chapter Il explores dealer bank influence over pre-crisis deregulation. In chapter IV, |
discuss several aspects that transcend the discussion of the individual post-crisis margin
rules. These include the initial persistence of the deregulation consensus in 2008 (IV-2), the
exponential rise of public issue salience (IV-3), the emergence of the ideational
clearing/margining consensus (IV-4), and the marginalization of the banks during the policy-
making process (IV-5). | subsequently discuss the individual margin cases. Chapter V covers
the mandatory use of initial margin (IM) over which the banks failed to exercise influence,
having to accept their first major loss. Chapter VI covers some specific design elements of

! Obama (2009:2)



the IM mandate including the 2-way exchange requirement, the segregation requirement,
and the rehypothecation ban, each of which equally resulted in a loss for the banks.

Chapter VII focuses on the treatment of non-financial end-users, which was the only case in
which the banks successfully exercised influence, even though it was only indirect, and
more limited in the EU than the US. Chapter VIl addresses the IM and variation margin
(VM) rules for foreign exchange (FX) swaps and FX forwards. While the banks probably
benefited from congruence regarding the lack of an IM collateralization requirement, they
also lost the VM case. Each case study chapter begins, where necessary, with some
background information to introduce the specific rule element(s). | then cover the
preferences of dealer banks as well as those of other interest groups, followed by policy-
makers’ responses, and the ways in which the moderators affected the particular level of
influence. In each case, | first provide a brief overview of the policy-making process, before
describing it through the lens of the analytical model. The reader will notice the significant
length of the end-user case which provides for the longest most encompassing case study
chapter. The reason is that, compared to the other rule elements, this part of the
framework kept policy-makers on their toes for many years, with the policy-process taking
many turns, particularly in the US.

Chapter IX concludes. Section IX-1 pulls the individual results together in light of the overall
argument and discusses the theoretical implications of the findings. Section IX-2 covers the
empirical contributions, with section IX-3 focusing more specifically on the extent to which
the margin reform has led to broader change in the post-crisis derivatives markets.

2. Background: Derivatives, margin, the dealer banks, and
central clearing

2.1 Derivatives and the centrality of dealer banks

Derivatives represent a form of financial contract whose value is derived from the price of
an underlying asset, such as a security, an index, a currency, an interest rate, or, in principle,
any other market variable, including the weather.? Entered into for the purpose of
speculation (meaning the investor intends to earn a profit from the difference between the
price of the derivative and the underlying asset, which often involves a directional bet) or
with the aim of hedging (through which the investor intends to protect herself against
adverse changes of the underlying asset through the offsetting effect of the derivative),?

> Waldman (1994:1026f.)
? Chui (2012:4)



they ‘transfer the consequence of a price change’ for the investor.” In practice, the line
between hedging and speculation often blurs.

Derivatives embody a kind of debt in that they ‘involve a promise to make some payment or
to deliver some financial asset in the future’.” The obligations differ in function of the type
of derivative in question. The most common forms include forwards, futures, options, and
swaps. Through a forward, an investor enters the obligation to buy or sell a particular asset
for a pre-specified price determined when the contract is signed. A futures contract is based
on the same idea, the only difference being that the contract is standardized and traded on
an exchange. An option is more flexible in that it conveys the option to buy or sell the
underlying asset, without any formal obligation to actually do so. Options can also be traded
on an exchange. Swaps involve a two-way exchange of cash flows, based on the assets the
two counterparties own, at specific dates defined in the contract.®

Derivatives can be traded on an exchange, or over-the-counter (OTC). Leo Melamed,
chairman of the Chicago Mercantile Exchange (CME) in 2009 explained that ‘OTC derivatives
and exchange traded financial futures are galaxies different’.” OTC and exchange-traded
derivatives do indeed differ across several dimensions. For example, the terms of contract
(such as size) of exchange-traded contracts are standardized, whereas they are bespoke for
OTC trades, although up until the crisis, many counterparties also traded a portion of their
standardized deals OTC, given the ease of conducting business in a deregulated
environment. Exchange-traded contracts also have a relatively short maturity (i.e. the time
until the instrument ceases to exist is short). It rarely exceeds several months, whereas the
maturity of OTC contracts can be many years, if not decades. Short maturities also explain
why the liquidity of exchange-traded contracts is high, while it can be limited for OTC
contracts, given their high level of bespokeness and long maturity. As well, the volume of
exchange-traded derivatives is usually comparatively small in relation to the overall market
size, meaning an individual trade would rarely make the market ‘move’. By contrast, OTC
trades can be of relatively large size, with a bid or an offer potentially having a significant
effect on the direction in which the market moves. Finally, the credit risk (i.e. the risk that
the counterparty fails to make a contractually stipulated payment) pertaining to exchange-
traded contracts is assumed by a central counterparty (CCP) that interposes itself between
buyer and seller, whereas it rests at the bilateral level for OTC contract.?

While derivatives have been known since 2000 BC,® most of their modern-day use dates
back to the end of the Bretton Woods regime. Susan Strange has described the rise of the
uncleared market as the result of a ‘coincidence of escalating growth and escalating risk’,
with firms and investors relying on OTC derivatives to respond to the increasing risks

* Turbeville (2013)

> Murphy (2013:9), see also Awrey (2018:11)

® valiante (2010:2), Coleman (2004:274ff.), Culp and Mackay (1994:39)

’ Melamed (2009:257)

® These points are drawn from Gregory (2014:16) and Persaud (2013:236)
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associated with accelerating trade and production from the 1970s onwards.™® With
economic globalization taking off in the early 1990s, derivatives soon followed. By the mid-
1990s, the OTC market had outgrown the exchange-traded market, given the greater
flexibility OTC deals offered vis-a-vis exchange-traded ones. Post-crisis, the exchange-traded
market remains at a fraction of the OTC market.™ Figure 1 illustrates the market value of
the OTC market broken down across various types of contracts and two different metrics.

Figure 1: The market value of OTC derivatives
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Source: Author, based on BIS derivatives statistics (‘OTC derivatives outstanding’, USD bn). Notional volumes
represent the total asset value of the respective underlying positions.

As figure 1 illustrates, the largest segment of the OTC market is captured by interest rate
derivatives, followed by FX and credit derivatives. The market grew spectacularly up until
the global financial crisis of 2008, when the notional volume of outstanding trades was USD
684tn. After the crisis, growth continued, but at a slower pace. In recent years, market
volume has decreased. There are several explanations. Some of them relate to investors’
specific perception of market risk, for example with respect to interest rates, the strength of
key currencies etc. Others are informed by the post-crisis regulatory agenda. For example,
with the advent of mandatory central clearing, the requirements for which began to be
phased-in in 2013 (US) and 2014 (EU), market actors had an interest in pursuing portfolio
compression. This means ‘tearing up’ trades that cancel each other out in order to avoid any

1% Strange (1998:30f.)
1 See the BIS ‘exchange-traded derivatives statistics’, available at
https://www.bis.org/statistics/extderiv.htm, as of 18 August 2018.
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double-counting under the new rules. Compression was particularly pronounced with
respect to interest rate derivatives.’? Reduced volumes, therefore, do not necessarily reflect
reduced risk to the economy.

Figure 2 provides an overview of the OTC market in function of counterparty type.

Figure 2: The OTC derivatives market by counterparty type

600000
500000 A e==mDealer banks
400000 y
e Central
Counterparties
300000
200000 Other financial
institutions
100000
em=mNon-financial
0 institutions

1998 2000 2002 2004 2006 2008 2010 2012 2014 2016

Source: Author, based on BIS derivatives statistics (‘OTC derivatives outstanding’); notional volumes in USD bn.

Up until the 2008 crisis, the dealer banks used to be among the most active group of market
participants.13 As market makers, the dealers quote bids and offers for their clients. In
addition, they often trade in the market for their own account. The dealer market tends to
be very concentrated, with a handful of firms (see figure 3 below) capturing the bulk of its
share. In terms of terminology, | use the expressions ‘(large) dealer bank’ and ‘(large) bank’
synonymously with ‘the industry’.

On the other side of the trade can be found the ‘buy-side’. Key actors of the buy-side are
‘other financial institutions’ including hedge funds, investment funds, insurance firms,
smaller non-dealer banks, and institutional investors. In addition, there are ‘non-financial
institutions’. They capture a rather small share, even though over 90% of globally active
non-financial firms are part of this segment.’* The entities referred to as ‘other financial

2 Schrimpf (2015:24f.)
 The information in this section is taken from Spagna (2018:30ff.).
“ Litan (2010:13) referencing ISDA data



institutions’ are also known as financial end-users. In this thesis, the term ‘end-user’ is
reserved for ‘non-financial institutions’, unless otherwise specified. When speaking about
the ‘buy-side’, | refer to ‘other financial institutions’.

In the US, the top 25 dealer banks covered 99% of the annual market volume over the
period 1998-2008." Within the group of the top 25, the market was even further
concentrated. The top 14 dealers accounted for 95%,'® and within the top 14, the field was
again heavily tilted towards the top 4. Figure 3 illustrates this by breaking down the notional
amount of derivative contracts held by the top 10 US dealers for the year 2008. While the
precise numbers varied from year to year in the lead-up to the crisis, the pattern of
concentration towards the top was a consistent feature of the market.

Figure 3: The leading US dealer banks in 2008
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Source: Author based on OCC (2009a:22 of the pdf, table 1, USD mn). Notional amount of derivative contracts,
top commercial banks and trust companies in derivatives, as defined by the OCC, December 2008.

In Europe, the key dealer banks up until the crisis included Deutsche Bank, Barclays, UBS,
HSBC, BNP Paribas, Royal Bank of Scotland, and Credit Suisse.”’

The uncleared business represents a central pillar of the dealer banks’ revenue. Estimates
suggest that in the late 1990s, OTC derivatives accounted for up to 40% of the banks’
profits.’® In 2009, the top 5 dealers in the US earned USD 52.83bn in revenue from trading

B see OCC (1999-2009 table 1 of each report)

' See Geithner (2014:103)

' Singh (2010:114), Valiante (2010:6)

¥ Estimate by Brooksley Born quoted in McLean/Nocera (2010:225).



derivatives and cash securities (Goldman Sachs: USD 19.8bn; Bank of America: USD 10.64bn;
JPMorgan: USD 9.34bn; Citigroup: USD 6.84bn; and Morgan Stanley: USD 6.21bn).*
Pointing in a similar direction, The New York Times in 2010 reported that the OTC
derivatives business tended to be by far the banks’ most lucrative source of income.?
Financial analyst Christopher Whalen even stated that without this income, ‘the largest
banks cannot survive’.?! The banks’ reliance on the income earned in this market segment
explains their interest in pushing for deregulation and keeping intrusive public intervention

at bay, both before and after the crisis.

The dealers are organized through ISDA, the International Swaps and Derivatives
Association which serves as the industry’s peak business association. Its origins date back to
the 1980s, when a group of large banks decided it was necessary to streamline the process
of negotiating contracts.?” In 1985, they founded the International Swap Dealers Association
(ISDA’s predecessor), the aim being to facilitate this work and to ‘organize before any
problems arise’?®. Over time, ISDA became what Partnoy calls the ‘most powerful and
effective lobbying force in the recent history of financial markets’.?* While it comprises over
800 members from nearly 60 countries,” the dealer banks have traditionally exercised a
commanding influence over its decision-making process.?® In the years leading up to the
crisis, only one of ISDA’s 19 board members was a non-dealer bank official (representing oil

giant BP).”’

In recent years, the dealer banks have lost market share, not only because of their
deleveraging efforts following the crisis, but also because of the rise of central clearing. The
rise of central clearing, however, has not been even across all types of derivatives. As table
1 reveals, it has been most pronounced with respect to interest rate and credit derivatives
which, compared to other contract types, are more amenable to standardization.

% Katz/Schmidt (2010). The numbers cover the first 9 months of 2009.

% Story (2010)

! Whalen quoted in Tett/van Duyn (2009)

%2 Coleman (2004:288)

% Jonathan Berg of Bankers Trust, one of ISDA’s founding members, quoted in Partnoy (2009:45).
** Partnoy (2009:45)

% Collard (2015:883)

*® Gelpern (2009:65f.)

*’ Wood (2018)



Table 1: Ratio of OTC derivatives submitted to CCPs

2010 | 2011 | 2012 | 2013 | 2014 | 2015 2016 2017
Foreign exchange 2.23 2.41
Interest rate 7450 | 75.05
Equity 0.92 0.19
Credit Derivatives 14.1 18.2 18.6 25.6 28.4 331 | 4333 | 5439
Other derivatives 1112 | 29.56

Source: Author, based on BIS derivatives statistics (‘OTC derivatives outstanding’); percentages of notional
volumes.

2.2 The key mechanics of central clearing

Central clearing means that the counterparties do not face each other directly, as in the
uncleared market, but that a CCP interposes itself between them. The CCP ‘novates’ each
trade through counterparty substitution. It thereby becomes the seller to every buyer and
the buyer to every seller, and thus the ‘central’ counterparty to all trades.?® This structure
allows the CCP to conduct ‘multilateral netting’, i.e. the cancellation (offset) of opposite and
therefore redundant trades, which brings down notional exposure and enhances market
liquidity.*

The most important benefit of central clearing is that counterparties are not directly
opposed to each other anymore. All their contracts are with the CCP, which itself keeps a
flat book, i.e. it does not take a position in the market itself.® The effects of counterparty
default can thus be reduced, which decreases uncertainty, stabilizes the market and
prevents fire sales, in case one counterparty experiences financial difficulties.>* By being
counterparty to every trade, CCPs also make risks more easily identifiable and facilitate the
gathering of trade information, which improves market transparency and allows for better
risk management.? CCPs lower interconnectedness among counterparties, which stops the
dominos from falling, if one of them defaults.>® Overall, central clearing provides for a much
more lucid and less complex market structure, compared to the impenetrable network of
transactions characteristic of the universe of uncleared derivatives.**

%% peery (2012:102ff.)

%% Cecchetti/Schoenholtz (2016), Gregory (2014:29)

%% Lubben (2015:136), Podolyako (2010)

*! Duffie (2010:14), Helleiner (2011a:136)

32 Gregory (2014:28), Bryceson (2011:1), Cecchetti/Schoenholtz (2016), Glass (2009:586), Helleiner
(2014b:78f.)

% Gregory (2014:28)

** Cecchetti/Schoenholtz (2016)
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The principle of ‘clearing’ dates back to the 18" century Dojima rice market of Osaka, Japan.
In the US, the Chicago Board of Trade instituted clearing with margin requirements in 1865.
In 1882, a form of clearing including collateral requirements was introduced with the
establishment of the Caisse de Liquidation des Affaires en Marchandises in Le Havre,
France.”

Figure 4 offers a stylized comparison between the modern-day uncleared and the cleared

markets

Figure 4: The uncleared versus the cleared market for derivatives
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Source: CFTC (No Year.a: 8)

As reflected by the right-hand side depiction of figure 4, CCPs operate on a ‘principal-to-
principal’ basis, meaning that the immediate buyers and sellers of contracts are both
‘clearing members’ which have to meet certain financial, operational, and risk management
standards. In addition, clearing members have customers of their own whose trades in
terms of payment obligations they must guarantee.36

One of the key features of modern-day central clearing is margining.37 Margin is collateral

provided by counterparties. A ‘good faith deposit of money to assure performance',38 it

* Norman (2011:ch.4, 5), Steigerwald (2014:17ff.), Gregory (2014:13)
%® Gregory (2014:208f.)

7 Wellink (2010:133)

*® Markham (1991:63)
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reduces credit exposure, and counterparty risk.>®> Margin is similar to capital in that both
concepts lock in funds that otherwise would be available for investment or other purposes.
The key difference becomes apparent once the counterparty defaults. Margin is ‘defaulter-
pay-oriented’, meaning the surviving counterparty uses the collateral the failing
counterparty had provided. This feature renders margin ‘attractive from an economic
perspective as ‘the polluter pays”.*® By contrast, capital is ‘survivor-pay-oriented’, i.e. the
surviving counterparty uses the assets it has set aside for itself in order to address potential

losses.™*

There are two types of margin, variation margin (VM) and initial margin (IM), which
respectively account for current and potential future exposure. VM is calculated on a daily
basis in response to changes of market prices whose ‘variation’ it accounts for. Positions are
marked-to-market, and counterparties must post collateral for a position that has
decreased in value in order to make up for the loss (even if is not realized). For this reason,
VM is also known as ‘maintenance’ margin. Valuations are conducted several times per day,
and intra-day margin calls have started to become more and more common.* The
counterparty whose contract is ‘out of the money’, i.e. whose position is marked with a
negative value has to post the necessary funds without delay, sometimes within two
hours.* If a counterparty is ‘in the money’, it receives VM. If the clearinghouse does not
receive the required VM in time (a situation known as a ‘credit event’), it can promptly
liquidate the position(s) in question, thus minimizing its losses.**

IM needs to be posted to the CCP at the onset of the contract (hence the term ‘initial’
margin) in order to take account of potential future exposure and residual risk.” It is
calculated using risk-based models informed by historical data, as well as other
parameters.46 IM provides extra protection in terms of a safety cushion the CCP can draw
upon in case one of its members defaults and therefore cannot post any VM anymore.47
During the time between the clearing member’s default and the close-out of its portfolio,
known as the margin period of risk, the CCP holds a directional bet.* It uses the IM in order
to provide for the orderly liquidation of that member’s portfolio. The CCP can transfer the
portfolio in question to another clearing member. It can also conduct a centralized auction
process, potentially enhanced through further netting, which reduces the value of the
overall position in need of replacement.49 While VM is usually limited to cash, IM can also

3 Gregory (2014:75)

* Wellink (2010:133)

* ibid., also BCBS-I0SCO (2012:2)

* Gregory (2014:150)

* Murphy et al. (2016:2)

* Markham (1991:64f.). In case of a profit, the customer receives the corresponding amount of VM in her
account.

* Chander/Costa (2010:10)

a6 Murphy et al. (2016:2), Gregory (2015)
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" Gregory (2014:152)
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take the form of other assets including, for example, high-quality sovereign bonds, gold,
equity indices, and money market or mutual funds.>

It is important to not confuse central clearing with exchange trading, which refers only to
the venue of execution. Exchange trading involves centralized execution through a boards
of trade mechanism. Most exchanges provide central clearing services, but central clearing
is also possible without exchange trading, i.e. it can be pursued OTC.>! Prior to the crisis,
however, central clearing was rather uncommon for those derivatives that were not traded
on exchanges.

2.3  The under-collateralization of the OTC derivatives market and the global
financial crisis of 2008

The global financial crisis of 2008 did not have a single cause. A 2017 survey conducted
among ‘leading’ American and European academic economists and cited by the Bank of
England® revealed the following ranking of contributing factors, as depicted in figure 5.

> Gregory (2014:137)
> Economist (2010)
>2 Aikman et al. (2018)
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Figure 5: Causes of the global financial crisis of 2008

Figure 1: The 2008 financial crisis did not have a single cause
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Source: Chicago Booth Initiative on Global Markets (igmchicago.org). Survey of academic economists in the United
States and Europe, conducted in 2017. Answers are weighted by respondents’ stated confidence. On the European
panel, 37 of 49 panelists responded. On the US panel, 37 of 42 panelists responded.

Source: Aikman et al. (2018:5)

Other professions might rank (some of) these factors differently, but the overall relevance
of ‘inadequate regulation’, listed as the number one reason in the survey, would most likely
remain unquestioned.

While OTC derivatives were certainly not the sole cause of the crisis, some of this
‘inadequate regulation’ extended to the bespoke market. Among other weaknesses, there
were no specific legal collateralization requirements, given the deregulated nature of the
market. IM and VM existed in the uncleared market, where they performed a very similar
function as in the cleared marketplace,®® but counterparties were free to negotiate
collateralization as they pleased.

There is no precise data on the extent to which margin was used pre-2008, given that the
sector was ‘the most private of markets’.”* Estimates, however, suggest that at the height of
the crisis, the market was vastly undercollateralized. Regarding VM, the five largest US and
EU dealer banks alone were burdened with USD 500bn and USD 600bn of

undercollateralized risk respectively in 2007/2008.>> Regarding IM, the total volume of

> |M for uncleared derivatives was also known as the ‘Independent Amount’.
>* Riles (2008:608), see also Strange (1998:32).
> Singh (No Year:7)
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collateral in the market in 2013 was about EUR 100bn, equalling 0.03% of gross notional
exposure.®®

Indeed, the use of IM was ‘quite rare’.”’ Dealers usually did not post IM to their clients, the
justification being their high creditworthiness, as well as the fact that they were already
subject to capital requirements.58 In general, inter-dealer trades were also not collateralized
with IM.”® The buy-side was sometimes required to post IM.% Given the perceived riskiness
of their business, hedge funds, in particular, often had to collateralize their trades.®’
Decisions on IM were usually based on a credit analysis, but those results could be

overshadowed by ‘market power and economics of trade between the two parties’.®?

VM was used somewhat more frequently, although the dealers usually did not post it to
their clients either.”® End-users were generally exempt from all margin requirements, with
OTC derivatives being considered part of the overall business, and in particular credit
relationship with their banks.**

Counterparties clarified their collateralization obligations when negotiating the details of
the Credit Support Annex (CSA) of the Master Agreement.®” The Master Agreement is a
contractual framework developed by ISDA, in which the counterparties define their rights
and obligations.66 Prior to 2008, two common elements of CSAs were exposure thresholds
beyond which and credit ratings below which counterparties needed to post (additional)
collateral.’” If counterparties agreed to use VM, the idea was for it to be exchanged on a
daily basis.?® In practice, however, the exchange often occurred much more infrequently,
such as on a monthly basis, and the overall collateralization process often tended to be a
secondary concern to many market actors.®

Against this background, it might not be surprising that the dealer banks routinely did not
‘segregate’ the IM they received (meaning they did not keep it aside from their proprietary
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assets), and often ‘rehypothecated’ it (meaning they used it to finance their own
investments).”

A particular type of OTC derivatives, credit default swaps (CDS), played a prominent role
during the crisis. A CDS represents ‘a privately negotiated contract where one party (the
“protection seller”), in exchange for a fee, agrees to compensate another party (the
“protection buyer”) if a specified "credit event" (such as bankruptcy or failure to pay) occurs
with respect to a company (the "reference entity") or debt obligation (the "reference

obligation").”*

While CDS offer a broad range of applicability, they were frequently used as a form of
protection against the default of mortgage-backed securities (MBS), the market for which
had massively expanded following the deregulation of lending standards.”> MBS were often
bundled and sliced up in function of the riskiness of the underlying mortgages. The top,
‘senior’ tranche was usually the largest slice, containing the relatively safest mortgages. The
expected default rate of these mortgages was ‘only’ 20%, which was informed by the
assumption that defaults were uncorrelated.”® As a consequence of this optimistic
assessment, the senior tranche was usually given a triple-A rating by credit rating agencies.
The middle slice, known as the ‘mezzanine’ tranche, contained those mortgages with
relatively elevated risk, while the ‘equity’ tranche was reserved for the relatively riskiest
mortgages, which were often drawn from the ‘subprime’ market. The slicing and dicing was
repeated in the construction process of collateralized debt obligations (CDOs), which were
bonds backed by MBS. There were even third-order derivatives, known as 'CDOs—Squared'.74

As a result of the continuous slicing and dicing, it was often unknown which particular
mortgages were part of which slice. In fact, it was perfectly possible for a senior CDO-
Squared tranche to contain MBS equity tranches. Nonetheless, the senior tranches of CDOs
and CDOs-Squared were usually also rated triple-A. A top rating was usually a precondition
for institutional investors to buy these products, given the strict limits set by their
statutes.”” Banks, in turn, relied on these products as collateralization for their short-term
funding.76

Investors bought CDS in order to protect themselves against the risk of a default of their
MBS/CDO/CDO-Squared tranche(s).”” The possibility to acquire ‘naked’ CDS (without
holding the underlying asset) allowed market actors to take out bets on other investors’
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portfolios.”® CDS were also used in connection with other reference portfolios composed,
for example, of loans or corporate bonds.

The lack of mandatory collateralization requirements often kept the price of these products
down, which further fuelled the market. Indeed, the appropriate collateralization of many
of these deals, particularly those related to the mortgage market, was often not considered
a pressing need. In the autumn of 2007, AIG’s CEO Martin Sullivan, for example, said ‘the
probability that it [i.e. the firm’s derivative portfolio] will sustain an economic loss is close to
zero’.”® Individual corporate officials who warned against the mounting levels of risk and
exposure their respective firms had accumulated in the years leading up to the crisis were

usually sidelined.®

When the real estate bubble burst, the MBSs/CDOs/CDOs-Squared lost value, and the
secondary concern regarding collateralization suddenly turned into a crucial, primary one.
The loss in value catapulted many counterparties beyond the exposure thresholds in their
CSAs, which led to (additional) margin calls, with further calls being made because of rating
downgrades. Financial institutions soon began experiencing serious difficulty. The first ones
were a number of hedge funds that collapsed in the late spring/early summer of 2007,
followed by Northern Rock in the UK, which in the autumn of 2007 experienced a bank run.
Next was Bear Stearns which in the spring of 2008 was bought by JP Morgan on the basis of
a public financial purchase facilitation programme. In September 2008, the government-
sponsored mortgage lending agencies, Fannie Mae and Freddie Mac, were placed into
conservatorship (where they remain to this day).81 The most prominent case was, of course,
Lehman Brothers. In the immediate days preceding its default, it was USD 20bn in debt vis-
a-vis JP Morgan. As a consequence, JP Morgan froze USD 17bn of the Lehman assets it held,
and called for an additional USD 5bn of collateral.®?

The US government’s decision to let Lehman fail fully catapulted the financial markets into
turmoil. It soon turned out that the vast majority of CDS in the market had been sold by
AlG. Taking advantage of its triple-A rating, AlG had accumulated an exposure of USD 500bn
through the sale of CDS.2 Its overall derivatives portfolio had a total (notional) value of USD
2.7tn,®* while its total equity at the height of the crisis was no more than USD 100bn.% In
July 2007, i.e. a couple of months prior to AIG CEO Sullivan’s confident remark about the
safety of CDS, the firm had received a USD 1.8bn collateral call from Goldman Sachs. AIG
disputed it for months, with Sullivan insisting he only became aware of the situation, and his
firm’s overall exposure, much later. By September 2008, Goldman Sachs’ margin call had
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grown nearly six-fold, reaching a level of USD 9bn.2®On 15 September 2018 AIG was
downgraded by Moody’s and S&P. This led to additional margin calls in the range of USD
20bn, in line with the arrangements the firm had agreed to in its CSAs. AIG was bailed out
the following day.87ln addition, the US Treasury Department and the Federal Reserve
implemented a series of large-scale public support measures, including record low interest
rates, as well as vast amounts of liquidity injections through which they hoped to stabilize
the crumbling financial markets.

With many CDOs having been entered on a cross-border basis,?® the crisis soon spilled into
other jurisdictions, and into other sectors of the financial markets. Further compounding
factors were the lack of transparency about counterparties’ exposure (with top
management of some counterparties often not fully aware even of their own exposure®)
and the high level of financial interconnectedness the use of derivatives had fostered across
all asset classes. As a result, the crisis extended to almost every part of the financial sector.
Investors responded with fire sales, which led to the freezing of asset markets.”° Given the
decreased availability of credit, the crisis spilled over into the trade and production sectors,
which, in turn, had repercussions on commodity markets and remittances. The crisis soon
became global in scope.’

3. Situating the research within the literature

This study situates itself at the nexus of three overlapping bodies of IPE literature: the
literature on derivatives, the literature on interest group influence over post-crisis financial
regulation, and the broader literature discussing changes to the politics of financial
regulation after 2008.

3.1 The IPE literature on derivatives

Empirically, the thesis contributes to the IPE literature on derivatives by providing the first
detailed study of the development of the new margin rules for uncleared derivatives.
Despite the relevance of the derivatives sector to the global economy, these products have
attracted scant scholarly interest, particularly when compared to the banking sector.®? This
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section provides a first overview of the existing literature that will be expanded upon in the
discussion of the theoretical framework.

Recent research has approached the study of the IPE of pre-2008 derivatives from different
angles, applying various theoretical or disciplinary lenses. Oldani has explored the
implications of derivatives for monetary theory, monetary policy, and fiscal policy.93 Lagna
has examined the derivatives-related financialization of the Italian state.’ Robertson has
analyzed the global dominance of the community of derivatives practitioners trained in
French schools and banks which are renowned for the quality of their education in this
particular area.” Spagna has covered the pre-crisis rise in importance of derivatives, which
at the height of the crisis had become the world’s largest market.?® Bryan and Rafferty, as
well as LiPuma and Lee have approached the dominance of OTC derivatives markets from a
structuralist perspective.’’ Riles has offered several ethnographically informed accounts on
derivatives trading.’®

Post-crisis derivatives regulation has also received some attention: Helleiner and Migge
have each presented bird’s eye-view accounts of the broad contours and the significance of
the reform developments after 2008.%° Pagliari has used the lens of public issue salience to
trace the legislative debate on the post-crisis rules for derivatives in the US and the EU.*®
Clapp and Helleiner have focused on the US Congress’ debate on agricultural derivatives.'®*
The cross-border dimension of the new rules has also attracted some scholarly interest.
Pagliari and Gravelle, as well as Knaack have studied this aspect for the rules on central
clearing and trade reporting.102 Lockwood has focused on CCPs, demonstrating that CCPs’
valuation methods remain heavily informed by VaR.’® Helleiner et al. have published a
collection of essays on post-crisis derivatives reform which, among other developments,
notes trends towards growing regulatory fragmentation across jurisdictions.104

However, there are few accounts on the precise content of the new rules and the process of
their generation. Helleiner, for example, has highlighted the need for ‘more detailed
analyses of the content of [post-crisis] regulatory initiatives [..].)20 Along similar lines,
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Posner has called upon scholars to develop ‘[a] better grasp of how rules are made [...]".*°

In order to address this gap, Helleiner has already taken some steps by tracing the debate
on position limits in the US and the EU. In a similar vein, Pagliari has examined some of the
rules pertaining to clearing house membership and the de minimis threshold beyond which
financial entities have to register as swap dealers with the CFTC." Newman and Posner
have analyzed the relevance of international soft law for the alignment of post-crisis policy-
making in banking and central clearing regulation.108

Margin requirements for uncleared derivatives, however, have barely attracted attention
from the IPE community to this date. The recent collection of essays edited by Helleiner et
al., which provides an overview of post-crisis derivatives regulation and to which several of
the authors listed above have contributed, mentions the concept a few times, but does not
expand on it.'"” Neither do Newman and Posner who briefly touch on the topic in their
comparison of post-crisis banking and central clearing regulation.'* Pagliari and Young have
examined the end-user carve-out from the clearing requirement under Dodd-Frank, but
their contribution studies exemptions from the rules, rather than the rules themselves.''!

The gap in research on margin is particularly significant for at least three reasons: First, the
derivatives market is of great significance to the global financial system. At the height of the
crisis, it was the ‘world’s largest market’.> As we have seen, the lack of appropriate
collateralization of derivatives is considered one of the reasons for the global financial crisis
of 2008. Second, observers have emphasized the significance of the margin reform,
describing it as ‘one of the bedrocks of global regulatory efforts to curb risk in the market
[.]*"%and as a ‘part of the law [which] is among the most controversial’.** Third, the
reform represents one of the most important cases of post-crisis intervention in that it
reaches beyond mere attempts at increasing transparency by imposing direct costs on

market participants, particularly the dealer banks.

The thesis begins to address this lacuna. It focuses on the actual content of some of the
margin rules, as well as the process of their generation by applying the analytical lens of
‘dealer bank influence’ over the respective policy outcomes.
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3.2 The literature on interest group influence over post-crisis financial
regulation

The post-2008 literature on interest group influence over financial regulation can be
grouped into two categories. One focuses on the theoretical conceptualization of
‘influence’, the other on the empirical question concerning changes to the role of private
financial groups in the policy-making process.

3.2.1 Theoretical literature

Theoretically, this study contributes to the growing literature on the role of private interest
groups in financial regulation before and after 2008 which conceives of ‘influence’ as a
moderated condition. Recent scholarship has noted that ‘numerous authors have debated
how different resources, institutions and structural features of contemporary economies
enable financial industry groups to influence the regulations to which they are subject’.®
Most of these studies, however, focus on the individual effect of these variables, rather

than attempting the development of a more integrative approach.

A recent example of this literature is the work of James and Quaglia who explore the
question why the banks have not been more successful in preventing, or at least
attenuating Brexit. They identify three inhibitors, including ‘political statecraft’ (i.e. the May
government’s decision to pursue a ‘hard line’ in light of electoral and internal party
concerns), ‘institutional structures’ (i.e. the reorganization of decision-making authority
regarding Brexit, which removed the banks’ traditional interlocutors from the drivers’ seat),
and ‘business organization’ (i.e. the failure of the banks to mobilize wider corporate support
against Brexit).!*® A conceptually similar study has been presented by Bell and Hindmoor
who argue that banks’ structural power in the UK over the design of capital rules before and
after the crisis was shaped by three factors, i.e. policy-makers’ ideational interpretation of
the banks’ threats of using the exit, the extent to which institutional arrangements fostered
‘state capacity’ to act, and the level of ‘politicization’ of banking reform.**’ Young has
examined the ways in which private financial groups have changed their advocacy strategies
after 2008 in response to two factors, i.e. ‘increased issue salience and a strained policy
network’.**8 His analysis of pre-crisis private sector influence over the formation of several
policies under Basel Il already revealed that interest group influence was sometimes
fostered by the receptiveness of the financial policy network for the banks’ arguments, but
often restrained by business conflict.'*?
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| argue that, in addition to studying the individual effect of these moderators in isolation
from each other, we should embrace a more integrative approach examining their joint,
interactive and dynamic effects. In particular, | suggest that a specific focus on what is
termed ‘institutions and structural features’*? in the quote at the beginning of this section
can provide valuable insights improving our understanding of a concept as difficult to

capture as ‘influence’.

Drawing on the wider IPE literature, | propose a theoretical framework in which the
strength of dealer bank influence is understood as being shaped by a collection of six
conditions moderating the relationship between their policy preferences and reform
outcomes. These variables are: business unity, public issue salience, policy-makers’
ideational outlook, the state of the transnational policy community, inter-state power
relations, and the domestic institutional environment. Conceptually, these six factors could
be subsumed under the three ‘dynamics’ Helleiner et al. have identified with respect to
post-crisis derivatives regulation: transnational, domestic, inter-state.’*! The state of the
transnational policy community corresponds to Helleiner et al.’s ‘transnational dynamic’,
while business unity, salience, and the domestic institutional environment align with the
‘domestic dynamic’. Inter-state power is consistent with their ‘inter-state’ dynamic.
Business unity could also be counted towards the ‘transnational’ level, if we were interested
in transnational policy-making, which is not the primary focus of this thesis. Policy-makers’
ideational outlook spans both the ‘domestic’ and the ‘transnational’ categories.

3.2.2 Empirical literature

Scholars writing about post-crisis reform have called upon their colleagues to examine the
evolution of ‘private actors, particularly financial firms, as key players in the policymaking
process’.’?? Young noted that the question of ‘how these groups adapt to and contribute to
the process of financial regulatory change is not well understood’.*?* More generally, he
asked whether ‘financial industry influence [is] less consistent than in the past’.'** Along
similar lines, Pagliari posed the question ‘Who Governs Finance?’ after the crisis, and invited
further research on changes regarding ‘how the responsibility to regulate and oversee
financial markets is divided between public regulatory agencies and private market
actors’.*® Helleiner, in turn, has encouraged scholars to examine ‘the changing public-
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Against this background, the verdict of the empirical literature having addressed these
questions can be aligned along a spectrum. Several observers have identified a loss of
financial sector dominance, but there are also sceptical voices pointing to its potential
resurgence, if not continuing dominance. Johnson argues that even the worst crisis since
the Great Depression has failed to effectively curtail the banks’ influence. He concludes that
‘[blig banks, it seems, have only gained political strength since the crisis began’.'?’
Kirshner’s assessment of the situation also points to continuous dominance. He speaks of
‘stasis’, which he attributes to the persisting ‘power of the financial community and its
enmeshment with political elites’. In his view, ‘the Wall Street-Washington axis endures’."*®
In a similar way, Chalmers identifies a return to “’business as usual”, with the lobbying
efforts of banks effectively taking the teeth out of the new regulation’.*?® Litan’s conclusion
is of particular relevance to this research, since he considers the perseverance of dealer

bank influence as one of ‘the main impediments to meaningful reform’.**°

A number of commentators have also pointed to ‘regulatory capture’**' as a contributing
factor to the crisis, and a persistent feature in its aftermath. The term is informed by an
understanding according to which ‘particularistic interests hijack[] public policy’.** The
former Governor of the Bank of England, Mervyn King, for example, considered regulatory
capture ‘one of the major problems leading up to the crisis’.*** The Warwick Commission on
International Financial Reform, an expert body charged with providing recommendations on
how to enhance global financial stability concluded that ‘[r]egulatory capture substantially
contributed to the regulatory failure’.”** According to Baker, ‘regulatory capture was [..] a
principal political cause of the financial crisis of 2007-2009’, and he finds that ‘it has not
been confronted directly or explicitly in current reform efforts’.** Weng insists that the
banks have captured the process leading to the adoption of Basel 1,13® Along similar lines,
Lall argues that the transition from Basel Il to Basel lll is a ‘history of [...] failure after failure’,

as a result of capture.l‘:‘7

In the middle of the spectrum we might locate a number of scholars who have pointed to
the banks’ increased reliance on the corporate sector to assist them in fending off public
regulatory intervention, which we might interpret as a sign that, by themselves, the banks
are often unable to halt reform. Keller, for example, notes the success of the bank/end-user
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coalition in watering down post-crisis capital requirements in the EU.'* Kastner illustrates

the coalition’s success in weakening the EU Commission’s proposal of a financial transaction
tax. 1 As already mentioned, Pagliari and Young have examined the battle of the
dealer/end-user coalition in favour of exemptions for non-financial firms from post-crisis
derivatives rules.**® Helleiner argues that the banks now find themselves ‘under the heavy
shadow of the state’,**! but that this has not entirely curtailed their ability to derail financial
reform. He illustrates this with his research on the banks’ success at derailing the CFTC’s
position limits rule by taking the agency to court over its interpretation of Dodd-Frank that
had informed the proposed role.** Still in the middle of the spectrum, we might also situate
Tsingou who concludes that the transnational policy community in banking regulation is
‘under stress but not broken’,** and that financial groups still serve as regulators’ point of

reference for the development of new rules.***

Towards the other end of the spectrum, we might locate several authors who have
identified even stronger signs of reduced dominance. Analyzing post-crisis banking
regulation and derivatives regulation more generally, Young finds that private financial
groups have lost their ability to kill regulatory proposals at the pre-agenda stages, and that
they can no longer veto those proposals that do make it onto the agenda. Regarding the
initial policy formulation stage, he notes banks’ ‘Relatively Passive Acceptance’ of the
general parameters of the new rules and ‘Selective Involvement’ in the design of specific
details. By contrast, he identifies an increased focus on the implementation stage, with the
industry trying, often successfully, to ‘Seek to Delay Implementation’.*** Pagliari notes that
the banks have often been held back by conflict with other financial sector groups, an
example being the size of the capital threshold determining clearinghouse membership.146
Porter points to the billions to trillions of USD the banks will have to raise in additional
capital under Basel lll, as well as to the stronger rules governing the work of CRAs. He
concludes that ‘[w]hile there are a great many ways in which private financial actors have
sought, often successfully, to block or reverse reform, these have not been enough to
restore the levels of power [...] that private sector actors enjoyed before the crisis’.*¥’ Along
similar lines, Posner observes that ‘governments are withdrawing support for self-regulation
by market participants, taking more direct control over financial governance [.]*n a

similar way, Germain suggests the role of private financial interest groups will cede to some
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extent, while the state’s ‘centrality within the globalized structure of financial governance

will grow”.

This study’s results on dealer bank influence over selected elements of the margin reform
suggest a position towards the side of the spectrum indicating reduced dominance. In fact,
the only reason we would not opt for a position closer to that end is the fact that the banks
exercised (indirect) influence in the end-user case, relying on the heavy support of the
corporate sector they helped to mobilize. The other cases, however, suggest that the
margin reform has led to anything but ‘stasis’*>° or a return to ‘business as usual’.’** While
the banks also tried to delay the implementation of the margin reform (an aspect | do not
cover in this thesis), they vehemently opposed any reform proposal that would have
marked an end to the pre-crisis deregulation status quo. However, despite their fierce
resistance, they lost in all but one case, in which they probably benefited from congruence
(besides their indirect influence over the treatment of end-user deals).

Although not at the height of or immediately after the crisis, policy-makers eventually
performed a 180-degree turn away from self-regulation, thereby increasing the footprint of
the state, and pulling the weight in the public-private relationship towards the public side,
away from the private sector. The reason, | argue, is that the moderator constellation which
had allowed the banks to exercise tremendous influence prior to the crisis fundamentally
changed to their disadvantage after 2008. Increased business conflict, as identified by
Pagliari, was only one of several changes to the pre-crisis configuration.

Analytically, the results can be interpreted as an encouragement for scholars interested in
post-crisis financial regulation to not only focus on the analysis of interest group influence,
but to adopt a mixed research strategy drawing, in particular, on the insights of
constructivism, transgovernmental approaches, as well as domestic institutionalist analyses.

3.3 The wider literature on change in post-crisis financial governance

This study also contributes to the growing body of literature focusing on the extent to which
there has been broader change to the politics of international financial regulation following
the worst crisis since the Great Depression. The topic is considered ‘[o]ne of the central
guestions confronting political economy over the last decade’, ™ with ‘change’ having
become ‘the catchword in the international regulatory debate’.” In a 2009 speech,

President Obama set the bar very high by promising ‘a new era of economic engagement’
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and that there would be no ‘return to the status quo’.’>* Some scholars had equally high

expectations. In 2009, Miigge summarized the widespread belief that ‘neo-liberal capitalism

itself [was] at a crossroads’.’®® One year later, Nesvetailova and Palan, argued that ‘the

neoliberal project is most probably dead and buried [...]".**°

Others were less optimistic, warning that the potential for rapid change was limited.
Morgan and Drezner, for instance, observed that policy-makers’ successful stabilization
efforts in terms of pulling the global economy away from the brink of utter collapse had in
fact pulverized any chance for lasting long-term change. They therefore predicted that
policy-makers finding themselves back in their comfort zones would fail at implementing
significant reforms.*>’ Helleiner adopted a nuanced position. As with some of his colleagues,
he identified ‘a legitimacy crisis for the neo-liberal globalized financial regime’.’*® However,
at the same time, he cautioned that change should be considered a long-term process,
observing that even episodes of monumental transformation, such as the establishment of
the Bretton Woods System after the Second World War were the result of ‘a longer “critical
juncture” dating back to the Great Depression’.® In his view, fundamental change might
therefore require more time than some of his peers suggested.

Warning about a more specific challenge, Singer identified the institutional fragmentation
of the US as one of the key stumbling blocks for fundamental change.’® Indeed, already 15
years prior to the crisis, then former FDIC chair William Seidman had argued that ‘[y]ou
have three totally independent agencies in the business. There is no power on earth that
can make them agree — not the President, not the Pope, not anybody. The only power that
can make them agree is the Congress of the United States by changing the structure so that
the present setup does not continue’.*®* By 2008, little had changed. Seidman’s statement
had referred to the Fed, the FDIC, and the OCC, but, in addition, there were also the CFTC,
the SEC, and the Office of Thrift Supervision (not to forget the countless state-level
regulators). Over the years, there had been many attempts at consolidating these entities,
but all of them failed. Post-crisis, policy-makers eliminated the Office of Thrift Supervision.
They also debated merging the SEC and the CFTC, as well as elevating the role of the Fed to
that of a ‘super-regulator’. However, these plans were soon dropped, given the political cost
the merger would have incurred, and the criticism of the Fed’s perceived mismanagement
of the crisis.
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Given that the entities of one single bank holding company can potentially be subject to
regulation by all of the surviving agencies listed above,®? sweeping reform would require
inter-agency consensus, which Singer considered unlikely. With the US being held back by
regulatory fragmentation, he was also sceptical about the country’s ability to provide global
leadership, without which the chances of lasting change would be minimal.’**In a similar
vein, Coffee warned that without global leadership, ‘the first and reflexive response of many
regulatory agencies after a crash is simply to move the deck chairs around in a sufficiently
noisy fashion to show that they are on the job’.***

Focusing specifically on derivatives, some observers added that the product characteristics
of these instruments made change in terms of enhanced regulation unlikely. Already prior
to the crisis, structuralist authors, such as Bryan and Rafferty had considered substantial
change a ‘near impossibility’, not only because ‘[d]erivatives are too elusive to be easily
regulated’, but also because doing so would mean ‘to confront the [...] nature of capitalism
itself’.’®> Along similar lines, LiPuma and Lee had argued that derivatives regulation would
be futile, given the transnational and opaque nature of the market.'®® Some regulators
echoed similar concerns. For example, the outgoing CFTC chair, Walt Lukken, in 2008 told
the US Congress that ‘[tlhe dispersed and non-standardized nature of many OTC
instruments makes finding a regulatory solution a challenging task’.*®’

Regarding the relevance of the change that actually did occur over the last 10 years,
scholars’ verdicts tend to fluctuate between disappointment and (modest) approval.
Moschella and Tsingou have put forward a pessimistic assessment. Rather than ‘rapid and
revolutionary’, change in their view has been ‘small and incremental’, often amounting to
no more than ‘symbolic’, ‘marginal adjustments’.168 Limited to ‘policy instruments and
settings’, reforms ‘at the level of policy goals have been quite rare, if not altogether

absent’.'® Along similar lines, Fioretos identifies efforts in ‘[r]etrofitting’ rather than

fundamental reformulations of financial governance',170 although he acknowledges ‘intense’
reform activity which has led to ‘a more robust regulatory regime of financial market

regulation [...]’.171

Several authors have studied the results of specific reform efforts. Focusing on Basel llI,
Porter appears cautiously optimistic, arguing that if Basel lll had been the standard prior to
the crisis, banks’ liquidity levels would have been much more solid.*”?While not entirely

1%2 see Lavelle (2013:144)

1% Singer (2010, 2009)

1%% Coffee (2012:368)

1% Bryan/Rafferty (2006:197,16,214)

LiPuma/Lee (2004:94)

Lukken quoted in US House Agriculture Committee (2008b:9).

Moschella/Tsingou (2013a:2, 2013b:193, 197), see also Wigan (2010), Singer (2009:26).
Moschella/Tsingou (2013b:196f.)

'° Fioretos (2016:68,91)

" Fioretos (2016:69)

72 porter (2011:182)

166
167
168
169

27



satisfied with the change achieved to this date, he points out that the reform ‘significantly
increases the accountability of private financial actors for their risk management activities,

imposing significant costs on them’.*”?

Others harbour some reservations about the significance of the changes deriving from Basel
[ll. Bell and Hindmoor have collected a series of sceptical assessments, ranging from the
‘mouse that did not roar’, and a reform that ‘falls far short of its creator’s aims’, to an
outcome that ‘on its own will not prevent another crisis’.*”* Moschella and Tsingou point to
the fact that the banks are still allowed to calculate their capital requirements themselves,
and that a strong regulatory framework for SIFls is still missing, as is a viable cross-border
insolvency regime for failing banks.'’> Regarding change in the accounting sector, Botzem
speaks of a mix of ‘avoidance of confrontation, reframing of criticism and carefully renewing
organizational leadership’, that in his view has caused minimal interference with self-
regulation.’’® Brummer draws attention to the limited progress with regard to preventing
excesses in executive compensation.’”” Kastner and Kalaitzake discuss the lack of progress
with regard to the development of a financial transaction tax.'’®

Directing our attention to the ideational level, Baker has analyzed the rise of
macroprudentialism, but cautions that the concept ‘remains an issue of dispute across the
G20’,”° and that there is a lack of {{m]ore ambitious blue prints and guiding rationales’.*®
Adopting a broader ideational perspective, Helleiner observes that while post-crisis
reformers are certainly interested in protecting the wider society from future shocks, their
conceptualization of the ‘global public interest’ is much narrower, focused on the ‘public’ in
a ‘prudential sense’, rather than informed by a broader political vision, similar to the one
that dominated after Word War 11.%" His book-length reflection on the significance of the
broader strokes of post-crisis financial reform leads him to conclude that we are witnessing

a ‘status quo crisis’, rather than an era of ‘transformative’ change.182

With regard to the derivatives market, Omarova’s assessment of Dodd-Frank suggests that
it ‘falls short of radically reshaping the structure or operation of derivatives markets’.*®®
Focusing specifically on the elevation of CCPs to one of the main pillars of post-crisis
derivatives market governance, Lockwood highlights that they remain private, profit-

oriented businesses relying on risk-management techniques very similar to those that had

7 porter (2014b:133)

The Financial Times’ Martin Wolf, IPE scholar Ranjit Lall, and the Governor of the Bank of England, Mervyn
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failed during the crisis."®* Regarding trade reporting, it has recently become clear that a
loophole in Dodd-Frank allows the banks to keep deals from certain offshore entities
undisclosed.™ In addition, the information on those trades that do get reported can often
not be properly used, given policy-makers’ coordination failure in terms of developing an
integrated system of trade identification codes. 8 As a result, not even the basic
transparency-enhancing reforms of the post-crisis framework have been an unconditional
success. This is also the overall conclusion of Helleiner et al.’s book-length assessment of
the post-crisis framework of derivatives regulation more generally. The editors suggest that
the ambitious initiatives policy-makers promised to implement have often been affected by
‘Delays and Inconsistences’, and, probably more significantly, by ‘Conflict and
Fragmentation’, which has limited their overall effectiveness.'®

The empirical evidence on the margin case calls for a nuanced conclusion. On the one hand,
the reform has resulted in a ‘seismic shift’*®® in the governance of the uncleared market.
While a number of exceptions apply, there is now a firm legal collateralization requirement.
Trades need to be supported with margin. Collateral posted as IM has to be segregated and
must not be rehypothecated. The margin rule for uncleared trades has also led to the shift
of about 60% of the bespoke market to CCPs, even though, as we saw in table 1, this
migration has been largely limited to interest rate and credit derivatives. Studied from a
narrow angle, the margin reform has thus resulted in a veritable sea change that is anything
but ‘symbolic’ or ‘incremental’. It has also demonstrated that a reform of the derivatives
markets is in fact possible, against the predictions of structuralist observers and other

skeptics.

Yet, once we broaden the analytical angle, the significance of this ‘sea change’ begins to
pale. As we will see, policy-makers imported the collateralization requirement from the
cleared market, where it had already existed for numerous years prior to the crisis. Some
authors, such as Baker and Hall argue that initial reform efforts often tend to be anchored
within the existing environment.*® Policy-makers, however, did not take advantage of the
momentum the margin reform provided, in order to explore more far-reaching
opportunities for change. This lack of more substantial reform efforts indirectly confirms the
assessment of those observers deploring the lack of more transformative change. Indeed,
beyond a focus on ‘systemic risk’, there has been little debate about the ‘global public
interest’ regarding the governance of the OTC derivatives market more generally.

In addition, while CCPs have welcomed the new trades and are operating with high degrees
of efficiency, central clearing has led to the emergence of new risks, many of which policy-
makers had initially not expected, when the G20 adopted the clearing and margining

8% | ockwood (2018)

Flitter (2018)

Knaack (2018)
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mandates. Moreover, while the transition of trades from the uncleared to the cleared
marketplace has led to a decline in the overall volume of the bespoke market, it has not
reduced the centrality of the dealers, most of which have now also become globally
systemically important banks. Indeed, the large banks continue to dominate the uncleared
market as dealers, and, in addition, represent central pillars of the cleared market, given
their role as clearing members of CCPs. In other words, there has been fundamental change
in terms of the re-regulation of the uncleared market and the relative lack of bank influence
over the corresponding policy process. However, the dealer banks remain pivotal actors in
the cleared and uncleared market, and there has been little substantial debate about the
broader public interest in post-crisis reform.

Finally, recent announcements by CFTC chair Giancarlo regarding the need for ‘reforming
the reform’, as well as the UK’s plans to engage in deregulation following Brexit, might
result in a reversal of some of the requirements that have been adopted, which would
further limit the change that has been achieved.

The next chapter develops the analytical approach of the thesis.
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CHAPTER Il — The analytical approach

1. Overview of the chapter

This chapter presents the analytical approach of the thesis. Section 2 discusses the
theoretical framework. In section 2.1, | explain different ways in which the banks can
articulate their preferences. This study focuses on two vectors: the provision of information
to policy-makers and the use of structural and structuring power. Section 2.2 addresses
some of the challenges associated with studying interest group influence. In section 2.3, |
develop my argument of conceptualizing interest group influence as a moderated variable. |
suggest that the level of dealer bank influence is conditional upon the strength of six
different moderators: the level of business unity, the level of public issue salience, the
nature of policy-makers’ ideational outlook, the state of the transnational policy
community, the nature of inter-state power relations, and the domestic institutional
environment. In section 2.4, | introduce the cases of derivatives deregulation prior to 2008,
and mandatory margin requirements for uncleared derivatives after the crisis. Section 3
describes the methodological approach of the study. Section 4 addresses the limitations of
the thesis.

2. The theoretical framework

Figure 6 illustrates the theoretical framework of the study which will be developed in this
chapter.
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Figure 6: The theoretical framework
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As shown in figure 6, by conceptualizing influence as a moderated variable, this thesis is
interested in understanding how the degree of influence of dealer bank preferences over
policy outcomes is shaped by a number of conditions.

2.1 Challenges associated with identifying interest group influence

Identifying ‘influence’ can be a challenging endeavour, given that the concept is a latent
variable that cannot be observed directly. As Lowery emphasizes, ‘interpreting, much less

measuring political power or influence is difficult’.*®

Existing literature has highlighted several challenges. First, we should not derive the
presence of ‘influence’ from ‘post-hoc correlations’. *** Specifically, rather than
automatically interpreting the (full) overlap of interest group preferences with the contours

%% owery (2013:8)

Hacker/Pierson (2002:285)
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of policy outcomes as evidence of ‘influence’, we should look for ‘causation’, which means
finding evidence that a given policy outcome is the result of interest group activism.*? A
second difficulty is related to the risk of being ‘tempted to take policy outcomes as proof of
intentions and, from there, to impute the influence or control of the eventual
beneficiaries.”**® Essentially, this is the risk of conflating by-products of a policy outcome
with policy-makers’ core intention, and inferring the presence of influence from the overlap
of these by-products with interest groups’ preferences.

A third pitfall consists of overlooking the possibility that interest groups might actually
exercise considerable influence ‘behind the veil’, by ensuring that only palatable proposals
make it onto policy-maker’s agenda.’® When exercising this form of influence, interest
groups rely on what is commonly understood as the ‘second face of power’, which in the
words of Bachrach and Baratz, who have popularized the term, is related to ‘the dynamics
of nondecision-making’.**> Lowery warns that in such cases, the researcher might
systematically underestimate interest group influence, because ‘[t]here will be no actual
decisions to observe’.**® In many cases, the situation is less clear-cut, i.e. interest groups
might not be able to completely keep an issue off the agenda, but they might succeed in
having policy-makers put a less ‘harmful’ version of the originally planned proposal on it. Of
course, interest groups might sometimes also be interested in the opposite, i.e. they might
try to lobby policy-makers to make room for a particular issue on their busy agenda.*®’

| differentiate between three levels of influence, ‘causal influence’, ‘congruence’ (in the
sense of ‘happy coincidence’), and ‘loss’. Causal influence means that we can trace an
outcome back to interest group activism which ‘successfully engender[ed] changes in
regulatory policy content that cannot be attributed to other factors’.**® Congruence, by
contrast, indicates that interest groups were pleased with a regulatory outcome, but that it
was not the result of their causal influence. As Biithe puts it, ‘[w]e should therefore not
simply assume that the effects of private regulations explain why they were provided'.199
Rather, we need to uncover the precise causes that led to the adoption of a particular
policy. Congruence and loss both indicate a lack of influence, the main difference being that

in case of a loss, the policy outcome clashes with interest groups’ preferences.

%2 Hacker/Pierson (2002:285), for a very similar discussion, see Diir (2008b). Some studies acknowledge this

challenge by labelling their dependent variable ‘success’, which allows for the possibility that ‘luck’, rather
than ‘influence’ lead to a desired outcome. This applies particularly to quantitative large-N studies. Examples
can be found in (Dur et al. (2015), Kliiver (2013) McKay (2012), Young/Spagna (2017). The implicit assumption
is usually that over a large sample, errors cancel each other out, which, of course, implies that the error is
random, rather than systematic.

' Hacker/Pierson (2002:285)

Lowery (2013:9)

Bachrach/Baratz (1962: 952, emphasis in the original). There is also a ‘first’ face of power which is related
to the more classical question of who wins and who loses in a given situation (see Dahl 1961).
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2.2 Preference articulation and mechanisms of influence

There are several ways through which interest groups can articulate their preferences and
attempt to exercise influence. This study focuses on two key mechanisms: the provision of
information (sometimes considered a form of ‘instrumental power'zoo) and the reliance on
structural and structuring power. While the provision of information allows interest groups
to articulate their preferences through words, the exercise of structural power involves
articulation through (the threat of) action in terms of firms leveraging a credible threat to
exit the jurisdiction through disinvestment. Structuring power can bridge both categories in
terms of interest groups strategically providing information to policy-makers abroad so as to
design their exit options from the domestic market. These mechanisms are not mutually
exclusive. As we will see, the banks often used them in a complementary fashion, in
particular prior to 2008.

2.2.1 The provision of information

The literature suggests that policy-makers acting in an environment marked by uncertainty
often rely on interest group input in search of information about the perceived
effectiveness and potential consequences of a given policy proposal. Resource constraints
preventing them from generating the required information themselves often intensify this
need, particularly if the policy to be decided on is technically complex.201 In many cases,
policy-makers are also legally obliged to organize consultations to provide an opportunity
for democratic participation in public decision-making, which frequently also results in the
submission of information.?*

Hall and Deardorff conceive of interest groups as a ‘service bureau’ policy-makers can turn
to for information in order to evaluate their policy proposals.’® The provision of
information can therefore act as a channel of influence.’® Chalmers argues that ‘[t]echnical
policy-relevant information is the currency of influence for global financial governance’.?®
Information can be transmitted through written comments, through meetings, or other
forms of exchange. It can be directed to legislators and/or regulators, both at the (supra-

)national or transnational level.

%% gee for example Fuchs (2005:774)

Bernhagen et al. (2015), Austen-Smith (1993), Chalmers (2011), Bouwen (2004), James (2017),
Bernhagen/Briuninger (2005), Yackee (2005)

%% The Administrative Procedure Act lays out the details for the US. Details for the EU can be found in the
Treaty of Lisbon.
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Dir introduces important qualification by noting that influence through information
provision might in fact be dependent on several conditions. One is interest groups’
expertise on the issue in question. Another is policy-makers’ dependence on the particular
information, which itself can be conditional on the complexity of the issue, and the
availability of alternative sources of information, either from other submissions or from in-
house analysis. A third is the utility policy-makers associate with the submitted information
in terms of promoting their overall goals of office-seeking and/or policy-seeking.’® Young,
for example, emphasizes the possibility that policy-makers might value the provision of
information, without necessarily acting upon it.””’

‘Information’ and ‘preferences’ can overlap to a large extent, but they can be differentiated
by conceiving of ‘preferences’ as statements as to how how a certain policy should be
designed, and of ‘information’ as articulated reasons supporting these statements. Of
course, preferences can also be voiced without the submission of additional information.

Analysis will reveal that, while the industry’s information was highly valued prior to the
crisis, this was much less the case afterwards. Policy-makers tended to listen, but often
challenged the utility of the submitted information and only rarely acted upon it.

2.2.2 The projection of structural and structuring power

Unlike the provision of information as a form of instrumental power, structural power tends
to operate in a more subtle way.?® The core of the ‘structural power’ argument can be
traced back to Lindblom’s observation of governments’ dependence on private businesses
serving as a motor of economic growth through their control of resources deemed crucial
for investment and production. This dependence allows firms to try exercise influence by
threatening democratically elected policy-makers to ‘exit’ their jurisdiction through
disinvestment, if they do not heed their preferences.?® Policy-makers have been known to
adjust their proposals already in anticipation of the potential invocation of this threat by
financial firms, which points to a particularly important dimension of structural power, i.e.
its potential effectiveness without any explicit expression.210

Since Lindblom’s key publication on the topic in 1977, the concept has been frequently
critiqued, extended, and refined.mHowever, the overall focus on the exit threat has

% Diir (2008a:1214)

See the discussion in Young (2012,2013a).
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remained a constant element of this strand of research. This thesis adopts this perspective
and conceives of structural power as dealer banks’ power to exit. Banks are often
considered particularly privileged in this regard.212 First they provide credit, which is widely
perceived as the ‘infrastructure of the infrastructure’.”** Second, the mobile nature of their
business affords them the ‘ability to defy national regulators because of the
internationalization of their markets’.?** The OTC derivatives business is particularly mobile.
In the words of LiPuma and Lee, ‘OTC markets have no location and hence no address,
contractual parties can be anywhere in the universe, and more specifically, the address of
the computer site from which the trade was initiated may bear no relation to the location of

the institution or agent initiating the trade’.?"

The credibility and thus effectiveness of the threat depends to a large extent on businesses’
availability of an attractive market for relocation. Culpepper and Reinke’s research on the
forced recapitalization of banks at the height of the crisis provides some good illustration of
this point.*® The study shows that the US and UK governments both shared a preference for
ensuring their respective interventions would be as profitable as possible for their own
taxpayers. However, because of variations in the extent to which their banks relied on the
domestic market as a principal depository base, the outcome of their interventions was
uneven. The forced recapitalization of the American banks was relatively successful,
because no bank had a significant alternative depository base outside the US. This resulted
in highly diminished levels of structural power, which in turn enabled the US administration
to include not only the struggling financial institutions in the programme, but also the
healthier ones, and therefore to structure the capital infusions such that they yielded an
overall profit for the American taxpayer. By contrast, the relatively healthiest bank in the UK
at the time, HSBC, was not dependent on its home market to the same extent as its
domestic competitors. Given important income from Asia, it could also sustain its losses in
the US. This situation afforded it tremendous structural power and the ability to boycott the
UK government’s intervention. In the end, the only banks covered by the UK programme
were the comparatively weak ones, and the overall outcome from the UK taxpayer’s
perspective was relatively disappointing.

Recent research has pointed to a more active role interest groups can adopt in designing
exit options themselves. Farrell and Newman have coined the term ‘structuring power’ to
denote ‘the ways in which actors can shape exit options through cross-national action’,
which in turn can impact their ‘bargaining power’.217 For the purpose of this research,
structuring power is understood as ‘shaping the rules of other jurisdictions’.218 This means

that interest groups lobby policy-makers abroad to have foreign rules modified, such as to

*!2 see for example Bell/Hindmoor (2017:104f.).
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ensure their compatibility with the rules under which they already operate in their domestic
context. The aim is to facilitate the seamless relocation of their business, and thus to
enhance the credibility of the exit threat.”*®

Analysis will reveal that in the pre-crisis period, the US and the UK derivatives market acted
as attractive relocation destinations for banks from the respective other side of the Atlantic.
The industry effectively exercised both structural power and structuring power, particularly
in the US. The dealers frequently prevented intrusive intervention by threatening to
relocate the uncleared business to the City of London, where deregulation had already
occurred in one sweeping move through the Big Bang in the 1980s. In addition, ISDA
successfully lobbied many foreign governments to adjust their domestic legal framework in
order to ensure the enforceability of key provisions of the Master Agreement. This form of
structuring power then endowed the banks with additional structural power at home, as it
enhanced the credibility of their exit threat.

Post-crisis, the dealer banks, specifically in the US which acted as the first mover on the
regulatory scene, initially appeared optimistic about their ability to kill the margin proposal
by relying on their structural power. However, this hope turned out premature. We will see
that the banks still vehemently fought the rules, but that threats of exit were widely absent,
given the strong public ideational consensus in favour of reining in the market that policy-
makers had adopted on both sides of the Atlantic. Subsequently, the banks were so
completely absorbed by the task of preventing public intrusion that they also did not
exercise any substantial structuring power anymore.

Beyond the provision of information and the exercise of structural/structuring power, we
could also think of other methods of articulation and mechanisms of influence which are
not included in this study. One such mechanism would be financial donations. Lobby money
facilitates access to sympathetic policy—makers.220 While campaign contributions are limited
to elected policy-makers, they also have the potential to exercise an indirect effect on the
decision-making of unelected regulators. Gordon and Hafner argue that contributions to
legislators can be interpreted as a signal to regulators reflecting interest groups’ willingness
to ‘flex their muscles’ in terms of their ‘intention to fight agency decisions through
subsequent action in the political arena’.”?! However, this variable would be difficult to use
for the present study. Most importantly, data for the EU has only recently been made
available and does not cover the entire duration of the EMIR-related decision-making
process, nor the pre-crisis period. This is not to say that campaign contributions were not
relevant, particularly after 2008. Specifically, we will see that the banks made important
expenditures with respect to the end-user treatment in the US. More generally, media

Y% Note that in Farrell and Newman'’s framework, the exercise of structuring power is not limited to interest

groups. Public actors can equally rely on this strategy. The authors also suggest a second form of structuring
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reports suggest that the financial sector in the US at certain times spent up to USD 1mn per
day in its effort to try to shape Dodd-Frank.”?? However, given the lack of sufficient data,
this variable remains outside the scope of this analysis, the only exception being the US
end-user case study.

Another vector is the ‘revolving door’ through which many corporate and public officials
shift between the private and public sector at different points in their careers, and which is
often hypothesized to have a beneficial impact on interest group influence. | will address
this factor further, when discussing the ‘state of the transnational policy community’
moderator. | will cover its relevance for the pre-crisis period, but it will not figure
prominently for the post-crisis period, the reason being data limits regarding the identities
of the public officials involved in the margin policy-making process, both at the private and
public sector level. The most famous post-crisis example, which defies the often-purported
positive effect of the revolving door on interest group influence, is CFTC chair Gary Gensler
whose role will be discussed at great length in the end-user case.

2.3 Dealer bank influence as a moderated variable

Following the classical definition by Baron and Kenny, a moderator is a ‘variable that affects
the direction and/or strength of the relation between an independent or predictor variable
and a dependent or criterion variable’.??? It is important to note that such a variable can
also act as a predictor. This means that the six conditions can also have a direct effect on
the policy outcome.’** Given the dissertation’s primary focus on explaining dealer bank
influence over policy outcomes, rather than explaining the policy outcomes themselves,
figure 6 does not depict this relationship.

Drawing on the IPE literature, | identify six variables which | argue shape the strength of
dealer bank influence over policy outcomes. These variables are: business unity, public issue
salience, policy-makers’ ideational outlook, the state of the transnational community, inter-
state power relations, and the domestic institutional environment. For each moderator, |
differentiate between three effects, positive, negative, and neutral. | use the terms
‘moderator’ and ‘factor’ interchangeably, even though they denote different concepts in

%22 Connor (2010), see also Harper (2010). An even higher estimate of USD 1.4mn per day is reported in

Scheiber (2010b).

%2 Baron/Kenny (1986:1174)

Note that a ‘moderator’ differs from a ‘mediator’, even though in the social sciences it might at times be
difficult to differentiate between the two. Baron and Kenny (1986:1176) explain that for a mediator to be
present, the following conditions must apply: ‘(a) variations in levels of the independent variable significantly
account for variations in the presumed mediator (i.e., Path a), (b) variations in the mediator significantly
account for variations in the dependent variable (i.e., Path b), and (c) when Paths a and b are controlled, a
previously significant relation between the independent and dependent variables [i.e., Path a] is no longer
significant, with the strongest demonstration of mediation occurring when Path c is zero’.
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classical statistical terminology.??> The following sections cover the expected individual

effect of each moderator, as discussed in IPE theory.

2.3.1 Business unity

The first moderator of influence is the degree of business unity in the sector affected by a
given regulation. It has an impact on the degree with which the interest groups targeted by
a particular regulation can speak with one voice when submitting their preferences. Rooted
within neo-pluralist approaches, this variable takes issue with an implicit assumption
underlying the ‘structural power of business’ hypothesis, i.e. the assumption that business
acts as a unitary actor. Questioning the ubiquitous validity of this assumption, these
approaches draw attention to the distributive effects that many policies incur. The fact that
interest groups often display ‘competing interests and values’ therefore moves to the
centre of the analys.is.226 A high degree of business unity allows interest groups to submit a
clear message to policy-makers, which should foster influence. By contrast, low degrees of
unity, which can manifest through ‘counter-active’ lobbying by dissenting groups, should
dilute the message, and therefore reduce influence.’?’

James and Quaglia argue that ‘[w]here the effectiveness of business organization is limited
by heterogeneous preferences and weak coordination, policy-makers have reason to doubt
the veracity of [the key mobilizing actors]’.?”® Along similar lines, Diir and De Biévre
emphasize that preference heterogeneity encourages policy-makers to stick to ‘their
preferred policies’.?”® By contrast, preference homogeneity has the potential to propel
interest group influence.”® Preference homogeneity often goes hand in hand with the
presence of alliances of groups sharing the same position on a given issue. Following Pagliari
and Young, acting through coalitions can ‘leverage’ interest group influence in several
respects. First, it allows interest groups to join forces with respect to both monetary and
non-monetary resources, such as information, reputation, and expertise.231 Second,
different coalition members often enjoy access to policy-makers through different channels,
which allows the coalition to launch multi-pronged campaigns in its attempts to exercise
influence over a specific policy outcome.?*? Third, coalitions can function as a ‘signalling
device’ in terms of displaying the extent to which an advocacy position enjoys wider
approval and perceived Iegitimacy.233 Alliances need not necessarily always be organized in

* The term “factor’ is also used by James/Quaglia (2018:1).

Cerny (2010:4), see also Falkner (2008:25).

See Nelson/Yackee (2012:339), Heaney (2004:258), Lavelle (2014:121), Austen-Smith/Wright (1994),
Bernhagen (2007:124), Yackee (2009:213f., 2005:107), Morgan (2008:658)
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the sense of ‘formal’ coalitions. Rather, consensus can also be displayed in form of groups
lining up on the same ‘side’ of an issue, without explicit coordination or a common
organizational framework.”*

James and Quaglia’s empirical research shows that one of the key reasons why the banks in
the UK were not successful in preventing Brexit was preference heterogeneity within the
banking sector itself. On the one hand, the big investment banks favoured Remain which
would have allowed them continued access to the EU’s common market. On the other
hand, many small retail banks lobbied against the big banks, given their fear of being
boycotted by their non-corporate clients many of whom had subscribed to the arguments
of the Leave camp.?’ Pagliari and Young have studied the importance of business conflict
with respect to the development of Basel Il. Their research suggests that preference
heterogeneity between banks and insurance firms on the treatment of residential
mortgages under Basel Il eventually led the BCBS to strengthen the related requirements. In
the area of derivatives regulation, Pagliari has analyzed preference heterogeneity regarding
CCP membership and capital requirements for CCPs, as designed by the CFTC. In both cases,
the CFTC ‘took advantage of the policy space created by the conflict between different key
stakeholders and decided not to deviate from their original proposal’.?*°

The analysis in this dissertation will reveal that prior to the crisis, the dealer banks enjoyed
maximum business unity. Not only did ISDA act as spearhead for the industry, it effectively
monopolized the entire advocacy arena, together with the banks. No other private sector
groups mobilized on a regular basis. As a result, the message sent by the large banks was
crystal clear, which strengthened their influence. ISDA also fostered unity through its
management of the market’s main contractual infrastructure in form of the Master
Agreement, which serves as a boilerplate contract providing the backbone of the vast
majority of all trades.”*’

After the crisis, however, the lobbying scene became more populated and diverse. The
dealer banks maintained their pre-crisis unity, but they lost their exclusive position of
speaking for the market. For the first time ever, the banks’ clients (i.e. the buy-side and the
end-users) raised their voice over the regulation of derivatives. Several authors have also
noted the increased importance of NGOs in the post-crisis derivatives debate,”®® but in the
margin case they did not play a prominent role that changed the course of the policy
process. By contrast, the buy-side actors made a decisive entry into the political arena. They
agreed with the banks in disputing the need for regulatory intervention. Yet, beyond their
opposition to intrusive rules, they turned out largely unable to reach wider consensus on
how the new rules should actually be designed. The buy-side’s associations, in particular,
were often held back by the large extent of preference heterogeneity among their

23 Baumgartner et al. (2009), see also Bernhagen et al. (2015:572).
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235

40



members. Unlike deregulation, re-regulation has more immediate distributive effects.
Individual buy-side firms often interpreted the cost-benefit effects of the new rules very
differently, which complicated the development of common positions. An important
exception was SIFMA, the Securities Industry Financial Markets Association. Technically, it
represents not only the banks that are active in the securities markets, but also buy-side
firms, such as insurance firms and asset managers. However, the association appears to
have been dominated by the dealer banks which exercised commanding influence in the
drafting of most of its submissions. The association’s buy-side members often operated
through SIFMA’s Asset Management Group. Given their bad reputation after the crisis,
many banks did not lobby by themselves, but preferred to act under the umbrella of ISDA or
SIFMA. Overall, the lack of business unity between the industry and the buy-side stymied
the potential for dealer banks influence.

By contrast, the importance of the emergence of the end-user community cannot be
overestimated. To a large extent mobilized by the banks for their untarnished reputation
and their credibility with policy-makers, non-financial firms became dealers’ strongest allies
in arguing for an end-user exemption from the rules. To the IPE literature, this phenomenon
is not entirely new. As already mentioned, Pagliari and Young have discussed parts of the
end-user case with respect to the clearing requirement.?*® Other studies have shown that
the banks relied on a similar mobilization strategy in order to soften other post-crisis rules
including capital requirements, and the plans for a financial transaction tax in Europe.”* The
end-user case represents the only case in which the dealers exercised influence, although
their influence was indirect and stronger in the US (where end-users are entirely exempt),
than in the EU (where a clearing threshold applies).

2.3.2 Publicissue salience

Public issue salience refers to ‘the relative importance or significance that an actor ascribes
to a given issue on the political agenda. [...] It is a measure of the attention actors devote to
the issue in question and of the issue’s overall prominence in the minds of decision-
makers’.?*! In the political arena, the desire of elected policy-makers to maintain their
popularity and remain in office or to ensure a smooth transition for their successors will
lead them to adopt policies reflecting the preferences of their electorate.?*? Regulators, in
turn, are equally receptive to the public’s preferences. According to Singer, they are highly
receptive to elected policy-makers’ preferences as they strive to maintain their autonomy

and prevent intervention in their work,*** which means they also respond to public issue
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salience. In case of high issue salience, they will take measures reflecting those preferences,
in order to let legislators know that ‘the issue has been “taken care of”’.*** Regulators’ main
concern in this context is to avoid political interference in their activities, which might result
in increased oversight or budget cuts. Culpepper has coined the term ‘quiet politics’ to
characterize situations of low public issue salience, which he argues provides a fertile
environment for interest group influence to take hold. In these situations, ‘managerial
groups, which both understand the issues and care about them a great deal, [...] wield
disproportionate political influence’.?* If public issue salience is low, voters pay little
attention, which means that policy-makers are likely to be more receptive to the narrow
preferences of special interest groups.?*’ By contrast, Culpepper emphasizes that ‘business
power goes down as political salience goes up’.*® If public issue salience is high, politics
becomes ‘noisy’ and the voters’ preferences will supersede those voiced by private interest
groups. 2*° The distinction between policy-makers and regulators is tricky with regard to the
EU, where the EU Commission is a member of WGMR (BCBS-I0SCO’s Working Group on
Margin Requirements), but was also closely involved in the legislative discussions.

Pagliari has shown that ‘low salience’ was the ‘default state’®® under which financial
regulation in general, and derivatives regulation in particular took place prior to 2008. Three
mutually related factors anchored this default state. First, the high level of complexity of the
subject matter meant that financial regulation was widely considered ‘esoteric’,”>* best left
to the judgement of experts. Porter, for example, has noted that ‘there is very little that
would not require a significant degree of background technical knowledge to understand.
[...] The technical character of the [regulatory] institutions’ work is the key factor explaining
the lack of political bargaining’.252 Along similar lines, Kapstein has argued that ‘one of the
great ‘successes’ of financial supervisors over the past thirty years [since the foundation of
the BCBS] has been to depoliticize the systemic risk environment and to transform crisis

management into a technocratic exercise [...]’.253

Second, the complex subject matter caused significant information asymmetries between
financial institutions and other societal stakeholders, which made it difficult for anybody but
the dealer banks to effectively mobilize.”* High technical complexity also increased policy-
makers’ dependence on outside information to form a judgement on what policies to adopt
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and how to design them.?> This leads to a third factor, which was policy-makers’ focus on

the issues that voters care about in order to secure re-election.””® With the exception of
unemployment, inflation, tax, and questions concerning homeownership (in US policy-
making), monetary and financial policy debates were usually of subordinate importance to
the average voter.”’ Prior to 2008, policy-makers, therefore, had few incentives to educate
themselves on derivatives.”® They often also feared revealing their lack of understanding
vis-a-vis the bankers whom they often revered for their wealth and reputation.259 Low issue
salience thus opened the door for dealer bank preferences to prevail before 2008.

It is important to highlight that in the pre-crisis period, there were several derivatives-
related scandals that put the spotlight on derivatives. The effect, however, was short-lived,
probably because the tangible effects on the lives of the vast majority of voters remained
limited. After a short period of heated debate, Down’s ‘issue attention cycle’*® set in,
causing most policy-makers and the wider public to quickly lose interest in the issue.”!
Several individuals from both the public and private sector kept warning of a looming crisis,
but their comments failed to raise issue salience to a level where policy-makers would have
felt compelled to intervene in the market, a move which would have also been in conflict
with the ideational consensus at the time.

The severity of the global financial crisis, however, turned derivatives regulation into a ‘high
salience’ issue. Large-scale bailouts and other financial rescue packages financed with
taxpayers’ money, as well as the widespread recession and unemployment directly affecting
people’s daily lives, put immense pressure on policy-makers to become directly involved in
financial regulation.262 The relevance of high salience after 2008 has been illustrated by
several recent studies. Woll has described the effect of high issue salience on hedge fund
regulation, as has Pagliari, who, in addition to hedge funds, has also examined post-crisis
regulation of CRAs and derivatives regulation.263 Helleiner has shown how the politicization
of commodity price volatility at the height of the crisis encouraged policy-makers to
mandate the imposition of position limits for commodity derivatives.?®* Regarding the
uncleared market, the Financial Times noted that after the crisis, “’credit derivatives”

almost became a household phrase'.265
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While ‘credit derivatives’ indeed became a negatively connoted catchword, most voters did
not suddenly become experts in the field, nor did most policy-makers. However, in line with
Wlezien’s idea of policy-makers engaging in a ‘thermostatic analysis of public opinion’,**®
they quickly and accurately sensed the need for more public intervention and expressed it
accordingly. The analysis in this dissertation will reveal that banks’ previously impeccable

reputation became ‘radioactive’.?®” In the words of the Financial Times’ Gillian Tett, ‘the

word “ISDA” has become distinctly toxic in Washington and Brussels’ political circles’.?*®

Following the disastrous consequences of the crisis, public issue salience skyrocketed, which
greatly limited the banks’ ability to influence the design of post-crisis rule making. Political
analyst Robert Kaiser notes that ‘[b]ankers were among the most unpopular people in the
society’ and ‘lost most of their political influence as a result of the crash’.?®® In this heated
climate, most banks avoided publicly lobbying legislators, hoping instead that the regulators
who tend to be several steps removed from the public limelight would be more receptive to
their demands, which, however, they were usually not.

Beyond pressure exercised by the electorate, we can identify two additional sources of
public issue salience. Indeed, while public attention by voters can keep corporate influence
at bay, business groups are not always completely helpless at this stage. Rather, they can try
to manipulate the level of public issue salience themselves, meaning that salience can be (or
become) an endogenous feature of the policy-making process itself.?’° If well crafted, this
strategy can help them to be part of the game again, even if only in an indirect, though not
necessarily less effective fashion. Keller argues that interest groups can enhance their
chances of influence by adopting ‘a framing strategy that resonates positively with the
broader public’ on the basis of ‘claims of why a certain policy is desirable, unfair or why a
certain claim is Iegitimate'.271 Manipulating public issue salience can thus help the dealers
to increase their influence. In the margin case, the banks could not directly implement this
strategy themselves, given their tarnished reputation. However, they mobilized the end-
users to take over this part. The non-financial firms beat the drum for an exemption by
claiming that subjecting them to margin requirements would equal punishing the victims of
the crisis, and that the financial cost of being obliged to post collateral would hurt the wider
economy (‘one dollar of margin is one dollar less to invest’).?’? This support by the end-
users community in terms of creating what we could call “friendly’ issue salience was of
quintessential importance for the banks, and it is the only case in which they were able to
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successfully exercise influence.?’® Further, as we will see, policy-makers can also raise public
issue salience themselves, by launching a public awareness campaign. This was the case of
CFTC chair Gary Gensler who increased the prominence of the end-user question in the US.
Forcefully arguing for a tight regulatory framework, he turned the issue it into one of the
most contested aspects of Dodd-Frank.

Overall, prior to 2008, low public issue salience helped propel dealer banks’ influence,
whereas after the crisis high public issue salience kept it at bay, with the exception of the
end-user case, where creating, countering and dominating public issue salience was key for
the end-users to succeed in securing a full carve-out in the US and wide-reaching privileges
in the EU.

2.3.3 Policy-makers’ ideational outlook

Policy-makers’ ideational outlook is a relevant condition in that shared ideas and causal
beliefs inform their interpretations of and interactions with their political, social, and
economic environment.?”* Compatibility between interest group preferences and policy-
makers’ ideational outlook provides a fertile environment for influence to take hold.
However, if there is a clash between those two outlooks, the chance of influence decreases.
In line with Weber who compared the role of ideas to ‘switchmen’ deciding which ‘tracks’
courses of action should follow,?”> Goldstein and Keohane argue that ‘ideas influence policy
when the principled or causal beliefs they embody provide road maps that increase actors’
clarity about goals or end means relationships [...]".?’® Kirshner goes one step further by
insisting that ‘the power of ideas does more than just shape the possible. It defines the

feasible’.?”’

For the purpose of this study, the focus rests on policy-makers’ perspectives on the ways in
which they believe financial markets operate and the implications this has for their stance
on (de-)regulation. These perspectives frame policy-makers’ interpretation of interest
groups’ preferences and the weight that should be attributed to them, which in turn has an
impact on the extent to which their influence can take hold.?’® While the thesis touches on

the question of how policy-makers acquire new ideas,””? it is primarily interested in

7 A similar term has been used by Thesen et al. (2017) who study the different electoral effects of ‘issue-

friendly’ media agendas for government versus opposition parties.

7% Wendt (1999), Blyth (2002), Abdelal et al. (2010a), Widmaier et al. (2007). A discussion of recent
developments in constructivism can be found in Bertucci et al. (2018).

> Weber (1958:280)

?7® Goldstein/Keohane (1993:3)

"7 Kirshner (2003:12)

%’ see Baker (2013:36f.)

For a discussion of a number of theoretical approaches analyzing this process, see for example Abdelal et
al. (2010c).

279

45



understanding how a given policy-makers’ ideational outlook promotes or constrains
interest group influence.

Prior to 2008, the ‘deregulation consensus’ provided ample leverage for the banks to
exercise influence, as it was preconditioned on the idea of ‘laissez-faire’ in terms of policy-
makers delegating decision-making authority to the banks themselves. The banks were
thought to be sophisticated entities knowing best what was good for them and for the
economy. Self-regulation by the industry was therefore considered sufficient to address any
potential problems arising in the market. This intellectual climate widely opened the door
for the dealers’ preferences to prevail.

To a large extent, the banks’ influence was derived from the widespread confidence in
efficient and self-regulating markets. In the words of Simon Johnson, the ‘financial industry
gained political power by amassing a kind of cultural capital — a belief system’.”®® The basis
of this belief system was derived from a series of assumptions including the idea that the
future represents the ‘statistical shadow of [the] past’, as suggested by Samuelson’s
‘ergodic axiom’,”®! that markets are characterized by perfect information, as postulated in
the classical general equilibrium model,?®? that investors always take rational decisions, as
implied by the ideal of the ‘homo oeconomicus’, and that decision-making takes place in a
world of calculable risk, rather than unpredictable uncertainty.’® The conclusion of Eugene
Fama (widely considered the ‘father of modern finance’?®!) in a 1970 article that ‘the
efficient markets model stands up well’ soon became accepted as sacrosanct, even though
it came with several reservations.”® As a consequence of this intellectual outlook, public
intervention was widely considered unnecessary, if not even harmful to the exercise of
market discipline.

Competitive deregulation in terms of a race towards being the jurisdiction that best
implemented this ideational consensus therefore became policy-makers’ guideline. In a
similar way to which Helleiner has described financial liberalization towards the end of the
Bretton Woods period, states followed the old ““mercantilist” strategy to maximize [their]

own benefits from the open system at other states’ expense’.286 Looking back after the

%% johnson (2009)

See Davidson (2010:252)

%82 5ee Arrow/Debreu (1954)

% Nelson/Katzenstein (2014)

4 5ee Prof. Fama’s website: https://www.chicagobooth.edu/faculty/directory/f/eugene-f-fama , accessed 1
December 2017.

*® Fama (1970:383). Fama actually differentiated between three versions of the ‘efficient market hypothesis’,
a weak, a semi-strong, and a strong one. His empirical evidence showed support for the first two forms.
Regarding the third form, he cautioned that insider trading could have a harmful effect on market efficiency
and that exchange traders might dispose of better information than average investors. Beyond these groups,
he found no evidence for any actor being able to outperform the market. Fama also called for the
development of ‘models of market equilibrium under uncertainty’ (p. 416). However, the nuances of his
conclusions were often ignored.

%% Helleiner (1994:196f.); Helleiner builds on reference of ‘mercantilism’ as understood by John Plender.

281

46


https://www.chicagobooth.edu/faculty/directory/f/eugene-f-fama

crisis, the SEC’s chair, Mary Schapiro admitted that ‘everybody a few years ago got caught
up in the idea that the markets are self-correcting and self-disciplined, and that the people
in Wall Street will do a better job protecting the financial system than regulators would’. %’
In sum, the deregulation consensus propelled the banks’ influence prior to 2008.

Post-crisis, however, policy-makers adopted a new ideational outlook. In line with the
constructivist assumption that crises can challenge existing ideational outlooks,?®® policy-
makers began advocating the return of a more visible hand and an emphasis on ‘market-
shaping’, rather than ‘market-making’.’®® Foot and Walter emphasize that ‘the rising
prominence of the third norm of self-regulation suffered a serious setback in US regulatory
and political circles as it did elsewhere’.?®° Along similar lines, Pagliari and Young argue that
‘[t]his shift in the ideational landscape has [...] reduced the capacity of financial firms to rely
on claims regarding the superiority of market-based solutions in order to oppose more

stringent forms of regulation’.291

Specifically, policy-makers on both sides of the Atlantic started believing that public
intervention was required, that the uncleared business needed to transition to CCPs as
much as possible, and that those trades that remained in the bilateral marketplace needed
to be margined. This new ideational consensus was at odds with what the industry believed,
i.e. that market-based solutions remained the best solution to the crisis. Policy-makers’ new
ideational consensus clashed with the banks’ preferences, which largely reduced their
influence over the new rules. At the same time, however, it is not entirely clear to what
extent policy-makers’ new ideational outlook was in fact the result of an ‘ideational’
change, rather than a response to increased public issue salience.”®? Indeed, we will see that
the initial public response to the crisis did not represent a clear break with the market-
based paradigm, as policy-makers first delegated the immediate post-crisis response to the
industry itself, and only began tightening the reins once this approach turned out
insufficient in light of growing public pressure for more intervention. Constructivist
scholarship is aware of the problem of isolating the specific factors that cause change, given

that ‘new ideas interact with existing institutional settings’.293

Once policy-makers’ realized that self-regulation was inadequate, they embraced the idea
of public intervention informed by a strong consensus in favour of the central clearing of
uncleared derivatives. While they initially believed that the vast majority of uncleared
trades would move to CCPs, it soon turned out that a significant portion of deals were
insufficiently standardized for CCPs, meaning they would remain in the riskier bilateral
space. These trades therefore required a separate regulatory treatment. Mandatory margin
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requirements became the solution of choice, as their imposition allowed transferring one of
the key characteristics of central clearing (i.e. compulsory collateralization) to the bilateral
market. Policy-makers associated two key benefits with the imposition of margin
requirements. First, the new rules would account for the higher degree of systemic risk
emanating from uncleared, as compared to cleared trades. Second, they would incentivize
the transition to CCPs, thereby ensuring that the uncleared marketplace would only be used
for trades unsuitable for central clearing.

While the thesis does not explore the clearing rules themselves, it emphasizes that the
ideational consensus on clearing and margining needs to be studied in conjunction, as the
margin rules represent a derivative of the clearing mandate. Analysis will reveal that the
industry supported the clearing consensus, as long as the use of CCPs was not mandatory.
However, it largely rejected the margin consensus. With the banks’ preferences and policy-
makers ideational outlook no longer coinciding, as had been the case prior to 2008, the
banks lost much of their influence.

The last paragraph might lead some readers to believe that policy-makers’ decisions were
guided more by functionalism (and public issue salience), rather than any ideational
inspiration. While we should not exclude the presence of any functional logic, it is important
to note that clearing and margining are, in fact, part of a broader ideational shift from
microprudential to macroprudential regulation. Macroprudentialism is a multi-faceted
concept which privileges a top-down regulatory approach focusing on the stability of the
financial system as a whole, rather than just the health of individual institutions (as had
been the case prior to the crisis). The networked character of financial markets and the
systemic components of risk are some of the key concerns guiding policy-makers in the
development of new rules.?®* Macroprudentialism differentiates itself from the efficient
market hypothesis in at least four respects:295 First, it places the analytical focus on the
‘fallacy of composition’, meaning that the safety of the financial system cannot be simply
deduced from the safety of its component parts. Second, it takes account of ‘endogeneity’,
meaning that crises are not simply considered the result of an ‘exogenous’ shock’. Third it is
informed by the notion of ‘procyclicality’, meaning that market actors’ behaviour reinforces
the business cycle, given that they tend to underestimate financial risk during times of
boom, while they overestimate it when the economy cools down. Fourth, it encourages
awareness of ‘complexity’, meaning that financial risk operates at a cross-sector basis.

Specifically, as Stefan Ingves, governor of central bank of Sweden (Sveriges Riksbank) and
chairman of the BCBS noted in 2013, the margin rules ‘can also have broader
macroprudential benefits, by reducing the financial system’s vulnerability to potentially
destabilising procyclicality and limiting the build-up of uncollateralised exposures within the
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financial system’.?*® Policy-makers viewed margin requirements as a macroprudential tool

allowing them to account for the higher systemic risk emanating from uncleared trades, and
to promote central clearing, which limits interconnectedness. | will refer to this consensus
as the ‘margining/clearing consensus’.

Overall, while the pre-crisis ideational consensus provided leverage for bank influence, the
new ideational outlook obstructed their influence after 2008.

2.3.4 The state of the transnational policy community

The literature has employed the term ‘policy community’ in different contexts, but a
commonality across all approaches has been the focus on ‘the key features of
interdependent actors from public and private sectors forming a group with clearly-defined
boundaries’. ®” The term ‘transnational policy community’ has been coined by Tsingou to
denote the close ties between policy-makers and banks that characterized public-private

collaboration in banking regulation during most of the pre-crisis period. 298

The origins of the transnational policy community can be traced back to the 1960s when
public officials began to form a transnational regime under the umbrella of the BIS, first to
monitor the expansion of the Euromarkets (which were frequently affected by high degrees
of volatility) and subsequently also to overcome collective action problems over the
regulation of financial markets. The policy community has since interacted through various
settings, such as the BCBS, and consulted with interest groups on the best course of
action.” Over time, numerous other bodies and groups have been established, and they
have often closely interacted with private financial sector officials.

The interactions among the members of the transnational community are similar to those
characterizing ‘epistemic communities’ which can be understood as ‘network[s] of
professionals with recognized expertise and competence in a particular domain and an
authoritative claim to policy-relevant knowledge within that domain or issue-area’.>*® Their
members are united by several key elements, including ‘a shared set of normative and
principled beliefs’, ‘shared causal beliefs’, ‘shared notions of validity’, and ‘a common policy
enterprise'.301 In addition, they often share a common elite professional background, which

informs their credibility vis-a-vis each other, as well as vis-a-vis those policy-makers that
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remain outside of the community.>® This close collaboration, of course, also helps to
anchor the dominating ‘ideational outlook’.*® In such an environment, policy-making does
not rely on threats and open pressure. Rather, it tends to be informed by learning,
persuasion, and an emphasis on ‘best practices'.304 According to Djelic and Quack, ‘the
additional value of the community dimension for understanding transnational governance
arrangements lies in their potential to align the cognitive and normative orientations of
their members over time’.*® In a similar way, Young argues that within the transnational
policy community, ‘[p]rivate sector norms and preferences [...] make their way into financial

regulatory policymaking through a slow-moving and diffuse social process’.>*

Newman and Posner equally highlight the consensus-fostering attributes associated with
policy-making at the transnational level, arguing that ‘[s]oft law proposals, by providing new
policy ideas, force the engagement of competing regulatory factions’.>*” They continue
elaborating that ‘transnational policy proposals become political facts that undermine a
blocking faction’s defense of the status quo [..].>% As an additional element they
emphasize the legitimacy-enhancing effects of soft law at the domestic level in terms of
providing a justification for regulators’ alignment of national standards with international

frameworks.3%

If interest groups form an integral part of the transnational policy community, their chances
of exercising influence are higher than if they are relegated to the margin, or not
represented at all. The relevance of being part of such a community has been confirmed by
Bernhagen et al. who conclude from a statistical analysis that interest groups that provide
information while being part of a policy community tend to be more successful in shaping
policy outcomes than those groups that only submit information, but are not well-
integrated.‘:‘10 By contrast, they show that ‘the ability to offer relevant information may be
ineffective, if a group faces hostile political decision-makers’.*** More generally, the
literature has found that interest groups prefer lobbying ‘friendly’ policy-makers who
support their cause, rather than ‘foes’ who tend to view it more critically.312 As Chalmers
argues, ‘[t]he goal of lobbying is, on balance, not to change the minds of those who do not

agree with you, but rather to subsidize the work of those who already do’ 3"
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We will see that prior to the crisis, the banks enjoyed a privileged, central position within
the transnational policy community, which facilitated their exercise of influence. One key
reason was again related to the high complexity of derivative products, which already
tended to keep issue salience low. As a consequence, the transnational policy community
was largely undisturbed from the haggling of messy day-to-day policy-making in other
areas.>'® Helleiner and Porter emphasize that the ‘elite, and highly technical character of
regulatory networks provide[d] privileged access points for business’,*" particularly for
financial industry representatives who often ‘share[] a common background, expertise, and
wordview’*'® as the regulators. Along similar lines, Lall argues that it is the ‘issue-specific
characteristics of global finance — in particular, its highly technical and complex nature’ that
bestow on the large banks a privileged position within the ‘technical elite network’.*!’ The
close-knit transnational community became even more interwoven by the embrace of the
deregulatory ideational consensus, as well as the regular use of the revolving door
connecting private and public office.*'® The result was a form of ‘elite interlacement’**

where ‘the public/private demarcation [became] obsolete’ %

Within the confines of the transnational policy community, policy-makers formed a
transgovernmental community, but prior to the crisis, the borders between those two
communities blended seamlessly. Except for occasional interference by the CFTC, regulators
and dealer banks were in full agreement over the deregulation consensus. Representing a
nexus of its own, the transnational policy community thus developed into an elite ‘club’,***
largely impenetrable to any ‘outside’ member, even for those from the broader financial
sector itself.>?

After the crisis, however, the ‘demarcation line” between the public and private members of
the transnational community came into sharp relief. Tsingou shows that in banking
regulation, the transnational ‘policy community is under stress but not broken’.?? Change
has occurred, but it has remained limited. Indeed, she identifies a remarkable degree of
‘resilience’, in the sense that, despite all reform efforts and some sharp rhetoric employed
by regulators, ‘the special role of the financial sector is, if anything reinforced” and the

expertise of its representatives ‘ha[s] not been fully discredited’.?**

1% Claessens et al. (2008:319)

31> Helleiner/Porter (2009:20)

1% Helleiner et al. (2018:15), see also Claessens et al. (2008:314).

37 Lall (2015:126)

On the revolving door, see for example Braun/Raddatz (2009), Igan/Mishra (2011), Blanes-i-Vidal et a.
(2012), Blau et al. (2013), Cornaggia et al. (2016), Young/Spagna (2017).
¥ The term is taken from Brésamle (2013:223).

320 Tsingou (2010:23), see also Lavelle (2013:130).

2 Tsingou (2015)

*2 Lall (2009, 2015)

3 Tsingou (2010:22, 2015:245)

2% Both quotes taken from Tsingou (2010:22).
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We will see that in the margin case, the transnational policy community was more than just
‘under stress’. The analysis will reveal that it was in fact severely shaken. The dealer banks
were still part of the community, but they were pushed to its margin. By contrast, it was the
transgovernmental community that now dominated. United by the new ideational
consensus, and subsequently institutionalized in form of WGMR, the transgovernmental
community retained most, if not all the constituting elements that had marked the
overarching transnational policy community including the exchange of ideas, learning and
persuasion, which greatly facilitated the development of the margin rules.

The post-crisis literature has confirmed the relevance of well-functioning transnational
regulatory networks for the emergence of the new regulatory regime. Helleiner et al., for
example, argue that ‘[tlhe speed with which the G20 agenda was developed can be
attributed at least in part to the density of transgovernmental networks of financial officials
with expertise in this area’.>” In another publication, Helleiner has noted that ‘[b]oth
consensus formation and the development of specific new international regulatory
standards for OTC derivatives were greatly facilitated by the density of transgovernmental

networks among technocratic officials’.>?°

During the development of the margin rules, regulators took notice of the dealer banks’
advice, but followed it only in rare cases. Moreover, the tone of their conversations with the
banks became significantly more adversarial than before 2008. This was probably also
related to changes to two other factors that previously had indirectly nourished the
community, i.e. the emergence of a new ideational consensus, which the banks for the most
part did not share, and the high degree of public issue salience, which massively reduced
the previously “’Olympian” distance’ 327 from ordinary day-to-day policy-making in national
arenas. As a consequence, the banks lost their privileged position within the community,
which led to a significant decrease of their influence over the new rules.

More generally, this assessment does not only apply to post-crisis derivatives regulation,
but financial market governance more broadly. For example, in 2011, Robert Jenkins of the
Bank of England’s Financial Policy Committee publicly condemned the bank’s attempts at
weakening post-crisis financial reform as ‘intellectually dishonest and potentially damaging’,
and threatened that further recalcitrance on their part might only strengthen regulators’
resolution to rein in the market. ‘A profession which should stand for integrity and
prudence’, he added, ‘now supports a lobbying strategy that exploits misunderstanding and
fear’. He recommended that rather than complain about the cost of post-crisis reform, the
banks should reduce risk and lower cost by cutting bonuses.>?®

32 Helleiner et al. (2018:16)

28 Helleiner (2014a:137), see also Helleiner (2011a:148).
327 Claessens et al. (2008:319)

328 Jenkins quoted in Masters/Goff (2011).
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Helleiner has equally noted that ‘the relationship between top regulators and the dealer
banks has been less cosy and more confrontational than before the crisis’.>*° Qualitative
case study evidence collected by Young regarding the reform of capital requirements for
banks also points in this direction. He references interview evidence characterising the post-
crisis relationship between the banks and regulators, the content of which could be drawn
directly from the margin case. For instance, his interviewees report that ‘there was a
significant drop in communication between financial industry associations and regulatory
bodies at both the national and transnational levels. [..] groups had to ‘muscle in’ to
meetings’ and that overall, ‘engagements with regulators ‘stiffened’ considerably.>*°
Moreover, banks tended to learn about new proposals or changes to existing ones ‘at a
much later stage than they had in the past’.**'He also notes that the information
commenters often submit in response to consultations had previously been eagerly awaited
by the regulators, even though they did not always act upon it in the way the banks hoped
for, but that ‘this kind of equilibrium has changed’. In contrast to pre-crisis discussions,
regulators often responded ‘with disinterest and scorn’.?*? The relevance of these
statements becomes even clearer when linked to his other results including the fact that
private financial interest groups have been largely unable to influence the content of a

variety of transnational policies under Basel 111.>*

Overall, prior to 2008, interest groups’ privileged status as respected members of the
transnational policy community allowed them to exercise significant influence. After the
crisis, however, they lost their central position, which went hand-in-hand with a loss of
influence. At the same time, a tight-knit transgovernmental community emerged whose
actions often diametrically contradicted the banks’ preferences.

2.3.5 The nature of inter-state power relations

The effect of the nature of inter-state power relations depends less on which kind(s) of
power are exercised than whether its exercise leads to results whose contours are aligned
with the banks’ preferences.

While governance through the transnational/transgovernmental policy community
emphasizes the importance of the exchange of ideas and information, the embrace of ‘best
practices’, and an emphasis on persuasion, this does not mean that ‘power’ is entirely
absent. Kahler and Lake observe that while networks are characterized by ‘the absence of a

2% Helleiner (2014a:138)

Young (2013b:463f.)

Young (2013b:463)

Young (2013b:466, referring to Young (2012))
3 See Young (2014b).
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third-party arbiter for dispute resolution’, they can also contain ‘elements of hierarchy’.***

Inter-state power therefore matters, particularly when there is a lack of (ideational)
consensus among the transgovernmental policy community. Interest groups cannot directly
affect inter-state power relations. However, as Newman and Posner have argued, studying
this variable is particularly important in order to avoid confusing ‘congruence’ with
‘influence’, which might apply in cases where policy outcomes are the result of policy-
makers being driven by power-related considerations, rather than by interest group

pressu re.335

At the most basic level, power can be considered ‘the production, in and through social
relations, of effects on actors that shape their capacity to control their fate’.>*® It is a multi-
faceted concept that manifests in numerous forms and can therefore also be parameterized
in different ways. While the different forms of power often overlap in the empirical world,
which can make it difficult to isolate them from each other, they represent analytically
distinctive concepts. This study focuses on three different kinds of inter-state power, ‘power

through market size’, ‘power as regulatory capacity’, and ‘power as structural power’.

Post-crisis derivatives research has often focused on a fourth variation of power, i.e. power
through the extraterritorial application of domestic law. This form of power played an
important role in much of post-crisis derivatives regulation, given that Dodd-Frank and
EMIR (the European Market Infrastructure Regulation) granted the CFTC and ESMA (the
European Securities and Markets Authority) significant extraterritorial authority to pursue
the cross-border extension of the domestic framework, the objective being to prevent a
race to the bottom.**’ Several studies have examined the extraterritorial application of
domestic rules regarding clearing, trade reporting, and trade venues.**® In the margin case,
however, the cross-border aspect of the rules was discussed separately from the cases
explored in this study, and extraterritorial aspects appear not to have had any significant
impact on the policy-process. The analysis of the case studies themselves will therefore not
cover this variation of power. The implications of its lack of relevance, however, will be
discussed in the conclusion.

Power through market size

The exercise of ‘power through market size’ is related to the assumption that policy-makers’
influence over regulatory outcomes is a function of the relative size of their domestic
market for a given product or service.** A policy-maker overseeing a relatively larger
market than his foreign colleague can threaten to prevent market access to foreign

34 Kahler/Lake (2009:268,271). In network analysis, the power of the various members is usually inferred from

their position and connections to other members of the network (Kahler 2009:20f.).
333 See Newman/Posner (2016:124)

*% Barnett/Duvall (2005:45)

37 Knaack (2015:1226ff.), Helleiner et al. (2018:18f.), Helleiner (2018)

338 Quaglia (2017), Gravelle/Pagliari (2018:87), Pagliari (2013a), McKinstry (2013)
 Drezner (2007:34)
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businesses from that other jurisdiction, which endows her with the power to shape
regulatory outcomes, or even veto them. In line with Realist thinking, Drezner argues that
‘[m]arkets have a gravitational effect on producers — the larger the economy, the stronger
the pull for producers to secure and exploit market access’.>*® Simmons observes that the
financial power of the largest jurisdictions in terms of the size, depth, and liquidity of their
markets allows them to export their preferred regulatory arrangements to other
countries.>*! Following this line of reasoning, a number of studies have traced the adoption
of Basel | to threats by the US (and the UK) to close their markets to foreign banks.***In a
similar way, Bach and Newman’s analysis of the diffusion of insider trading laws reveals that
close ties with the SEC represent a more powerful predictor of other jurisdictions adopting
such laws, than membership within 10SCO.>**® These empirical results, of course, also hint at
the presence of ‘structuring’ power operating in the background, but backed up, supported,
and sustained with power through market size.

Power as regulatory capacity

The analysis of the exercise of ‘power as regulatory capacity’ departs from the importance
of market size, but adds ‘that a sizeable internal market must be coupled with potent
regulatory institutions to yield power over global governance’.>** For Buthe and Mattli, it is
the ‘effective representation of domestic interest that confer[s] the critical advantage in
these regulatory processes’.>” Bach and Newman, in turn, conclude that ‘[r]egulatory
capacity is the mechanism linking market size to power in international market
regulation'.346 Much of scholarly analysis has focused on the recent growth in regulatory
capacity of the EU, and the implications of this development for the EU’s power over
international regulatory policy formation. Indeed, initially, the EU suffered from fragmented
regulatory policy-making located at the national level and split across (sub-)sectoral lines.

This often forced Europe to succumb to the preferences of the US.

For example, in the 1990s, European policy-makers tried to convince the SEC of a mutual
recognition regime for accounting standards, but did not succeed. One of the key reasons
was that EU decision-making in the accounting sector was not centralized at the
supranational level, but located at the national level, with the UK, Germany, and France
often competing against each other, rather than aligning their preferences in a cohesive
manner. As a consequence of this fragmented internal institutional set-up, European policy-
makers were unable to exercise leverage in accounting-related discussions with the SEC,
which, in turn, feared that any equivalence decision of accounting standards might have

% Drezner (2005:843)

**! Simmons (2001)

%2 Kapstein (1992,1994), Oatley/Nabors (1998), Simmons (2001), Singer (2007)
3 Bach/Newman (2010b)

Bach/Newman (2007:827)

Biithe/Mattli (2011:12f.)

Bach/Newman (2010a:671)
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negative repercussions for the competitiveness of US stock markets.>*’ More generally,

Newman and Posner have noted that US policy-makers were not always necessarily in
complete consensus regarding the direction a certain policy should take, but that in most
cases, there was ‘a regulatory actor that was able to steer the transnational rule-setting

process despite the sometimes unsettled nature of the issues at home’.3*®

However, as of the late 1990s, the EU began elevating its ‘power as regulatory capacity’
through political and institutional reforms leading to the growing centralization of financial
policy-making authority at the supranational level. **® The kick-start was the EU
Commission’s adoption of the Financial Services Action Plan in 1999, which involved a large
bundle of regulatory measures to promote the European integration of national financial
services industries. At the institutional level, Alexandre de Lamfalussy, a former advisor to
the BIS and founding president of the European Monetary Institute (the predecessor of the
ECB), in 2001 provided recommendations on further strengthening the architecture of
European financial services regulation.®*®

Inspired by his recommendations, the EU developed the ‘Lamfalussy architecture’ which
structured the financial policy-making process on the basis of the co-decision procedure of
the EU institutions (i.e. Commission, Parliament, and Council) and the work of three
European supervisory committees, one each for the securities, banking, and
insurance/pension fund sector. The responsibilities of the Committee of European Securities
Regulators (CESR), the Committee of European Banking Supervisors (CEBS), and the
Committee of European Insurance and Occupational Pension Supervisors (CEIOPS) involved
providing technical advice to the Commission, issuing joint standards, recommendations,
and guidelines, as well as monitoring member states’ implementation efforts. Since the
Lamfalussy committees lacked legal personality and direct formal enforcement powers,351
this architecture did not result in the complete centralization of financial policy-making at
the supranational level.**? Nonetheless, the new political and institutional framework raised
the EU’s confidence sufficiently for it to claim the status of ‘global standard setter’.**
Feeling emboldened, it began to strike back against unilateral US decision-making. This
frequently caused US negotiators to voice ‘surprise and consternation that the EU and its
member state supervisors would presume to ‘pass judgement’ on U.S. rules and
supervision'.‘:‘54 However, as opposed to the area of capital account liberalization, where the

EU promoted the idea of a ‘managed’ form of globalization,355 it limited its newly gained

** posner (2009), Biithe/Mattli (2011)

348 Newman/Posner (2016a:134, also 143)

See Posner (2009a, 2007, 2010a), Deeg/Posner (2016), Posner/Véron (2010). The process was often
incremental, with policy-makers drawing on previous ideas, groups, and procedures, rather than designing a
radically new approach (see Quaglia 2008a, 2010), Migge (2010), Deeg/Posner (2016).
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leverage in financial market regulation to foster the competitiveness of its own markets,
rather than advocating a distinct approach.356In the words of Posner and Véron, it
exercised ‘power without purpose’,*’ which did not lead to any restraint of bank influence.

This also applied to the area of OTC derivatives regulation.

After 2008, there were clear signs suggesting the EU intended to move beyond the exercise
of shared regulatory authority with the US. Indeed, in 2009, the EU Commission emphasized
that ‘Europe should play an instrumental role in shaping a global regulatory regime’ and
that a ‘EU framework could serve as a reference for global regulation’.>*® The EU secured
the institutional capacity necessary for charting this new course by upgrading the
Lamfalussy committees to independent supervisory authorities with enhanced powers.*®
The new European Supervisory Authorities (ESAs), the European Securities and Markets
Authority (ESMA), the European Banking Authority (EBA), and the European Insurance and
Occupational Pensions Authority (EIOPA) which became operational in January 2011 took
over all responsibilities of their predecessors, but were also given legal personality.>®

Reflecting on the effect of these institutional developments on post-crisis regulation,
Helleiner and Pagliari have concluded that ‘analysts focusing on inter-state power relations
would be right to identify the growing capacity of the European Union to act collectively,
both unilaterally and at the international level, as [a] significant development [...]’.>*! First
corroborating evidence can be found in the EU Commission’s refusal to provide market
access to US financial institutions on the basis of simple mutual recognition of the
underlying regulatory framework, which would have been the standard approach before
the crisis. For example, non-European dealers operating in the EU were obliged to clear
derivatives through CCPs located in and authorized by the EU. In addition, the EU no longer
allowed US regulators to act as the sole supervisors of American credit rating agencies in
Europe, but insisted on the establishment of local subsidiaries to be placed under its
supervision.362

Power as structural power

338 posner/Véron (2010), Newman/Posner (2018:64f.). This is not to say that there was no intra-European
disagreement. Rather, it was the result of the ‘market-making’ coalition composed of mostly Northern
countries prevailing over the Southern member states which traditionally embraced more of a ‘market-
shaping’ perspective (Posner/Véron (2010) using terminology introduced by Quaglia (2008b)). In areas other
than finance, such as health, food safety, and environment, the EU insisted on more far-reaching regulatory
changes (see for example Vogel (2012) and Pollack/Shaffer (2009)).
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EU Commission quoted in Quaglia (2012:525).

See the report of the De Larosiere Group (2009:chapter 3).

**0 Ferran (2012:134ff.)

36t Helleiner/Pagliari (2010:90)

362 Pagliari (2013a), the EU’s growing power as power through regulatory capacity might also be understood as
a form of ‘power-as-autonomy’ as discussed by Cohen (2006:32).
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The third form of power considered by this study is ‘power as structural power’. The term
was first introduced by Cohen who differentiates between ‘process power’ and ‘structure
power’. Process power denotes an actor’s ‘ability to extract advantage within the existing
interaction situation’, whereas structure power allows her to ‘favorably modify[] the
interaction situation’.>*® The term was subsequently popularized by Strange who defined it
as ‘the power to shape and determine the structures of the global political economy within
which other states, their political institutions, their economic enterprises, and (not least)
their scientists and other professional people have to operate’; it is ‘the power to decide
how things shall be done’.*®*In contrast to ‘relational power’, which operates through the
(threat of) application of direct pressure, the effects of structural power are therefore often
subtle.>® The analysis of structural power through Strange’s analytical lens is further
complicated by the fact that its effect can sometimes also be unintentional, the result of
‘non-decisions’, and/or a consequence of a structurally powerful actor simply ‘being

there’.3%®

Kirshner has proposed a slightly different variation of ‘structural power’ that is certainly not
incompatible with the approaches of Cohen and Strange, but places a somewhat different
emphasis. His conceptualization is inspired by Hirschman’s**’ insights on the effects of
asymmetric trade relations. Kirshner applies these insights to currency relations, with a
particular focus on the pre-eminent position of the USD, which provides the link to this
study. Drawing on Hirschman, he argues that being engaged in a free trade agreement with
a large state has an impact on how a small state perceives its own interests, in the sense
that over time, there will be an alignment of interests of the two trade partners, without
any direct pressure being exercised by the larger on the smaller economy.368 Following
Hirschman, this observation leads him to conclude that, in the resolution of currency-
related questions, ‘the US gains because participation in a dollar-based international
monetary order [...] shapes the perceived self-interests of states [...]'.369 ‘[T]he special role
of the dollar, simply by serving as the axis around which monetary affairs are organized, has
provided the United States with [...] structural power. Choices, frameworks, and relations
are implicitly shaped by the dollar’s international role, and, as with the pattern of
international trade, generate incentives that subtly influence the way actors go about
calculating what is in their best political interest’.>’° As Kirshner’s example shows, ‘power as
structural power’ is not far removed from ‘power as market size’, and in the empirical world
the lines might blur at certain times. However, one of the key differences is that the

exercise of ‘structural power’ does not involve the voicing of any explicit threats, as policy-
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%% Strange (1996:26)
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makers in the ‘smaller’ economy conclude by themselves that it is in their own best interest
to actin a certain way.371

This dissertation will reveal that, in the pre-crisis period, ‘power through market size’
allowed the US to veto global regulatory efforts it did not agree with. Once the EU had
strengthened and centralized its institutional financial decision-making architecture, it used
its ‘power as regulatory capacity’, but not in order to challenge the deregulation course.
‘Power as structural power’ might have mattered in the sense that both the US and the UK
felt that, with the respective other side of the Atlantic offering an attractive marketplace, it
was in their own interest to respond to deregulation abroad with further deregulation at
home in order to prevent the melting away of their respective market share. Prior to 2008,
power in its various manifestations therefore reinforced the ability of the dealer banks to
exercise influence.

In the post-crisis period, there was often no need for the exercise of power, given policy-
maker’s strong embrace of the clearing/margining consensus and the presence of WGMR to
foster agreement. However, it was probably not completely absent. Power was most likely
exercised in two cases, by the EU in the two-way IM mandate case, and by the US in the FX
case. In the two-way IM mandate case, the EU appears to have exercised power vis-a-vis the
US Prudential Regulators, which would have preferred a one-way mandate, by relying on
power through market size and power through regulatory capacity. However, besides
power, the Prudential Regulators’ membership in the transgovernmental community of
WGMR might have equally played a role. In the FX case, it seems that US structural power
might have mattered, in that the EU’s reliance on the USD probably made it adopt an
exemption from IM for certain FX products, against its own preferences and despite the fact
that it held both ‘power as market size’ (with London being the leading market for these
products) and ‘power as regulatory capacity’. However, it was the US that supplied the
traded good, i.e. the currency, and the EU’s dependence on it endowed it with structural
power to push through its preferred policy outcome.

2.3.6 The domestic institutional environment

As with inter-state power, the effect of the domestic institutional environment on dealer
bank influence depends less on the institutions themselves, than on the way in which
domestic institutional arrangements play out over the course of the policy-making process.
Specifically, | concentrate on two dimensions, regulatory fragmentation and the domestic
national institutional set-up, each of which can provide an opening for industry preferences
to shine through. The focus of this thesis rests primarily on regulatory fragmentation.
Sometimes fragmentation opens a window of opportunity for the banks if it moves the

1 As Kirshner notes, his understanding of ‘structural power’ is not dissimilar to ‘soft power’ as understood by

Nye, i.e. ‘getting others to want what you want them to want’ (Kirshner 2008:425).
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policy process closer to their preferences. At other times, it can put into question progress
that the banks thought had already been achieved on their way towards achieving
influence. When speaking about the ‘domestic institutional environment’ with respect to
the EU, | refer to the supranational, rather than the member state level (unless specified
otherwise). In the next section, | will first briefly speak about the terms ‘institutionalism’
and ‘institutions’, before discussing each of the two dimensions listed above.

The literature differentiates between various forms of institutionalisms and their effects on
policy outcomes. Among the most common forms are rational choice, sociological, and
historical institutionalism.?" They vary in function of how they position themselves on the
micro-macro axis and the material-cogntive axis (i.e. interests vs. ideas) , although there can
also be some overlap.373 The rationalist approach supports an understanding according to
which self-interested, utility-maximizing individuals choose institutions on the basis of
mostly fixed, exogenous preferences, the aim being to facilitate coordination that is
considered necessary to create or maintain equilibrium.374 The historical approach, in
contrast, emphasizes the temporal dimension and ‘see[s] institutions as the legacy of
concrete historical processes’.375 The sociological version, in turn, studies institutions
through the lens of cognition and the impact of collectively held norms and shared
unders.tandings..376

| follow Moschella and Tsingou who loosely align their edited volume on post-crisis
incremental change in financial regulation with the historical approach by adopting a
perspective which in their own words is ‘more practical than theoretical’.>”” This approach is
also in line with Helleiner and Pagliari’s invitation to scholars to pay closer attention to the
impact of ‘distinct domestic foundations of policies toward international financial

regulation’.*”®

There are several other studies in the IPE of finance literature which have followed a similar
approach, both with regard to the impact of domestic institutions on international
regulation and vice versa. Walter, for example, has studied how the influence of domestic
institutions in several East Asian jurisdictions has led to ‘mock’, rather than ‘substantive’
compliance with the requirements of Basel I. The key reasons for ‘cosmetic’ compliance
include the prevalence of bank-based financial systems, where banks closely cooperate with
mostly family-owned businesses, as well as other ‘institutional’ features of the more
interventionist, ‘developmental’ state.>”®

2 Fioretos (2011), Thelen (1999)

3”3 Fioretos et al. (2016:21,31 of the pdf)
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For the developed countries, Litz has studied the effect of financial globalization on
financial policy convergence. While she finds significant policy convergence regarding the
content of banking rules, this does not apply to the institutional set-up of domestic financial
regulation. She argues that the domestic institutional context ‘provid[es] actors with
restrictions and opportunity structures’, as a result of which she observes ‘convergence
within national diversity'.380 Focusing on the bottom-up direction, Mattli and Blithe argue
that domestic ‘institutional complementarities’ in terms of the extent to which domestic
stakeholders coordinate amongst each other, and the degree to which the representation
of interests is organized hierarchically determine who can act as a first mover when
international standardization is negotiated, and who has to assume the role of a follower,

having to accept international rules less in line with their domestic institutional context.?*

For the post-crisis period, James and Quaglia have shown that the UK banks’ structural
power to prevent/attenuate Brexit was limited by the ‘reconfiguration of institutional
structures within government’. *®? Indeed, Prime Minister Theresa May closed the
traditional communication channels of the industry with policy-makers by shifting
responsibility for the Brexit negotiations to the newly established Department for Exiting
the European Union and the Department for International Trade, at the expense of the
Treasury which used to be the traditional interlocutor through which the banks had

traditionally channelled their influence.*®

One of the key weaknesses associated with historical institutionalism as an analytical
approach, whether followed narrowly, or more loosely, as in this thesis, is its struggle to
offer ‘forward-looking explanation[s])’.*®* This means that it is difficult to develop predictive
hypotheses of the specific impact of institutions ex ante. As well, one might argue that it is
often problematic to delimit precisely what exactly should be considered an ‘institution’,
and what aspect(s) of domestic arrangements should be explored. Moschella and Tsingou
note that the spectrum of possibilities is rather wide. Indeed, it can range from ‘formal
institutions and rules’, ‘regimes’, and ‘supervisory practices’ to ‘policy practices and

strategies of actors’.>® They themselves consider ‘institutions’ as ‘the result of political

struggles and temporal processes that crystallise interests as well as routines and habits’.3®
This dissertation leans on their definition, but remains aware that this approach does not

fully mitigate either of the two weaknesses.

Regarding regulatory fragmentation, the US is considered a notorious case, as already
mentioned in chapter 1-3.3 with respect to the likelihood of meaningful post-crisis change.
Singer, for instance, notes that the US regulatory agencies often tend to be in conflict with
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each other about the precise contours of financial regulation.®®’ Indeed, the American

financial regulatory bodies were formed over a long period of time, and they are equipped
with different mandates in order to respond to different kinds of risk.>*® The overall set-up
is also reflective of traditional US scepticism vis-a-vis any attempt at concentrating
power.389 However, as a result, there is often disagreement among the authorities as to
which course of regulatory reform should be pursued. From a domestic institutionalist
perspective, one might also associate an element of ‘path dependence”*® with this factor,
in that policy-makers’ present-day decision-making follows a path-dependent trajectory.
This particular aspect, however, will not be at the centre of the analysis.

Overall, the analysis will reveal that prior to 2008, the domestic institutional structure on
both sides of the Atlantic provided a benign environment for dealer bank influence to take
hold. With the exception of the CFTC, which periodically attempted to regulate the
uncleared market, there was cross-institutional consensus on deregulation, the effect of
which was reinforced over time by positive feedback effects.

For the post-crisis period, however, the picture is more complex. On the one hand, the
shock of the crisis was intense enough to rally support for a fundamental re-calibration of
the financial system through the imposition of margin requirements. On the other, agreeing
on the precise ways in which to design the content and contours of post-crisis regulation
often turned out more challenging than agreeing to simply not intrude in the market. In
several cases in the US, regulatory fragmentation in terms of the differing mandates of the
regulatory authorities, as well as historical legacies of jurisdictional battles started shining
through. This sometimes provided an opening for industry preferences to be reflected in
the policy outcome, even though this was probably not a result of causal influence. For the
EU cases, regulatory fragmentation was less relevant, with the partial exemption of the end-
user case. In the pre-crisis period, the main centre of regulatory activity was in London,
where decision-making was centralized, first at the level of the Securities and Investment
Board, and subsequently the FSA (Financial Services Authority). When the EU introduced
consolidated supervision, it was again less a question of a regulatory intrusion. For the post-
crisis period, there is no publicly available evidence suggesting that the ESAs did not all pull
in the same direction.

The second factor relates more narrowly to ‘national’ institutions, with a particular focus on
the EU. Scharpf, for instance, points to the different effects of unitary vs. federal,
parliamentary vs. presidential, and two-party vs. multi-party systems on political decision-
making.>*’. While the US is a truly federal system, the EU is a system sui generis: ‘Less than a

%% Singer (2009:27). See also Moschella/Tsingou (2013a:16) and FDIC chair Sheila Bair’'s memoir (2012:268ff.).
Fioretos (2011:385f.) generalizes the argument for regulatory systems beyond the US.

38 | avelle (2013:114,144). A historical overview can be found in Busch (2009:33ff.).

Coleman (2004:283)

See for example Pierson (2000).

Scharpf (1997:22)
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federation. More than a regime’.>® This thesis is less interested in categorizing the precise

political system of the EU. The moderator also does not capture the augmentation of the
supranational character of the EU, which we already discussed in relation to ‘the nature of
inter-state power relations’. Rather, it focuses on the practical consequences related to this
consolidation in light of the fact that the EU with its 28 member states has federal features,
but is not a state. Post-crisis, the institutional consolidation of the EU meant that EMIR and
the ESAs’ rules applied directly at the member-state level as a regulation. However, the
rules sometimes also had to interact with other domestic institutions that differed across
member states, or had not yet been institutionalized at the EU level. Again, this sometimes
opened a window of opportunity for the banks, but without the overall effect necessarily
being causally related to dealer bank influence.

The thesis does not reflect on the impact of different ‘varieties of capitalism’,>>> which are

sometimes also associated with the domestic ‘institutional context’.>** The ‘varieties of
capitalism’ approach invites the researcher to differentiate between two kinds of capitalist
economies located at either end of a continuous spectrum. On the one end, we find liberal
market economies (such as the UK and the US) that are traditionally dependent on financial
intermediation through capital markets, as opposed to coordinated market economies, such

as Germany, which rely on bank credit-based financial intermediation.®

The key reason for the omission is a practical one, related to the lack of sufficient data on
the individual preferences of EU member states, particularly for the post-crisis period (see
also the discussion on the limitations of this study in section 5 of this chapter). At the same
time, the repercussions of the omission for the overall research appear limited. As we will
see, in the pre-crisis period, both the US and the EU favoured ‘market-friendly regulation’,
i.e. different varieties of capitalism seem to have played a relatively minor role.**® It is also
not entirely clear to what extent this theoretical lens could help us better understand the
post-crisis regulatory response. The use of uncleared derivatives is not a priori limited to, or
concentrated within any specific sector of the economy, although precise data about the
exact distribution is scarce.

Given that the uncleared derivatives business is typically intermediated by the dealer banks,
the classical working hypothesis would be to expect that liberal market economies favour
stronger regulation of the derivatives industry, given their relatively lower reliance on bank-
based credit intermediation, as compared to co-ordinated market economies.>’ However,

%2 Wallace (1983)

Hall/Soskice (2001)

%% Fioretos et al. (2016)

**The two countries are usually considered to be located on either end of the spectrum, with other
economies situated in between. The two types of economies are considered to differ across several other
dimensions of their national economic models including industrial relations, wage negotiations between trade
unions and employers, and systems of corporate governance (Hardie et al. 2013:693).

¥ see Howarth/Quaglia (2016:26).

See for example the discussion in James/Quaglia (2017:3f.).
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as we will see, the earliest and strongest calls for stronger OTC derivatives regulation
emanated from the US, and the limited data available to me suggests that not only the EU
as a whole, but also some key actors in the UK supported a strong regulatory response. This
suggests a rather uniform preference of public officials for regulatory intervention across
different ‘varieties of capitalism’. We will also see that private sector responses did not
display any pattern that might easily be reconciled with the varieties of capitalism logic. For
these reasons, Pagliari equally dismissed the relevance of this factor in his research on the
effect of public issue salience of derivatives regulation on the post-crisis response in the US
and the EU.>*® We might further add that derivatives are also available through non-bank
broker dealers, which renders differentiating between bank/non-bank-based financial
systems more challenging.>*’

Summarizing the individual effects of these moderators, as discussed in existing accounts in
the IPE literature, we can expect the dealer banks to exercise high levels of influence, if

1) they can secure high levels of business unity,

2) the public issue salience of the policy in question is low, or if the banks succeed
in raising the public issue salience of their preferred version of a policy (‘friendly’
issue salience),

3) policy-makers embrace an ideational consensus that encourages delegating
decision-making power to the banks themselves or that is otherwise in line with
their preferences,

4) the banks occupy a central position within the transnational policy community,

5) inter-state power relations (understood as power as market size, power as
regulatory capacity, and/or power as structural power) play out in a way that
does not clash with their preferences, and

6) domestic institutional arrangements (in terms of regulatory fragmentation and
the domestic ‘institutional’ set-up) play out in a way that does not clash with
their preferences.

My overall argument, however, is that we can begin capturing the essence of dealer bank
influence only, if we combine these theoretical explanations and focus on the
interrelationships of the moderators, rather than just their individual effects. The literature
on the banks’ ability to rely on the end-users to create ‘friendly’ issue salience already goes

3% pagliari (2013b:64ff.)
** The thesis largely excludes the broker-dealer segment (see also section 3 of this chapter discussing the case
selection).
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in this direction, as it implicitly connects ‘business unity’ with ‘issue salience’.**® Moreover,

some of the publications | have discussed in this chapter touch on the joint relevance of
moderators in the narrative exposition of their case studies. Examples include James and
Quaglia’s research on the UK banks’ lost battle to prevent Brexit, or Bell and Hindmoor’s
analysis of banks’ structural power over capital regulation in the uK.*!

| suggest going beyond these efforts in favour of explicitly conceptualizing these
connections between the moderators in the analytical framework. In other words, | argue
that it is not just the individual presence of certain moderators, but their particular
combination and interaction that leads to a particular level of dealer bank influence. Each of
the theoretical explanations discussed above contributes important insight, but, on its own,
each one is insufficient to equip us with a grounded understanding of dealer bank influence.
In particular, | propose to focus on the dynamic effect that can sometimes exist among the
moderators. For example, in some cases, the effect of one moderator can have little impact
on dealer bank influence, whereas in other cases, it can produce cascading reactions by
encouraging the effect of other moderators to change, with the joint effect resulting in a
particular level of influence. Such an approach appears particularly promising for those
cases where the needle on the barometer of dealer bank influence changes during the
policy process, before settling on a final category, once the outcome has been produced.
Overall, my argument suggests that a particular level of influence is more than just the
result of the individual effects of each single moderator.

3. The cases: Derivatives deregulation prior to 2008 and the
introduction of mandatory margin requirements after the global
financial crisis in the US and the EU

This thesis focuses on dealer bank influence over derivatives deregulation prior to 2008 and
the introduction of mandatory margin rules for non-centrally cleared derivatives after the
crisis. In terms of jurisdictions, it is limited to two cases, the US and the EU, which have the
largest markets for uncleared derivatives, respectively accounting for 24% and 58% of the
global market in 2007. Figure 7 provides a breakdown of global market share. In the thesis, |
use the terms ‘EU’ and ‘Europe’ interchangeably.

0 gee for example Keller (2016) and Kastner (2017).

% James/Quaglia (2018), Bell/Hindmoor (2017)
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Figure 7: The global market for OTC derivatives
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Given that prior to 2008, there was no specific margin rule, nor was the introduction of
mandatory collateralization requirements seriously discussed, | concentrate on policy-
makers’ broader decisions over keeping the market deregulated and/or deregulating it
further. | treat the pre-crisis period as one case, although, as we will see, there were several
important decisions that served as markers on the deregulation path. The period of
observation covers the time between the early 1970s and 2008. Considering the lack of
existence of, or substantial debate about, a specific margin rule, one might ask whether the
pre-crisis case would not better be considered as ‘background’, rather than a ‘case’.
However, in light of the thesis’ interest in understanding change in dealer bank influence
over policy outcomes in the regulation of OTC derivatives, as well as the corresponding
changes to the moderator configuration, | treat the pre-crisis period as a full ‘case’.

| use the term ‘deregulation’ with a certain amount of qualification. Most importantly, for
the purpose of this research, ‘deregulation’ does not equal ‘lack of regulation’. Indeed,
while some commenters tend to refer to the pre-crisis OTC derivatives market as ‘an
unregulated and dysfunctional private casino’, allowing the large banks to bet money ‘in a
regulatory void’,**? this observation is not entirely accurate. Carruthers, for example,

emphasizes that ‘[t]he OTC market was not anarchic’.*® As we will see, there was in fact a

92 Both quotes are taken from Wigan (2009:158). Rauterberg and Verstein (2013:15) equally reference the

wide-spread application of this ‘[dJominant [n]arrative’.
%93 Carruthers (2013:396)
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significant amount of public intervention. However, this intervention was undertaken with
the aim of unleashing ‘the forces of competition and innovation, as opposed to regulatory
restrictions’.*** Deregulation is qualitatively ‘different’ from much of the intrusive regulation
that occurred post-crisis, but it is not equivalent to the presence of a ‘regulatory void’. Of
course, these pre-crisis initiatives were also complemented with the explicit suppression of
regulation, for example through the adoption of the Commodity Futures Modernization Act
of 2000. However, even such suppression of regulation required legislation to ensure that
‘deregulation’ could take hold. In addition, policy-makers supported self-regulation by the
industry which established numerous bodies and initiatives for this purpose. Against this
wider background, Harvey has concluded that ‘the “unregulated” image of the market was
legally constructed’ through a series of regulatory decisions.*® For the purpose of this
study, | therefore conceive of ‘deregulation’ as market-friendly regulation intended to
remove restraints considered detrimental for market expansion. My approach is certainly
not entirely novel. In his analysis of the emergence of the competition state following the
intensification of economic globalization as of the 1990s, Cerny has noted a trend towards
‘the actual expansion of de facto state intervention and regulation in the name of
competitiveness and marketization’.*® A similar train of thought has been developed by
Vogel who argues that deregulation often leads to ‘freer markets and more rules’.*®” | follow
these lines of reasoning and apply them to the pre-crisis period.

Post-crisis regulation differs from ‘deregulation’. The margin rules are specifically designed
to improve collateralization. Unlike before the crisis, regulation was therefore not premised
anymore on the sole aim of minimizing the cost of doing business. As we will see, the main
purpose policy-makers saw in the margin rules was two-fold: accounting for the systemic
risk emanating from uncleared trades, and incentivizing their transition to the cleared
marketplace. This means that the rules put a corset around the uncleared market, whereas
they are designed to promote the growth of the cleared one. The margin requirements
themselves are based on a detailed and complex rulebook covering almost every dimension
of the collateralization process. | have selected seven specific requirements. Overall, this
results in 8 cases for each of the US and the EU, or 16 cases in total:

(1) Pre-crisis deregulation
(2) The mandatory use of initial margin (IM)

(3) The two-way IM requirement meaning that IM needs to be collected and posted by
the dealers, rather than just collected, which would result in a one-way requirement

% The terminology is borrowed from Underhill (1997:21)

Harvey (2013:345, also 344)
Cerny (2007:251, emphasis in the original)
Vogel (1996:3, emphasis in the original)
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(4) The segregation requirement, meaning IM has to be kept separately from
proprietary assets

(5) The prohibition of rehypothecation, meaning IM must not be recycled by the
receiving counterparty for its own purpose

(6) The exemption of commercial end-users from the margin rules
(7) The exemption of FX swaps and FX forwards from IM, but
(8) not from variation margin (VM)

For the post-crisis period, the period of observation reaches from 2008 to the autumn of
2017, when the bulk of the decision-making process on the margin rule was completed. The
conclusion will reflect on more recent developments.

Regarding the margin rule, | exclude all aspects pertaining to the calculation of the specific
amounts of collateral that need to be posted, the amount of time counterparties have
available to make payments after execution, as well as the kinds of assets deemed eligible
for this purpose. The thesis also leaves aside all questions concerning the cross-border
applicability of the rules, as well as the treatment of inter-affiliate swaps, which is often a
closely related question. The cases | retain represent the building blocks of the new rules on
which the excluded aspects build. These building blocks were also the parts of the rules that
were completed first, whereas the decision-making process on some of the calculation
requirements is still on-going to this date.

At the regulatory level, the EU margin rules were developed jointly by the ESAs, while
regulatory responsibility in the US was spread across several agencies. | concentrate on the
rules developed by the CFTC (which has jurisdiction over most derivatives under Dodd-
Frank) and the joint group of the Prudential Regulators (PRs). There are five PRs: the Federal
Reserve, the OCC, the FDIC, the Farm Credit Administration (FCA), and the Federal Housing
Finance Agency (FHFA). However, the agenda was driven by the first three of the group
which were also the only PRs represented in BCBS-IOSCO’s Working Group on Margin
Requirements. | therefore exclude the FCA and FHFA. While the Fed, OCC, and FDIC act as
the US banking regulators, the CFTC is in charge of non-bank entities.**®

| also leave aside the SEC which has jurisdiction over brokers/broker-dealers. Following the
Securities Exchange Act of 1934, a ‘broker’ is any person that buys and sells securities for
other parties, but is not a bank. Similar to a dealer bank, a broker-dealer is a broker that
also trades for its own firm, often with another broker-dealer. Many banks own brokerage
firms as separately regulated business units or subsidiaries. As a consequence, the list of the
largest broker-dealers is very similar to that of the largest dealer banks. While the agency

“% Details can be found in CFTC (2011b:23733) and PRs (2011:27566, footnote 4).
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published a first draft proposal in 2012,* it did not add a final rule, or a second proposal

during the period of observation. By contrast, the rule-making process pertaining to the
cases | do examine was completed by the other agencies during that time. The lack of a final
SEC rule might invite us to classify it as a successful example of influence by the broker-
dealers in terms of pushing regulation off the agenda. At the current stage, however, the
case leaves too many question and data gaps to allow us to substantiate this conclusion.
Given the lack of final SEC margin rules, security-based swaps in the bespoke US market,
including single-name CDS, are currently not subject to any mandatory margin rules.*'® The
thesis does not address this issue any further.

The EU was represented in WGMR through the ESAs and the EU Commission. This makes it
difficult to differentiate between the legislative and regulatory level for the EU, given that
the Commission is involved in both. Unlike in the US, where final rules by the agencies were
in fact final, the ESAs final draft regulatory standards also needed to be approved by the EU
Commission, as well as the Parliament and the Council. Comparing the US and the EU can
therefore be challenging at times. Bach and Newman note that in these situations, ‘we can
[still] compare processes that — while distinct — can be treated as analytical equivalents,
provided the comparison is appropriately contextualized’.***

4. Methodological approach

Aiming to avoid the pitfalls associated with identifying influence, as explored at the
beginning of this chapter, | employ the method of process tracing. In the words of George
and Bennett, ‘the process tracing method attempts to identify the intervening causal
process — the causal chain and causal mechanism — between an independent variable (or
variables) and the outcome of the dependent variable’.*** More generally, ‘this procedure is
intended to investigate and explain the decision process by which various initial conditions

. 41
are translated into outcomes’.**

| used this method to study the extent to which dealer bank preferences translated into
influence across the individual cases. Specifically, | examined the publicly available official
documents associated with the policy process surrounding the development of the margin
rules. These included draft/final legislation/rules, the comment letters submitted by interest

9 SEC (2012)

% Note that the SEC re-opened the comment period on its 2012 proposal including the request for feedback
on additional questions on 11 October 2018 (see SEC 2018).

a1 Newman/Bach (2004:389, on the basis of insights developed by Locke/Thelen 1998)

George/Bennett (2004:206)

George/McKeown (1985:35). More recent discussions of process tracing can be found in a special issue of
New Political Economy (see for example Trampusch/Palier (2016)) and the volumes by Bennett/Checkel (2015)
and Beach/Pedersen (2013).
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groups, transcripts of hearings, official policy reports, published statements, speeches, etc. |
complemented this research by studying the financial press coverage of the margin rules. Of
particular relevance was Risk.net, a financial news website with a dedicated focus on
regulation and the derivatives markets, and FX Week, a magazine covering developments in
the FX markets. In addition, | pursued an extensive keyword search in order to identify
further information on the policy process.

One might ask whether the strategy of relying on policy-makers’ and interest groups’ own
statements is in fact the best way to identify their true preferences, even though it is widely
adopted by scholars in the field.*** Indeed, the literature warns of the bias that might be
introduced into the research by uncritically adopting this approach. Lowery, for instance,
explains that neither interest groups nor policy-makers ‘take positions in a vacuum. Rather,
they plausibly take positions on issues in anticipation of reactions from other actors’.*"
Specifically, there is the risk of interest groups and policy-makers both publicly adopting
more ‘extreme’ positions than they actually espouse, particularly at the initial stage of the

consultation process, so as to create some manoeuvring room for future negotiations.

Associations have an additional motivation for potentially ‘over-stating’ their preferences.
Young and Pagliari note that the comments submitted by associations ‘leave a record which
demonstrates to their members that they are actively working for a given advocacy
cause’.**® An association’s leadership might therefore have an incentive to be seen as
particularly vocal and active in communicating its members’ preferences to policy-makers,
which might encourage it to advocate exaggerated views. Of course, this presupposes that
its members actually do share a common position on the issue(s) in question to begin with,
which, as we will see, is not always the case.*” One might add that associations, as well as
individual firms, also write with a third audience in mind, i.e. their members’ individual
clients, to whom they might equally want to demonstrate commitment. Again, this could
provide an incentive for overstating preferences.

Disregarding this overall risk might have important repercussions for identifying interest
group influence. If interest groups and/or policy-makers voice overstated preferences, and
interest groups fail to achieve full victory, the final outcome might still overlap (perhaps
even perfectly) with their ‘true’ position. The researcher, however, would wrongly
underestimate their influence. The same applies to comparing policy-makers initial
statements with the final policy outcome. The process tracing analysis, therefore, has to be
conducted carefully.

14 see for example Yackee/Yackee (2006), Kliiver (2012), Chalmers (2017), Young (2012), Pagliari/Young

(2014, 2013), Young/Pagliari (2017a), Préfontaine et al. (2010), Nelson/Yackee (2012), Yackee (2005),
Young/Spagna (2017).

> owery (2013:6)

Young/Pagliari (2017:7)

Smith (2000:42), for example, notes that the members of the US Chamber of Commerce are often divided
to an extent that the association itself cannot forcefully engage in the respective political debate.
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In order to gain a better background understanding of the policy process, | complemented
the detailed document analysis with anonymous research interviews. In total, | conducted
104 anonymous conversations with experts. All interviews took place in person or over the
phone and were semi-structured. | provided thematic anchors, but allowed for flexibility for
the respondents to elaborate on points of interest. In order to protect all interviewees’
identities (a consistently voiced concern given the recent nature of the margin reform), and
because the interviews were used only to gain background understanding to support my
detailed document analysis, | do not provide any information from these interviews or
about the interviewees at any point in the thesis.

Overall, the data basis for the US cases is superior, compared to those for the EU. For
example, the official documentation of many sessions of the EU Parliament is often
succinct, and does not reach beyond the publication of a list of agenda topics in bullet point
form. In some cases, a link to a video recording of a session might be provided, but in
practice, the content is often not accessible, or of suboptimal quality, or provides only
partial coverage. The reports and studies prepared by the Parliament are usually very
detailed, and in many cases one can consult the different versions leading to the final
version. However, there is often little contextual information, which can complicate analysis
of the documents. The official documentation of EU Council meetings is usually also not
very detailed, given that the wording tends to be the result of careful negotiations by
member state representatives who are used to meeting behind closed doors. The reports of
the Commission, by contrast, tend to provide both detail and context. However, they
represent only one segment, although a very important one, of the EU’s decision-making on
the margin rules. By contrast, the US Government Publishing Office provides verbatim
coverage of Congressional hearings, and thus a much richer source of information.

At the regulatory level, the ESAs’ coverage of the rule-making process is by definition of a
technical nature, but considerably more so, when compared to their American peers.
Indeed, the US regulatory agencies often publish detailed minutes of their meetings from
which important details about the decision-making process can be inferred. In addition,
there is a rich archive of speeches, which serves a similar purpose. Regarding the text of the
regulatory rules themselves, the American Procedures Act stipulates that the comments
submitted by interested parties need to be reviewed, which often results in more detailed
contextual explanations of why a particular agency (or group of agencies) adopted a certain
policy.418 The ESAs also carefully considered the comments submitted in response to their
own proposals. For instance, they published a lengthy ‘feedback table’ with additional data
going beyond the information provided in the final draft regulatory standards.*'® However,
from a researcher’s perspective, the US documents provide more contextual richness. With
very few exceptions, there was also very little detailed, publicly available information on the
individual EU member states’ preferences regarding the margin rules.

"8 See Lavelle (2014:119ff.).

% See ESAs (2016b).
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5. Limitations of the study

This study is affected by a number of important limitations. First, regarding the pre-crisis
chapter, the reader will notice its principal focus on deregulation by the US. This imbalance
is informed by the fact that the UK liberalized through one big step in the adoption of the
Big Bang legislation in 1986, while deregulation in the US was a multi-step and multi-year
process. The EU appeared on the scene rather late, meaning it will not be covered in great
detail either. Tsingou confirms that the pre-crisis deregulation was ‘predominantly US-
centred’,*”® which might justify the imbalance. Second, regarding the post-crisis chapters,
my power-related arguments suffer from the weakness that there is often not sufficiently
robust evidence to clear all doubts about the potential validity of alternative, competing
explanations. The third weakness pertains to the post-crisis chapters more generally. It
concerns the fact that the empirical evidence tends to be weaker for the EU than the US
cases. This ‘evidence differential’ is to a large extent informed by the challenges which
arose during the research process and which were already discussed in section 1l-4.

This limitation has important implications. Most significantly, the thesis says little about the
ways in which the preferences of the individual EU member states contributed to the
shaping of the EU’s positions. Ideally, we would be interested in a more detailed exploration
of the ways in which the UK in particular, but also Germany, and France (which host the
largest national continental EU markets) contributed to each of the outcomes discussed in
this study. For the same reason, the policy process leading to the emergence of the G20
consensus and the establishment of WGMR will also not be discussed in detail. While the
focus of the dissertation rests on dealer bank influence, rather than that of the EU’s
member states, we might feel more confident about our conclusions regarding industry
influence, if we knew more about the preferences of UK, German, and French policy-
makers. Given a lack of data, the study also remains silent on the preferences of the
individual ESAs, whereas this aspect of the policy-making process will be explored in detail
for the US cases.

Other limitations apply more evenly to the US and EU cases. Indeed, as a fourth limitation,
the reader might identify an imbalance regarding the thoroughness with which the thesis
explores the various mechanisms through which the industry tried to exercise influence,
particularly with respect to the post-crisis period. Specifically, the thesis says little about the
exact mechanisms through which the banks might have tried to exercise influence through
the provision of information. For example, | often do not differentiate between direct
lobbying of legislators vs. regulators, and whether this lobbying took place at the domestic
or the transnational level. For the EU case, the lack of detailed transcripts of discussions
held in the EU Parliament and EU Council further complicated the task of identifying these

0 Tsingou (2015:243)
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mechanisms. In a similar vein, differentiating between the domestic and transnational level
proved difficult, because interest groups often submitted (nearly) identical letters to their
domestic regulators as well as WGMR, and/or often cc’d policy-makers from the other side
of the Atlantic as well. This complicated the accurate tracing of the way in which dealer
bank influence might have been exercised in this form. There is one important exception.
The end-user case was almost exclusively discussed at the domestic level, both in the US
and the EU, whereas it did not rank high on WGMR’s agenda. Moreover, in terms of
sequencing, the US was already much more advanced when the EU began its official
deliberations. This allows me to provide a much richer picture of the mechanisms through
which influence was exercised, whereas the analysis in this respect is coarser with respect
to the other cases.

Fifth, while the thesis covers a total of 7 post-crisis cases (or 14 if counted at the
jurisdictional level), important areas of the margin rules remain outside its scope. As already
indicated in section 3 of this chapter, the thesis disregards all issues pertaining to eligible
forms of collateral for both IM and VM, the calculation of the numerical amounts of IM that
need to be posted, including the definition of the IM thresholds that apply, and the time
period within which it has to be posted to the counterparty. We cannot exclude that the
industry gained back some of its influence over the discussion of these issues. For example,
seemingly small details regarding calculation requirements might have a tremendous effect
on the actual amounts of collateral that need to be posted. The industry could have lost
with respect to the broad strokes of the margin rules discussed by the thesis, but it could
still have exercised some influence, potentially even significant influence, over the finer
lines of the calculation of the amounts that need to be posted. Overall, this would still signal
a relative loss of influence compared to the pre-crisis period, but the argument would need
to be made in a more nuanced fashion. Without further research, we cannot provide a
definite answer to this question. Overall, given this series of limitations, we should be
extremely careful with respect to generalizing the results derived from the individual case
studies. More generally, the analysis might over- or underestimate the relevance and
importance of some nuances. The complexity of the margin rules, the multi-level and multi-
agency character of the decision-making process, as well as the overall challenges
associated with identifying influence make these risks appear particularly pertinent. The
conclusions of this research should therefore be interpreted cautiously.

6. Conclusion

This chapter has discussed the analytical framework of the study. The theoretical model |
suggest concerns how the influence of dealer bank preferences, articulated through the
provision of information and the projection of structural/structuring power is moderated by
a number of variables, and how the particular level of influence depends on the individual,
joint, and dynamic effect of these moderators. The moderators are business unity, public
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issue salience, policy-makers’ ideational outlook, the state of the transnational policy
community, inter-state power relations, and the domestic institutional environment. The
case studies to which | apply this model include derivatives deregulation prior to 2008 and
selected aspects of the mandatory margin requirements developed after the crisis. The
thesis relies on detailed empirical work. Nonetheless, it is affected by several analytical and
empirical limitations, meaning its conclusions should be interpreted cautiously.
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CHAPTER Ill - Dealer banks’ high influence over the
deregulation of OTC derivatives markets prior to 2008

1. Overview of the chapter

This chapter suggests that in the pre-crisis period, the industry exercised strong influence
over the deregulation of OTC derivatives markets. The dealer banks benefited from a highly
advantageous constellation of factors that individually and jointly allowed them to exercise
influence over policy-makers’ promotion of the deregulation of OTC derivatives. Each of the
moderators identified in the framework worked to the industry’s advantage, but many of
them also fed into one another, which reinforced the overall, positive effect on the strength
of dealer bank influence. As well, given the complexity of the derivatives business, policy-
makers were dependent on the information the banks provided them. In addition, the
industry successfully exercised (or threatened to exercise) both structural and structuring
power. Figure 8 illustrates the pre-crisis case graphically.
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Figure 8: The pre-crisis deregulation cases in the US and the EU
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A green sphere indicates that the respective moderator had a positive individual effect on
the relationship between dealer bank preferences and policy outcome. By contrast, a red
stop sign would signal the opposite. The continuous, thick, green arrow represents the high
level of dealer bank influence. This kind of figure cannot capture a case in all of its facets,
but it can anchor the analysis by visualizing some important elements.

The next sections explore the ways in which the six moderators individually and jointly
fostered dealer bank influence. Section 2 focuses on the ideational outlook which, based on
the ‘efficient market hypothesis’, encouraged competitive deregulation. Section 3 shows
that there was maximum business unity, with ISDA acting as the central voice of the market
and serving as the monopoly provider of its contractual infrastructure, which placed it in a
position from which it could exercise structural/structuring power.

Section 4 discusses the low degree of public issue salience of derivatives regulation, which
was only briefly disrupted by occasional derivatives-related scandals. This section also

76



reveals the extent to which the banks and policy-makers shaped a close-knit transnational
policy community. Their privileged position within the transnational policy community
allowed the banks to fend off public intervention in favour of private self-regulation when
issue salience temporarily rose following some corporate scandals in the early 1990s.
Section 5 reveals that transatlantic power relations among policy-makers promoted, rather
than constrained derivatives market deregulation.

2. The ideational deregulation consensus

The ideational outlook of the pre-crisis era was premised on the efficient market hypothesis
which encouraged competitive deregulation, and thus opened the door for dealer bank
preferences to prevail. Three innovations were particularly relevant. The first was the Black-
Scholes equation published by Fisher Black and Myron Scholes in 1973.*! The formula is
premised on an options pricing model, the use of which provides information as to how to
perfectly hedge a given option. This created the widely-shared impression that ‘risk’ had
lost its unpredictable character, having become a manageable statistic instead. Many
market participants embraced the formula without critically questioning it, in the belief that
it would consistently provide accurate predictions of market prices. In fact, however, it was
the widespread use of the formula itself that provided for this result. A textbook case of

‘verformativity’,**? the formula’s popularity allowed for the ‘remake [of] observable reality

in [its] own image’,**® i.e. market events following the course predicted by the formula were

not a sign of its mathematical prowess or ingenuity, but a testament to its wide-spread use.

The second innovation was the development of the VaR (Value at Risk) methodology
introduced by JP Morgan in the 1980s, which soon become heralded as a form of
sophisticated risk management. VaR allowed market participants to quantify the risk of an
investment in terms of the extent and occurrence ratio of losses to be expected over a given
time period. VaR, however, suffered from several limitations including: First, short time
frames of observation usually not exceeding one year; second, the idea that the Gaussian
probability distribution could be fitted to most, if not any price movement data, without the
need to account for rare, but disastrous ‘black swan’ events; third, the failure to include
additional safeguards to protect against built-in procyclicality which would force firms to
deleverage once a certain risk limit was broken. Rather, the formula was inspired by the
assumption that ‘irreducible uncertainty could be transformed into manageable risk’.**
Most policy-makers did not worry about these and other limitations associated with
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perfectly rational decision-making. Indeed, regulators endorsed VaR as an approved method
for the industry to calculate risk and required capital levels in the Basel Il Accord.*®

The third development concerned the invention of the CDS. Originally developed by Bankers
Trust in 1991, but first produced at a higher volume by JP Morgan, CDS fostered the belief
that risk could be outsourced to the institution(s) most prepared and capable of sustaining
it.*?® The Fed subsequently permitted banks that relied on CDS as a risk management device
to reduce their capital requirements.427

One of the strongest defenders of the market-based approach was Fed Chair Alan
Greenspan who believed that ‘markets are an expression of the deepest truths about
human nature and ..., as a result, they will ultimately be correct’.*?® He also insisted that the
use of hedging through derivatives had invariably minimized risk, as it was now borne by the
counterparties most able and willing to assume it.*° In his view, ‘[cloncentrations of risk are
more readily identified, and when such concentrations exceed the risk appetites of
intermediaries, derivatives and other credit and interest rate risk instruments can be
employed to transfer the underlying risk to other entities. As a result, not only have
individual financial institutions become less vulnerable to shocks from underlying risk
factors, but also the financial system as a whole has become more resilient’.**° Regarding
the use of margin requirements, a member of the Federal Reserve Bank of Chicago
confidently stated that ‘[d]erivatives market participants can and do simply decline to deal
with counterparties who are considered to be not creditworthy and unable to post

sufficient collateral’.**!

In the UK, the free-market philosophy was equally dominant. Looking back, the FSA in 2009
explained that ‘the predominant assumption was that increased complexity had been
matched by the evolution of mathematically sophisticated and effective techniques for
measuring and managing the resulting risks.”*2 ‘[T]he predominant assumption behind
financial market regulation —in the US, the UK and increasingly across the world — has been
that financial markets are capable of being both efficient and rational, and that a key goal of
financial market regulation is to remove the impediments which might produce inefficient

and illiquid markets’.*** The conclusion was clear: ‘{W]holesale market customers are by

definition sophisticated and do not need protection’.434 Along these lines, the governor of
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the Bank of England, Robin Leigh-Pemberton in 1984 declared that the work of regulators

should be informed by ‘reliance on market forces as [much as] we can defend politically’.**®

Overall, the risks of deregulation appeared minimal and manageable, which ignited a
competitive race among policy-makers in terms of each jurisdiction striving to attract as
much of the uncleared business as possible in order to promote economic activity and
growth. The deregulation consensus paired with the desire to win this race made policy-
makers very receptive both to threats of the industry moving the uncleared business
overseas, but also to information on how an ‘exit’ could be prevented and/or how
additional business could be attracted.

3. Maximum business unity with ISDA acting as the uncontested
voice of the market

The key private sector actor in the pre-crisis period, beyond the individual banks
themselves, was ISDA as the industry’s peak business association. It spoke as the central
voice of the market, having successfully ‘turned competitors into collaborators’ since its
formation in 1985.%% Neither the buy-side, nor the end-users participated in the debate to
any significant extent. With business unity thus being undisturbed by conflict, the industry
could send a clear signal about its preferences. Indeed, in the years of the pre-crisis period,
ISDA in the eyes of some observers ‘traveled an amazing course’.”*’ In the words of leading
financial analyst, Frank Partnoy, it was widely considered ‘to be the most powerful and

effective lobbying force in the recent history of financial markets’.**®

Of crucial importance was the establishment and widespread use of ISDA’s ‘Master
Agreement’. First published in 1987 and later updated in 2002, the Master Agreement
emerged from the Code of Standard Wording, Assumptions and Provision for Swaps (known
as the ‘Swaps Code’) published in 1985.%*° Representing a ‘technical system’ through which
counterparties ‘identify themselves as part of a common enterprise’,**® it structures the
backbone of nearly all uncleared trades by providing key definitions and a catalogue of
provisions from which the counterparties can chose to tailor the bilateral contract according
to their preferences.441 By managing the market’s key contractual infrastructure, ISDA

further consolidated its monopoly position as the market’s leading voice.
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The highly mobile character of the OTC derivatives business already by itself made
structural power in terms of the ‘exit’ threat a relatively easy-to-pursue strategy for the
banks. However, ISDA also actively shaped its exit options by employing structuring power.
Specifically, it successfully lobbied foreign jurisdictions to adjust their national legislative
frameworks in such a way as to ensure the enforceability of the key provisions enshrined in
the Master Agreement. Of crucial interest to ISDA was to secure ‘safe harbour’ status for
OTC deals and to receive exemptions from gambling legislation as well as ‘automatic stay’
provisions under the respective bankruptcy code.*”? The idea was to prevent uncleared
deals from being prosecuted as purely ‘speculative investments’ and to guarantee that in
case of a credit event, the surviving counterparty could ‘jump’ the creditor queue and
directly engage in close-out netting without interference by a local bankruptcy judge.**?
ISDA defines ‘close-out netting’ as ‘a process involving termination of obligations under a
contract with a defaulting party and subsequent combining of positive and negative

replacement values into a single net payable or receivable [amount]’.***

In order to facilitate and coordinate the necessary reforms, ISDA developed a ‘Model
Netting Act’ on the basis of which it provided detailed information to policy-makers,
instructing them precisely how their respective legal frameworks needed to be changed in
order to provide the desired legal certainty.*”® The logic of competitive deregulation, and
the wish to ensure the domestic market remained part of ‘the game’ encouraged policy-
makers in many jurisdictions to implement the changes ISDA asked for without much
hesitation.**® In Ireland, for example, the minister in charge made the following statement:
‘I understand that it was the understanding to move ahead more quickly than many of our
competitors. [...] a number of major players in the North American market have signalled
their interest in Dublin....** In Japan, ISDA provided ‘substantial assistance’ to policy-
makers and the ‘final draft [of the Netting Law] draws upon the logic of ISDA’s Model

Netting Act’.**8

In 1994, the BCBS gave banks permission to include the close-out netting methodology in
their capital requirements calculation for countries that had guaranteed the legal
enforceability of the measure.** By 2010, around 40 jurisdictions had adopted the required
changes, including the EU which adopted two related directives in 1996 and 2002."° ISDA’s
principal argument justifying these efforts was inspired by the dominating ideational
outlook of the time, meaning that business unity and the ideational consensus fed off each
other. The association insisted that close-out netting improved market efficiency and that it
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reduced systemic risk, as uncontrolled chain reactions following a credit event would be
prevented.451 More generally, the use of the Master Agreement was widely considered to
provide for ‘a reduction in transactions costs, lower legal fees, less legal risk, and reduced
default risk’.*>?

While these benefits facilitated trading across multiple jurisdictions, they of course also
eased the relocation of business to other countries, meaning this form of structuring power
also reinforced the structural power of the industry. In fact, as the ‘master’ behind the
Master Agreement, ISDA came close to assuming itself the role of a regulator. For example,
in 1998, when Long-Term Credit Bank, one of the largest Japanese banks, risked failing,
policy-makers first turned to ISDA in order to determine whether the bank’s nationalization
would be considered a ‘credit event’ under the Master Agreement. A contract volume of
USD 450bn was at risk. The Japanese authorities proceeded with their bailout plan only
after ISDA had published a document resembling a ‘no action letter’ (normally considered
the prerogative of public regulatory agencies), reassuring policy-makers that the
nationalization would not cause an uncontrollable chain reaction.**?

4. Predominantly low public issue salience, a largely supportive
domestic institutional environment, and the banks’ central position
within the transnational policy community

The UK deregulated the market in one large leap in the form of the Financial Services Act of
1986, as a response to the problems associated with Keynesianism, including stagflation,
unemployment, and low economic growth.454 The ‘Big Bang’ guaranteed the legal
enforceability of uncleared derivatives, regardless of the extent to which they were deemed
’speculative’.455 This set the standard to be reached for the US, whose principal legislative
reference for the governance of derivatives markets was the Commodity Exchange Act of

1936 adopted after the damage caused by speculation during the Great Depression.456

In 1974, Congress had passed an amendment stipulating ‘that futures and options contracts

on virtually all commodities, including financial instruments, be traded on a regulated

exchange [..].**" It also established the CFTC, and charged it with regulating and supervising
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commodity futures, after the SEC had refused to assume jurisdiction over the market.**®

Note, however, that the SEC had jurisdiction over broker-dealers and their use of
derivatives.

For most of the pre-crisis period, public issue salience was low. With the average (‘median’)
voter showing little interest in derivatives regulation, policy-makers tended to fully listen to
the industry. In addition, the banks did not shy away from using (or threatening to use) their
structural power of exiting the market to ensure policy-makers remained attentive to their
demands. Several derivatives-related scandals in the 1990s risked causing an end to this
form of ‘quiet politics’,*® which had provided important leverage for the banks’ influence.
However, public attention quickly faded away, one reason being that the crisis did not spill
over into most voters’ private lives. The domestic institutional environment was widely
supportive of deregulation, the only exception being the CFTC which occasionally attempted
to secure jurisdiction over the uncleared market. However, acting in unison with the
regulators through the transnational policy community, the banks always convinced
Congress that they had the situation under control and that enhanced self-regulation would
render public intervention unnecessary.

Following the UK’s Big Bang, the dealer banks’ concerns grew that uncleared deals would
become subject to the exchange-trading requirement, and thus part of the CFTC’s
jurisdiction. This would have rendered the market much less profitable, given higher levels
of transparency and the tight corset of rules applying to exchange-traded derivatives.*®
There was also growing concern that trades remaining outside the exchange-traded market
could potentially be considered legally unenforceable.*®! In 1987, these fears materialized,
when the CFTC voiced the idea of treating uncleared derivatives, in particular commodity
derivatives, as futures. It also began examining the portfolio of Chase Manhattan and
indicated that bespoke trades might be unenforceable under the CEA.

The dealer banks responded by flexing their structural power muscle and exiting the us.*?
According to one observer, ‘[tJhe domestic commodity swap business ceased to exist as all
deals moved overseas [...]."*** As a result, Congress quickly made the CFTC drop the idea,
with the aim being for business to return to the US market. In 1989, the agency published
the ‘Swap Policy Statement’ according to which most derivatives were excluded from
regulation, on the condition that they were bespoke (and thus unsuitable for trading on an
exchange) and exclusively marketed to ‘sophisticated’ investors.”®* As a consequence, the
domestic commodity swaps market soon recovered.*®®
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However, in 1990, the CFTC’s decision, later upheld in court, to classify Brent oil forward
contracts as futures once again caused the industry to question the agency’s reIiabiIity.466
The banks therefore lobbied Congress to put an end to the uncertainty the CFTC kept
causing. Responding to this pressure, Congress in 1992 passed the Futures Trading Practices
Act which provided the CFTC with the legal authority to grant exemptions from
regulation.467 On this basis, the agency in 1993 adopted ‘Exemptions for certain Contracts
Involving Energy Products’. As a consequence of this rule, public oversight was reduced,
particularly over certain energy trades. The CFTC justified this decision by citing the need to
‘enhance[] the global competitive position of U.S. businesses’.*®® None of these decisions

attracted wider public attention.

Low issue salience, however, risked coming to an end in the early 1990s, when a series of
derivatives-related scandals directed public attention to the uncleared business. In 1991,
Gibson Greetings, the US’s second largest greeting card producer found itself in a loss spiral
caused by its unsuitable use of derivatives, with the situation being aggravated by the fact
that its dealer bank, Bankers Trust, had misled it on several accounts. The corporation
eventually accumulated a loss of USD 27.5mn, i.e. about 10 times the limit it had set.** In
1993, German corporation Metallgesellschaft lost 1.37 billion USD through misapplied OTC
oil trades taken out for hedging purposes by its US subsidiary.*’”® The problems continued in
1994, when the Fed unexpectedly increased interest rates by 25 basis points from 3 to
3.25%, and eventually to 6.8% by the end of the year. This placed many firms with interest
rate swaps in their portfolios in serious difficulties. Among the most prominent victims were
Procter&Gamble and Orange County. The consumer goods manufacturer had turned to
Bankers’ Trust for help to improve its cost management. However, the interest rate swaps it
purchased were only favourable to the firm as long as interest rates were falling, a fact it
had not fully understood. After the interest rate hike, it found itself confronted with a pre-
tax loss of USD 157mn.*"* Orange County suffered an even worse fate, having to file for
bankruptcy. As part of its overall investment strategy, it had bought inverse floaters which
are debt securities whose coupon varies inversely with respect to the prevailing interest
rate. This means they provided income for the county as long as interest rates were stable
or decreasing.472 However, when interest rates suddenly rose, ‘the inverse’ occurred,
resulting in an overall loss of USD 2bn.*"?

Congress was alarmed by this development. Representative Jim Leach (R-1A) compared the
OTC derivatives market to a ‘pyramidal house of cards’. His colleague Byron Dorgan (D-ND)
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approvingly quoted a Fortune article which placed the blame on the doorstep of the dealer
banks: ‘The threat is not from foreign competition, or government deficits or regulation. It is
from Wall Street, and a new form of sophisticated financial bingo called derivatives...
[D]erivatives could swamp our economy in a sea of red ink .... A single default... could ignite
a chain reaction that runs rampant through the financial markets. Inevitably, that would put
deposit insurance funds, and the taxpayers behind it, at risk’ 474 Responding to high issue
salience, Congress discussed several bills that would have reined in the uncleared market.
The Derivatives Safety and Soundness Act of 1994 and the Derivatives Supervision Act of
1994 would have imposed capital, disclosure, and accounting rules.*’”®> The Derivatives
Limitations Act of 1994 in turn would have adopted an even more aggressive approach by
prohibiting proprietary trading by federally insured depository institutions.*’®

The industry, however, did not remain inactive. Already prior to these scandals, it had
established the G30, a transnational expert body composed of (former) representatives
from the private and public sector, think tanks, as well as academia, which together formed
the nucleus of the transnational policy community.”’” The objective was to keep regulatory
intrusion at bay. In 1993, the G30 published a report produced under the guidance of
former Fed governor Paul Volcker who chaired the group and provided it with an
authoritative aura, given his towering reputation acquired during his tenure at the Fed
when he had managed to rein in rampant inflation in the 1970s.

The dealers made several commitments including the promotion of expertise on the part of
dealer bank officials, the development of a suitable operational infrastructure to manage
trade flows, and the sharing of qualitative information on the business with regulators.478
The report insisted that through the use of derivatives ‘systemic risks are not appreciably
aggravated, and supervisory concerns can be addressed within present regulatory

structures and approaches’.479

The G30 report was widely endorsed by regulators including the Fed, OCC, FDIC, CFTC, BCBS
and I0SCO, each of which was satisfied with the commitments the industry had made. The
Fed, for instance, recommended that bank’s ‘[s]enior management should evaluate
regularly the procedures in place to manage risk to ensure that those procedures are
appropriate and sound’.”® The OCC tasked banks with the responsibility of ensuring that
the derivatives business was conducted in line with firms’ ‘overall risk management

philosophy’ and ‘business strategies'.481 The CFTC stated that ‘no fundamental changes in
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regulatory structure appear to be needed’*®”> and the SEC’s chair Arthur Levitt advocated
that securities firms’ efforts to address legal problems should remain entirely ‘voluntary’.*®®
At the transnational level, BCBS and I0SCO joined the choir praising self-regulation. The
BCBS relied on the report when publishing its ‘guidelines [that] bring together practices
used by major international banks’. Underlining the voluntary character of the approach
and clarifying that it did not mean to impose regulation by any means, the committee
added that ‘[w]hile no bank may follow the framework precisely, it could provide guidance

to all banks’.*** 10SCO, in turn, saw no need to issue ‘normative standards’.*®

The banks occupied a central position within the transnational policy community and
formed a nearly inseparable symbiosis with policy-makers. For BIS General Manager Sir
Andrew Crockett, the close-knit community espoused ‘Masonic’ elements. In his eyes, the
groups’ activities demonstrated to public and private sector members alike that ‘their
interests are not different’.”® In the words of John Heimann, former Comptroller of the
Currency and at the time a senior official with Merrill Lynch, the G30 enjoyed ‘credibility

because of member prestige’.”®’ Several regulators from the SEC argued that the ‘G30

would not have come up with recommendations that were not good and sound’.*®

The G30’s report also served as a key piece of information when Congress deliberated
public intervention in 1994. Indeed, a copy of the report was listed as the first supporting
piece of information in a compilation of documents House members had at their disposal
when pondering their decision.***

During the public hearings, ISDA insisted that public intervention ‘would interfere with the
management of banks and their affiliates in a rapidly evolving and competitive activity.’
Rather, ‘industry participants should be allowed to continue their voluntary cooperation
with regulators’.490 The ABA (American Bankers Association) told Congress, the proposed
legislation ‘would seem to accomplish nothing that the regulatory authorities [...] are not
already doing’. It warned policy-makers not to underestimate the effects ‘such legislation
may have on the financial marketplace'.491 Bank of America emphasized that ‘[e]veryone is
concerned that an attempt at legislation could cause significant dislocations in the way the

market operates’. To ensure policy-makers understood the message referencing the
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industry’s structural power, it added that the OTC market ‘is one of the only truly global

product markets, which can move at the drop of a pin'.492

Congress understood. Representative Leach and his colleagues dropped their inflammatory
rhetoric against derivatives. Rather, Leach acknowledged that “[w]e've seen that when you
have uneven regulation, money flows to the least regulated [jurisdiction],” [...] “The only
way to have even regulation is to have Iegislation"'.493 The administration also did not
favour intervention. Treasury Secretary Lloyd Bentsen said it was necessary ‘to be careful
about interfering in markets in too heavy-handed a way’.*** The regulators once again
seconded the industry. The OCC, for example, stated that regulation was not ‘necessary’
and that it would act promptly if it ‘flou]nd current measures to be inadequate’.**> The FDIC
declared that Congress did not have to worry since ‘there are both regulatory and market
safeguards that help to prevent a derivatives induced default at a large institution’.**®
Greenspan believed the Fed was ‘ahead of the curve on this issue as best one can get’.
His support, in particular, was considered of tremendous importance.**® Indeed, a senior
banker told the press (probably only half-jokingly) that the industry actually did not even
have to lobby Congress, ‘“since we have Alan Greenspan [...] doing that””.**® Through their
close cooperation as part of the transnational policy community, the regulators and the
banks succeeded in convincing Congress not to adopt any of the bills. It certainly also
helped that the direct repercussions the corporate scandals had on individual voters’ lives
appeared limited. The public’s attention, and therefore policy-makers’ interest in the issue,

soon moved to other topics, thus allowing ‘quiet politics’>® to take over the reigns again.

497

Note that, despite the industry’s success at preventing legislation, not everybody was
convinced that deregulation was actually as risk-free and unproblematic as the
transnational policy community, with the banks at its centre, had tried to make policy-
makers believe. For example, in 1992, Gerald Corrigan, president of the New York Fed, told
the dealer banks that “’you had all better take a very, very hard look at off-balance sheet
activities””,”®* where much of the derivatives-related exposure began piling up. One year
later, Brian Quinn, Executive Director at the Bank of England commented on the G30 report,
emphasizing that its overall conclusion suggesting that derivatives did not add any risk

‘strikes [him] as somewhat complacent’. He warned that ‘[i]f the demand for this new
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source of profit should expand more quickly than the supply of people capable of doing the
business, there can only be trouble ahead’.”®

One year later, the United States General Accounting Office published a report whose
conclusions anticipated much of the 2008 crisis. It highlighted that ‘[b]ecause the same
relatively few major OTC derivatives dealers now account for a large portion of trading in a
number of markets, the abrupt failure or withdrawal from trading of one of these dealers
could undermine stability in several markets simultaneously, which could lead to a chain of
market withdrawals, possible firm failures, and a systemic crisis. The federal government
would not necessarily intervene just to keep a major OTC derivatives dealer from failing, but
to avert a crisis, the Federal Reserve may be required to serve as lender of last resort to any
major US OTC derivatives dealer, whether regulated or unregulated. [..] The
interrelationships among OTC derivatives dealers and markets worldwide increase the
likelihood that a crisis involving derivatives will be global’.>*

However, with issue salience having reached low levels again and the ideational
deregulation consensus remaining largely unchallenged, the warnings did not have any
significant effect. Also, they were never voiced in a coordinated fashion, and thus did not
reach a level that could have disrupted low issue salience. The technical complexity of the
derivatives business (which even Greenspan after the crisis admitted he had not fully
understood in all its elements®®) further complicated raising long-term interest in
regulation.”® The dominant mantra thus remained that ‘what was good for Wall Street was

good for America’.>%

Under the leadership of Corrigan, who in the meantime had moved through the revolving
door from the New York Fed to Goldman Sachs, and following a suggestion by SEC chair
Levitt, the industry in 1994 established the Derivatives Policy Group as another vehicle of
the transnational policy community. In 1995, the Group formed the Framework for
Voluntary Oversight through which the banks once again promised to enhance risk
management, to provide the regulators with confidential reports on credit risk exposure,
and to prepare and implement guidelines for the adequate management of counterparty
relationships.507 Corrigan emphasized that the industry was very serious about adhering to
this form of self-regulation. In his words, the Group’s promises were ‘commitments’, rather

than ‘recommendations or proposals'.508
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It took another shock with a corresponding increase of public issue salience to reanimate
the discussion about the need for regulation. The crisis in question occurred in 1998 with
the failure of Long Term Capital Management (LTCM), a hedge fund with rock star status,
which, for several years, had provided double-digit returns to its investors.”® Relying to a
large extent on the Black-Scholes formula and having Scholes himself as a board member,
LTCM had invested in a ruble-denominated security known as the GKO (signifying the
Russian initials of the product) on which the Russian government had promised a 40%
return. To hedge this investment, the fund had bought forward contracts on the ruble. In
theory, this should have provided for a flat book, with losses on the GKO being recovered
through the forward. However, once the Russian government defaulted on its debt and
prohibited its banks from meeting their requirements under FX contracts, LTCM saw itself
confronted with exposure levels spiralling out of control.>’°The ensuing chain reaction
swept through the financial markets, causing a serial break of VaR limits, which in turn
risked provoking a fire sale. In order to prevent the worst, a group of banks joined forces
and bought what was left from the firm that had lost 90% of its capital (~USD 4.6bn).>*!

Once again alarmed, the US Congress charged the President’s Working Group on Financial
Markets with drafting a report on LTCM’s debacle. The report noted that ‘[t]he near
collapse of Long-Term Capital Management [...] highlighted the possibility that problems at
one financial institution could be transmitted to other institutions, and potentially pose risks
to the financial system’.”** However, in line with the ideational outlook of the time, a second
report concluded that ‘[t]he sophisticated counterparties that use OTC derivatives simply do

not require the same protections under the CEA as those required by retail investors’.”*?

One of the few regulators not convinced of returning to ‘business as usual’ was CFTC chair
Brooksley Born. In 1998, she published a concept release intended to take stock of the state
of the OTC market, and to derive conclusions about the potential need for regulation. The
text itself was carefully worded, insisting that ‘[tjhe Commission has no preconceived result
in mind. The Commission is open both to evidence in support of broadening its exemptions
and to evidence indicating a need for additional safeguards'.514 However, Born’s public
comments on the concept release made it clear that the agency was in fact pushing for
regulation.515 In one of her 1999 speeches she summarized this ambition in one sentence:
‘These issues [i.e. the issues the CFTC felt the uncleared market was negatively affected by]
include lack of transparency, excessive leverage, insufficient prudential controls, and the

need for greater coordination and cooperation among international regulators’.516 Among
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other measures, Born also considered imposing mandatory margin requirements on
uncleared derivatives.”'’

Her move did not go unnoticed.”*® US Treasury Secretary Robert Rubin (another Goldman
Sachs veteran), Fed governor Greenspan, and SEC chair Levitt immediately responded with
a joint statement intended to undermine the CFTC’s authority: ‘We seriously question the
scope of the CFTC's jurisdiction in this area, and we are very concerned about reports that
the CFTC's action may increase the legal uncertainty concerning certain types of OTC
derivatives’.”* In addition, they convinced Congress to issue a temporal ban on any
derivatives-related regulation for a period long enough to ensure Born could not interfere

anymore until the end of her mandate.>*°

The policy discussions on Capitol Hill regarding the need for public intervention followed the
same pattern as in the early 1990s. The banks insisted they had the situation under control.
They also pointed to their commitment to further self-regulation. Indeed, in 1999, the
Counterparty Risk Management Group (CPRMG), another private sector body, once again
co-led by Corrigan, published a report on the lessons of LTCM’s failure. It suggested the
banks improve their trade documentation and pursue informal exchanges with
regulators. °** However, the report also insisted that its conclusions were
‘recommendations’, rather than ‘static or “one size fits all” commitments. Above all, it
clarified that ‘[iJt would be a mistake to attempt to codify risk management practices in that
fashion’.>*?ISDA warned Congress that the ... recent actions and statements of the CFTC
culminating in its Concept Release concerning privately-negotiated swaps have undercut
and imperilled the legal certainty that has until now existed for swaps through in large
measure, the foresight and efforts of Congress. Moreover, the CFTC has sent a chill through
this business by raising the specter that it may seek to impose new restrictions on privately-
negotiated swap transactions’.”®®> A dealer bank alliance composed of Citigroup, Chase
Manhattan, Credit Suisse, Goldman Sachs, Merrill Lynch and Morgan Stanley reminded
legislators of the banks’ structural power of using the exit by voicing the barely concealed
threat that a ‘yes’ in favour of the bill would “"prevent the flight of our domestic financial
derivatives business abroad”’.>**

The threat was once again effective. Senator Richard Lugar (R-IN) showed himself impressed
after ‘an electronic demonstration’ the industry had organized on Capitol Hill during which a
bank official ‘transacted a trade right in front of [policy-makers] on his computer on a
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European market ..".>*> This demonstration did not mean that policy-makers actually fully

understood what they had just seen on the screen. Senator Trent Lott (R-Miss.) a few years
later made the following statement which revealed to extent to which policy-makers had to
rely on the information the industry provided them with. He said that ‘I hope we won’t do a
test here to ask Senators to define what a derivative is. In fact, we have been checking
Webster’s, trying to make sure we understand the definition of derivative. After having read
the definition, | don’t think it clears up anything’.>*® Indeed, prior to 2008, many policy-
makers were often hugely impressed by bankers’ (personal) financial success, to the extent
that they believed that the industry’s business decisions could not be anything but smart
and correct, and that it was Congress’ duty to provide the banks with the best conditions to

expand their market share.?’

In the hearing during which the live demonstration of the trade took place, Senator Phil
Gramm (R-TX) pointed out that ‘[w]e have competition from all over the world that would
very much like to see this goose that lays the golden egg, these financial markets, roosting

in their coop. They are trying to do things to attract it’.>*®

Rather than imposing constraints on uncleared derivatives, Congress decided to deregulate
the market once and forever through the adoption of the Commodity Futures
Modernization Act of 2000 which codified the previously temporal prohibition of the CFTC
to regulate the uncleared market. While a crucial decision, the public barely took notice of
it, since the media were largely pre-occupied with the Supreme Court’s vote on the winner
of the presidential elections (Al Gore vs. George W. Bush).>*® Even within Congress, the bill
did not attract much attention, having been added at the last minute as a rider to an
11,000-page omnibus appropriations conference report and put up for vote only a few days
before the Christmas break.>*°

US firms were determined to ensure the OTC business would remain free from any further
intrusion. By the mid-2000s, the New York Fed’s president and CEO, Timothy Geithner,
started being concerned about the growing operational infrastructure problems of the
market. Indeed, the dealers suffered from backlogs of trade confirmation caused by the
widespread reliance on handwritten notes and faxed orders, rather than electronic trade
processing. Moreover, they often novated (i.e. re-assigned) trades to a new counterparty
without informing the other one, which caused further confusion. Geithner convinced the
banks to optimize their back-office activities, which resulted in a drop of the backlog of
unconfirmed CDS by 92% and a tripling of electronic trade processing of equity derivatives
to 94% by 2008.%** However, in a volume published after the crisis, he stated he was realistic
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enough not ‘to overstate the importance of these reforms. [...] Large banks and nonbanks
had a mutual interest in upgrading their derivatives infrastructure, so we managed to
persuade them to upgrade it. But we couldn’t persuade enough of them to reduce their
leverage or manage their risks more carefully, because they didn’t think that was in their

interest’.”?

Overall, with the exception of the CFTC, which occasionally attempted to intervene in the
uncleared market, the US domestic institutional environment was benign for the banks to
exercise influence. From a domestic institutional point of view, securing the success of
deregulation was largely unproblematic, particularly if it meant for regulators to simply not
get involved with counterparties’ decision-making rationales. Policy-makers realized they
could keep the US’ market share stable or growing only if they continued on the
deregulation path. The industry’s past success in terms of securing market growth also
provided positive feedback effects, which increased the weight of its voice and influence. As
well, the deregulation consensus had acquired a strong institutional presence in the other
regulatory agencies, which kept the CFTC in check and helped ‘guide’ Congress’ actions.

Around the turn of the millennium, the UK equally assured the market that the deregulated
status of uncleared derivatives would not be touched upon. In the 1990s, policy-makers and
financial firms had begun noticing the shift from traditional ‘relationship banking’ to
‘transaction banking’, where clients’ main criterion for the choice of their bank was the
price of the transaction, rather than their past relationship with an individual firm. In their
view, the US banks appeared to be clearly winning the race.”® In order to retain the
business, policy-makers therefore decided to reinforce the deregulated status of uncleared
derivatives through the Financial Services and Market Act of 2000 which explicitly exempted
bespoke trades between sophisticated counterparties from regulation.534

Institutionally, the domestic environment provided an equally fertile environment for the
banks to influence policy outcomes. The regulatory authorities which could have
constrained the market, first the Securities and Investment Board and later the FSA both
subscribed to a ‘noninterventionist approach’, which over the years became deeply
engrained in both authorities’ institutional identity.535 Regulators’ expectations vis-a-vis the
banks were detailed in The London Code of Conduct.’*® Its leitmotif ‘[was] that the
wholesale markets are for professionals, and participants are expected to look after their
own interests. Core principles will generally assume that their counterparties, whether or
not also professionals, have the capability to make independent decisions; all principals

should assess for themselves the risks of dealing in the wholesale markets’.”*’
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Predominantly low levels of issue salience, a benign domestic institutional environment,
and the banks’ privileged position within the transnational policy community thus
individually and jointly provided the ground for deregulation to take hold, persist, and
continue.

5. Inter-state power relations fostering the deregulation trend

The nature of transatlantic inter-state power relations further supported the strength of
this factor constellation. During extended periods of the pre-crisis period, inter-state power
between public policy-makers did not play any major explicit role. One might argue, though,
that structural power kept lurking in the background of competitive deregulation, in the
sense that policy-makers felt it was in their own interest to pursue this course of action to
prevent the respective other side of the Atlantic from siphoning away market share.
However, there were also two episodes where power was more clearly at play. The
outcome, however, never constrained the banks and their successful exercise of influence.

In the first case, the UK was concerned that its deeply rooted regulatory structure based on
the consolidated supervision of financial institutions might disadvantage its banks vis-a-vis
their US competitors. Consolidated supervision means that prudential supervision was
exercised over financial groups across all organizational levels including the holding
company as well as its divisions and subsidiaries. It also meant that no part was exempt
from capital requirements.538 The SEC, by contrast, did not impose regulation on its broker-
dealers on a consolidated basis. In addition, most of the US derivatives business used to be
channelled through unregulated holding institutions, which did not have to post capital, and
therefore frequently succeeded in outcompeting their UK peers.539 Indeed, US shops, above
all Goldman Sachs and Morgan Stanley, dominated the list of the securities firms most
appreciated by UK clients in London.>*°

To resolve the predicament, the UK brought up the issue within 105CO,>** hoping for the
development of an international capital adequacy standard for securities firms, similar to
the one the BCBS had succeeded in establishing for the banks a few years earlier.** From
the SEC's point of view, however, this would have equalled intrusive regulation of the
uncleared business. The failure of US investment bank Drexel Burnham Lambert in 1990
following irregularities in its junk bond business increased the UK’s hope that the SEC would
support a global arrangement.>*

> The information for this paragraph is drawn from Singer (2010:98).
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The agency, however, refused taking this step, claiming that increasing the transparency of
holding companies through more detailed reporting requirements was sufficient. This
course of action, of course, fully reflected the deregulation consensus. It meant little
interference with securities firms’ derivatives business, which was fully in line with the
industry’s preferences. Congress was equally satisfied with this solution and did not
demand any further action.”* The SEC therefore vetoed any I0SCO-led solution. According
to a 1992 I0SCO report, it considered ‘that prudential consolidation does not provide any
discernible advantages. [...] [It] creates unnecessarily high expectations and therefore risk

along with unnecessary costs’.>*

What put the SEC in the position to torpedo international regulation was its dominant
market share. Singer argues that ‘[d]ata on the derivatives business of firms in the late
1980s and early 1990s are notoriously difficult to find, and the patchy data that do exist [...]
are generally not helpful as indicators of international market share’.>*® Nonetheless, to
policy-makers, results such as those of the survey referenced above were sufficient to
indicate the US’s leading position in the market. With the American investment banks
arguably controlling the bulk of the uncleared business, an international agreement against
US preferences was not viable. The EU at that time did not play any major role at the
international level.

The topic of consolidated supervision, however, only temporarily disappeared from policy-
makers’ agenda. Following its steps towards institutional consolidation, the EU picked it up
again a decade later in the early 2000s. This time, the SEC found itself in a situation where
the other side of the Atlantic disposed of both market power and power through regulatory
capacity. This combination paralyzed its own veto power, and the US had to align itself with
Europe’s preferences. Indeed, following a series of market-integration reforms,* the EU
adopted the Financial Conglomerates Directive of 2002 which stipulated that all non-EU
financial conglomerates with operations in Europe were to become subject to consolidated
supervision. The content of the directive, however, ‘was more an accident of history than an
indicator of a willingness to manage gIobaIization’,548 i.e. policy-makers did not intend to
abandon the deregulatory paradigm. Rather, its objective was to promote financial
integration within the EU and to streamline the regulation of European universal banks.>*
The directive had EU-wide application, i.e. it covered the entire European market, including
the City in London, which provided EU policy-makers with a lever during their transatlantic
negotiations with the SEC. It required foreign jurisdictions to successfully complete an
equivalence determination in order for their firms to continue enjoying access to the
European market. The non-attribution of the equivalence label would have had serious
consequences. For example, it would have resulted in foreign conglomerates being
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supervised directly by the EU, which would have entailed the financially burdensome ‘ring-
fencing’ of their assets, as well as other costs.>°

Again, we lack the necessary data to comprehensively evaluate the situation from a market
share perspective. The BIS, however, has collected some data on national shares for interest
rate and FX derivatives. This data suggests that for interest rate derivatives, the EU in 2004
accounted for 69% of global market volume (the global share of the UK being 42%), with the
US trailing behind with 24%. Regarding the FX sector, the ranking was similar, with the EU
leading with 49% (the global share of the UK being 32%) and the US market accounting for
no more than 19%.>' The threat of the US losing access to the EU market, therefore,
appears to have been meaningful. Without rapid action, the US securities firms under SEC
supervision would have no longer had the opportunity to conduct business in Europe.
Further confirmation underlining the seriousness of the EU’s threat and thus the
effectiveness of its power as market share cum regulatory influence can be found in the
response by US financial firms which immediately started pushing for the adoption of the
regulatory changes necessary for obtaining a positive equivalence decision by the EU. As
Maxfield notes, ‘[a]lny foot-dragging by US authorities would [have] put US firms‘’ European

operations at a competitive disadvantage against European firms operating in Europe’.>*

The SEC complied, and in 2004 established the Consolidated Supervised Entities programme
which brought securities firms’ entire corporate structure under consolidated supervision.
While of voluntary nature, all of the five large broker-dealers (i.e. Bear Stearns, Goldman
Sachs, Lehman Brothers, Merrill Lynch, and Morgan Stanley) eagerly participated.553 Despite
this regulatory activity, it is important to stress that neither the SEC’s programme, nor the
EU’s directive restrained firms’ uncleared business.”>* While the SEC obliged the firms in the
programme to keep a minimum capital base of USD 1bn and to inform the agency if the
base decreased to less than USD 5bn,>* it provided for immediate compensation by
allowing them to significantly increase their leverage ratio (i.e. the ratio of debt to equity).
Transatlantic power relations among policy-makers therefore did not constrain the dealers’
pre-crisis influence either.

6. Conclusion
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This chapter has analyzed dealer banks’ dominant influence over the deregulation of OTC
derivatives prior to 2008. The banks, whose preference was to keep intrusive regulation at
bay, benefited from a unique factor constellation. Each of the six moderators identified in
the analytical framework served as an open floodgate providing leverage for their influence
to take hold. First, the industry benefited from maximum business unity, with conflict being
virtually absent. This allowed ISDA and the banks to send an undiluted message about their
preferences. Through the Master Agreement, ISDA also served as the monopoly provider of
the market’s contractual infrastructure. Its success in having key jurisdictions adjust their
legal framework such as to ensure compatibility with the contractual arrangements
contained in the Master Agreement, allowed the banks to exercise structuring power in
terms of shaping its exit options. This, in turn, endowed the industry with further structural
power, and it frequently threatened to move the highly mobile uncleared business across
the Atlantic to the City of London, if policy-makers did not heed bankers’ demands. Second,
the dominance of the efficient market hypothesis made the risks of deregulation appear
minimal, animating policy-makers to enter a race of competitive deregulation in terms of
each jurisdiction striving to attract as much market share as possible. Third, the banks also
benefited from the fact that public issue salience was generally low, and that warnings
against the risks of deregulation never succeeded in mobilizing a critical audience. Following
sudden spikes of issue salience, the industry’s central position within the transnational
policy community allowed for a joint bank-regulator effort to tame the risk of public
intervention, keep the CFTC in check at the domestic institutional level, and to subsequently
enshrine the unregulated status of OTC derivatives through the adoption of corresponding
legislation. The high complexity of derivatives also meant that policy-makers willingly relied
on the information the banks supplied them with. The nature of inter-state power relations
between policy-makers never challenged the deregulation course, and in the case of the
SEC even further promoted it. The domestic institutional environment was also benign for
dealer bank influence to take hold. In the US, the CFTC several times tried to regulate the
market, but was reined in by the other agencies which had all largely embraced the
deregulation course as part of their institutional identity.

The high level of bank influence was not only promoted by the individual effects of the
moderators, but also by their joint interaction. The absence of business conflict fostered the
banks’ position within the transnational policy community whose members subscribed to
the deregulation consensus, which consolidated support for deregulation among most
members at the domestic institutional level, which again fed back into the ideational
deregulation consensus. The dominance of this consensus also ensured that inter-state
power plays never had a market-constraining effect. Predominantly low levels of public
issue salience provided further stability to this configuration. Occasional spikes of issue
salience and the attempts by the CFTC to rein in the market could not shake this
constellation, and therefore did not lower dealer banks’ level of influence.
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CHAPTER IV - Over-arching changes to the post-crisis
factor constellation

1. Overview of the chapter

Before proceeding with the analysis of dealer bank influence over the development of the
post-crisis margin rules, this chapter explains the post-crisis context within which the
development of the new requirements took place. It covers several changes that transcend
the analysis of the individual rules. Discussing these aspects separately upfront is
advantageous, as it facilitates our understanding of the debate on the individual rule
elements covered in the subsequent chapters. Specifically, this chapter focuses on three of
the moderators in the overall post-crisis configuration, i.e. high public issue salience, the
ideational clearing/margining consensus, and the dealers’ loss of their privileged position
within the transnational policy community. It will be limited to overarching commonalities,
while the individual case study chapters will provide further evidence and case-specific
nuance. The other moderators, i.e. business unity, inter-state power relations, and the
domestic institutional environment remain outside this part of the analysis.

Section 2 shows that policy-makers’ immediate response to the crisis was not to drop the
deregulation consensus, but to privilege continued self-regulation by the industry. The
banks did not oppose central clearing and margining per se, but expected them to be
industry-led initiatives, without any intrusion by policy-makers. The dealers were initially
fully convinced they would be able to continue exercising dominant influence over the
design of the post-crisis derivatives governance arrangements. However, their progress
towards addressing the problems in the market was limited, and, this time, they faced a
backlash.

Section 3 reveals that the unprecedented public intervention required to stabilize the
economy after the crisis made the public issue salience of derivatives regulation skyrocket.
As a consequence, policy-makers deemed continued reliance on self-regulation untenable.
Instead, they advocated public intervention and an end to competitive deregulation.

Section 4 explores the new ideational consensus that emerged in response to policy-
makers’ determination to turn their backs to the deregulation of the uncleared market. The
main pillar of the new consensus was the promotion of central clearing, given that centrally
cleared derivatives had fared much better during the crisis than many bespoke ones.
Section 4.1 examines the clearing consensus which was informed by several ideas: First, the
idea that CCPs would reduce interconnectedness, second, the fact that they had
successfully weathered the crisis, third, the reassurance by CCP officials that they were
willing to take over the new business and that regulators had experience in overseeing

96



these entities, and fourth, that the overall idea allowed policy-makers to show strength and
determination during times of crisis. Section 4.2 reveals that policy-makers soon had to
realize that a substantial fraction of the bespoke market would be unsuitable for central
clearing, which required identifying a different regulatory solution for uncleared products.
They settled on mandatory collateralization, so as to import a key feature of the cleared
into the uncleared market. The new ideational consensus was two-fold: Policy-makers
believed that mandatory margin requirements for non-centrally cleared derivatives would
account for the higher systemic risk emanating from bespoke trades and that they would
encourage investors to shift suitable trades to CCPs. Section 4.3 shows that the US
immediately acted upon the new consensus, taking on the role of a first-mover in the
development of the margin rules. Europe, however, soon began lagging behind. From the
point of view of the US, some skeptical EU voices questioning the utility of margin
requirements cast doubt on Europe’s willingness to follow through with the reform. This
raised the spectre of the return of competitive deregulation. Following strong
encouragement by the US, policy-makers therefore decided to establish an international
working group through BCBS-I0OSCO (known as the Working Group on Margin Requirements
(WGMR)), which solidified the ideational post-crisis consensus and committed itself to the
development of a harmonized set of global rules.

Section 5 discusses evidence of the deteriorating relationship between regulators and the
industry within the transnational policy community that was characteristic of the rollout of
the margin requirements more generally, but without being tied to a particular rule
element. It indicates that the banks found themselves expulsed from the centre of the
community, relegated to its margin.

2. The initial persistence of the deregulation consensus: Self-
regulation by the industry as the first public response to the crisis

As the 2008 crisis began to unfold, policy-makers did not immediately abandon the
deregulation consensus that had dominated in the pre-crisis period. In April 2008, the
Financial Stability Forum limited itself to recommending that ‘[m]arket participants should
act promptly to ensure that the settlement, legal and operational infrastructure underlying
OTC derivatives markets is sound’.>*® The communiqué of the G20 summit in Washington,
D.C. of November 2008 did not deviate from the deregulation consensus either. For
example, the declaration recommended that ‘[r]egulators should [...] encourage financial
firms to reexamine their internal controls and implement strengthened policies for sound
risk management. [...] Supervisors should ensure that financial firms develop processes that
provide for timely and comprehensive measurement of risk concentrations and large

>>® ESF (2008)
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counterparty risk positions across products and geographies’.>’ Regarding the OTC market,

the G20 charged regulators with the task of ‘speed[ing] efforts to reduce the systemic risks
of CDS and over-the-counter (OTC) derivatives transactions [...], expand OTC derivatives
market transparency; and ensure that the infrastructure for OTC derivatives can support
growing volumes’.>® Fed chair Ben Bernanke clearly approved of emphasizing firms’ self-
regulatory efforts. ‘Correcting these weaknesses’, he observed ‘is, first and foremost, the

responsibility of the firms’ managements and they have powerful incentives to do so’.>*°

The industry immediately began developing plans, strategies, and commitments to address
the problems revealed by the crisis. The Counterparty Risk Management Policy Group
(CRMPG), a group composed of senior officials from the largest US and EU dealer banks
whose aim was to promote strong corporate risk management strategies, decided on a
series of recommendations including the improved management of valuation disputes as
well as more sophisticated trade confirmation and collateral management processes.”® In
addition, it discussed the advantages of central clearing. ‘A central counterparty’, it argued,
‘helps address many of the deficiencies of the current market foundation’. The group
therefore suggested ‘that the industry move with deliberate speed toward the creation of
one or more such counterparties [...]".°** The dealer banks did indeed associate some key
advantages with central clearing:*®* For example, some of them expected that the increased
standardization of trades through central clearing might lower their operational costs.
Others were optimistic that central clearing might turn into a new business line they would
be able to control. There was also a strategic component in that the industry hoped that its
embrace of central clearing would prevent policy-makers from adopting even more far-
reaching reforms, such as the mandatory trading of contracts on exchanges.

However, from the banks’ point of view, it was imperative that these initiatives were
industry-led and would ‘not compromise the integrity or robustness of the [uncleared]
marketplace’, as the CRMPG put it.>®® This clarification left no doubt that the industry was
unwilling to give up the deregulated status of bilateral trades. Rather, it argued that reforms
had to be conducted ‘in_a manner that preserves the ability of firms to execute and
maintain bespoke transactions which serve legitimate economic interests’.”®* The dealer
banks were therefore not prepared to lose any influence over the development of the
contours of the post-crisis derivatives market. In line with the industry’s previous
commitments, CRMPG declared it ‘firmly believes that these recommendations are more
than just aspirational in nature. Rather, they are concrete goals that, if implemented by
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major market participants, will substantially enhance the credit market’s resilience to stress

events and conditions, including the failure of one or more major counterparties'.565

Following these initial promises, the large dealers, known as the G15,>%® pledged that each
of them would centrally clear at least 95% of new eligible credit derivative trades and 90%
of new eligible interest rate derivatives as of the end of 2009.°%’ In 2009, the banks renewed
these promises, declaring that ‘[t]he industry commits to broaden the set of OTC derivatives
for clearing, taking into account risk, liquidity, default management and other factors. The
industry also commits to elevated targets for clearing dealer-to-dealer swaps and to work
with clearinghouses to accelerate the growth of clearing for transactions between dealers

and buy-side market participants’.>®® The dealers also committed themselves to ‘proactively

inform’ the relevant authorities’,”® in case the successful completion of these projects were
to be threatened by unexpected delays. Regarding the margining of trades that would
remain uncleared, the banks pledged to ‘enhance bilateral collateralization arrangements to
ensure robust risk management’.>’® In Europe, the Derivatives Working Group comprising
industry representatives and public sector officials from (supra-)national authorities worked

on similar market-based solutions to those being developed in the US.>"*

3. High public issue salience of derivatives regulation and policy-
makers’ embrace of a market-shaping philosophy

Up until this point, the policy process looked very similar to the pre-crisis era, with the
banks in the driver’s seat. The industry’s effective progress towards meaningful self-
regulation was limited, falling short of the expectations it had created, which also did not
differ significantly from the pre-crisis period. For example, by the end of 2009, no more than
a third, rather than the promised 90% of eligible interest rate contracts were centrally
cleared, and, in the eyes of the regulators, there were few indications of far-reaching
improvements to counterparty risk management.>’? In Europe, the industry’s progress

>%> CRMPG (2008:104)

The G15 comprised Bank of America-Merrill Lynch, Barclays Capital, BNP Paribas, Citigroup, Commerzbank
AG, Credit Suisse, Deutsche Bank AG, Goldman Sachs & Co, HSBC Group, International Swaps and Derivatives
Association, Inc., JP Morgan Chase, Morgan Stanley, The Royal Bank of Scotland, Société Générale, UBS AG,
Wachovia Bank, N.A.

>%7 puffie et al. (2010:13, table 2). ‘Eligible’ trades means trades for which a central clearing infrastructure
exists.

*%% |SDA (2010b)

AllianceBernstein et al. (2010:10)

AllianceBernstein et al. (2010:2)

>"! pagliari (2013b:161)

>’2 see for example Duffie et al. (2010:12).
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towards clearing was even further limited, given policy-makers’ insistence on central

clearing activities being located inside the EU, rather than in the us.>”.

What was different this time was the persistently high public issue salience attributed to
derivatives regulation and financial regulation in the US and Europe more generally.574 The
dramatic consequences of the crisis which quickly turned into the worst recession since the
Great Depression in terms of record unemployment and wide-spread foreclosures meant
public attention would not vanish as quickly as during earlier episodes of distressed
derivatives markets.>” In addition, unprecedented public intervention in form of the large-
scale bail-out of AIG, the Treasury’s purchase of illiquid assets through the USD 700bn
Troubled Asset Relief Programme - both funded with tax-payer money of which financial
firms decided to use a portion to pay for bonuses while the average voter was suffering -, as
well as various other broad-based Fed-administered lending facilities comprising an
additional several hundreds of billions of USD kept the American public on its toes.>’®
Another factor capturing public attention was the high volatility of commodity prices that
had resulted in steep price increases, which were widely attributed to speculation by
financial investors.>”’ As a consequence, the industry found itself confronted with an
unprecedented degree of outrage and antagonism, particularly in the US Congress, where
policy-makers’ statements across the aisle were garnished with an unheard degree of
hostile metaphoricity. As a result, a broad coalition of policy-makers advocated dispensing
with self-regulation and pursuing public intervention in the OTC derivatives market.

The chair of the House Agriculture Committee, Collin Peterson (D-MN) argued ‘I trust these
guys about as far as | could throw them’,””® and Brad Miller (D-North Carolina) specified he
considered them ‘an agent of destruction for the gross domestic product and of
impoverishment for the middle class’.®”® One of the representatives of New York,
Democratic Congressman Joseph Crowley, demanded ‘ending the era of Cowboy Capitalism’
and his colleague Carolyn McCarthy (D-New York) decried the ‘irresponsibility, arrogance,

and hypocrisy’ of the financial sector.>®

Congressman Jeb Hensarling (R-Texas) condemned compensation being financed with
bailout money as ‘the outrage of the week’, but insisted that ‘the greater outrage ought to
be taxpayer money used to sustain counterparties to make them whole, counterparties who

>”3 Grant/Tait (2009), Price (2009)

See Pagliari (2013b)
>” Estimates suggest that the crisis imposed a cost USD 50.000-120.000 per US household (Luttrell et al. 2013:
1)
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Estimates suggest that US banks used USD 18.4bn out of the USD 700bn for compensation purposes
(Moore 2009:89). An overview of the stabilization measures is provided in US Treasury Department (2012a).
>"7 see for example Clapp/Helleiner (2012). Pirrong (2010) provides an account questioning the link between
speculation and food price volatility.

>’ peterson quoted in Chung et al. (2009).

> Miller quoted in US House Financial Services Committee (2010:27).

Crowley quoted in US House Financial Services Committee (2008a:23) and McCarthy quoted in House
Financial Services Committee (2009b:134).
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undertook a risk versus taxpayers who did not take the risk’.>®' Republican presidential
primaries candidate of 2008, Mike Huckabee, in turn, deplored that Congress had ‘ask[ed]
taxpayers to suck up the staggering results of the hubris, greed, and arrogance of those who
sought to make a quick buck by throwing the dice’.”®? Andre Carson (D-IN) weighed in,
demanding that ‘[t]ax subsidized corporate welfare must end. It is unbecoming, unjust, and
unpatriotic. [...] The greed of Wall Street that flourished under these deregulation policies

have [sic] now brought our economy to her knees’.”®

Speaking about CDS, Barney Frank (D-Mass.), chair of the House Financial Services
Committee, argued that bankers ‘were issuing life insurance on vampires. They didn’t think
they needed any money because vampires don’t die. And then when the vampires died,
they didn’t have any money’.”® Unsatisfied with the statement by ISDA’s CEO, Robert
Pickel, that his organization did not perform any self-regulatory functions and therefore did
not take any action against AIG writing CDS for half the world, Brad Sherman (D-California),
summarized ISDA’s mission with the words that ‘if the devil wants to join your organization,
the only question is, does his dues check clear’.”®> He demanded decisive action, refuting
the classical answer of “Well, this is just a private market decision.” Tell that to the
taxpayers who have bailed out AlG. [...] Let us not be told that the present system is fine as
long as the taxpayers write the check’.’®® During a radio show in his home state, Senator
Charles Grassley (R-lowa) even went as far as to suggest that the AlIG leadership ‘follow the
Japanese example and come before the American people and take that deep bow and say,
I’'m sorry, and then either do one of two things: resign or go commit suicide’. He went on to
specify that ‘in the case of the Japanese, they usually commit suicide before they make any
apology’.587 A comment Goldman Sachs CEO, Lloyd Blankfein, made in an interview
according to which he was ‘doing God’s work’ was unsuitable to calm down policy-makers’
outrage.’®®

Summing up the public mood, Barney Frank and Senator Chris Dodd (D-CT, chair of the
Senate Banking Committee), whose names would become associated with the Dodd-Frank
Act argued that time was ripe for public intervention. In a meeting with bankers, Frank said
‘[t]here’s going to be a bill, and either you’re going to have to get on the bus or be run over
by it’,>% language that very much contrasted with policy-makers’ pre-crisis rhetoric aimed
at letting the industry drive the bus itself. In a 2012 article entitled ‘Why Dodd-Frank is
necessary’, Dodd reflected on his work on the bill as representing ‘a long overdue

>t Hensarling quoted in US House Financial Services Committee (2009b:13).

> Huckabee quoted in Easton (2008).

>% Carson quoted in US House Financial Services Committee (2008a:15f.).

># Erank quoted in US House Financial Services Committee (2008b:81).

Sherman quoted in US House Financial Services Committee (2009d:28); see also Sherman quoted in US
House Financial Services Committee (2009e:63).

>% Sherman quoted in US House Financial Services Committee (2009d:10).

> Grassley quoted in Nichols (2009).

>%8 Blankfein quoted in Phillips (2009).

> Erank quoted in Kaiser (2013:527).
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regulatory overhaul [..] that fundamentally changed the way the financial sector

operates’.*®

Regulators voiced their support. CFTC chair Gary Gensler stated ‘I support the concept of
regulating derivatives because they helped cause the problem'.591 FDIC chair Sheila Bair
stated ‘[t]he Industry Needs Regulation to Prevent Excesses’>">. Fed Governor Daniel Tarullo
supported ‘regulatory reorientation’,””> and Fed chair Ben Bernanke, in a reversal of his
initial position, called for ‘changes to the financial rules of the game’, urging ‘Congress to
close regulatory gaps’.>®* Further impetus for ending self-regulation was provided by the
team of the ‘Three Marketeers’, Greenspan, Summers, and Rubin who had wholeheartedly
embraced derivatives deregulation in the 1990s, a decision they now publicly distanced
themselves from. Most famously, Alan Greenspan acknowledged being ‘in a state of
shocked disbelief’ and feeling ‘distressed’ by the ‘flaw’ he had identified in his prior
regulatory philosophy. ‘The whole intellectual edifice [...] collapsed’, he declared.’® In a
similar way, Larry Summers, now President Obama’s chief economist, presented himself as
‘reeducated’ by the crisis, admitting to not having had ‘perfect foresight’ when deregulating
derivatives.”*® Robert Rubin, in turn, had already insisted prior to the crisis having always
been aware of the fact that derivatives ‘could pose problems’, particularly ‘when the system
is stressed’, but that back in the 1990s his concerns had not been listened to.>*” More
generally, CFTC chair Bair declared the end of competitive deregulation. ‘Pursuing financial
institution competitiveness as a policy goal in a way that compromises safety-and-

soundness, [...] will ultimately harm both our financial institutions and our economy’.>*®

The only group of policy-makers less convinced of the need for public intervention, and
therefore more inclined towards continued self-regulation, were the Republicans. They
were as outraged as the Democrats about the misuse of bailout money for compensation
purposes, but they doubted that derivatives were the culprits of the crisis. ‘[L]ook[ing] at all
the root causes of our economic turmoil’, Hensarling declared, had not made him feel ‘quite
convinced [...] that the derivatives market is among them’.”® His colleague, Congressman
Scott Garrett (R-NJ), shared similar convictions, warning not to extrapolate from AIG. In his
view, reforms should not be undertaken solely informed ‘by the fact that one high profile
financial institution, AIG, made a bad investment decision’.®® Referring to the industry’s

commitments, he observed that ‘[t]he private sector has made significant progress in a

> Dodd (2012)

! Gensler quoted in US Senate Banking Committee (2010:180).

>%2 Bair (2011a, with capital letters in the original)

Tarullo (2009)

> Bernanke (2009a and 2009b)

>® Greenspan quoted in Andrews (2008).

>% Summers qguoted in Hirsh (2009b).

**” Rubin (2004:287)

>% Bair quoted in US House Financial Services Committee (2011b:62).

>% Hensarling quoted in US House Financial Services Committee (2009e:7).
0 Garrett qguoted in US House Financial Services Committee (2009d:3).
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relatively short period of time [...], and | think we should look at this further’.®®* In a similar

vein, Congressman Spencer Bachus (R-Alabama) applauded the industry’s pledges,
considering them ‘efforts to remind us that market-based solutions are capable of
generating the information that investors and companies need to make informed
decisions’.®®® However, the Republicans’ scepticism did not change the course of the
debate.

Compared to the US, the political system of the EU is marked by a complex combination of
inter-governmentalism and supranational centralization, which is often perceived as several
steps removed from the average citizen. Also, the European Parliament does not publish
minutes of its sessions to the same extent and with the same degree of detail as the US
Congress, and the deliberations of the EU institutions figure much less prominently in the
news. The tone of the political debate in Europe was therefore less dramatic.®® Moreover,
the crisis was initially widely associated with problems having originated in the US, rather
than in Europe, even though financial institutions from the EU, such as some German
Landesbanken had avidly invested in MBS-related products.®® Nonetheless, derivatives
regulation was still a highly salient issue.

European Commissioner for Internal Market and Services, Charlie McCreevy, argued that
‘Iw]hen the crisis started, neither the market nor supervisors knew who was bearing what
risk in the economy. But now, it has become obvious: It’s the taxpayer’.®® His successor
Michel Barnier who believed the lack of regulation had turned the OTC derivatives market
into a ‘Wild West territory’606 called for a ‘new deal between financial regulation and
society’.607 Regarding the role derivatives had played in the crisis, Christian Noyer, governor
of the Banque de France, argued it was ‘crystal clear that [...] financial innovation based on
credit derivatives was at the heart of the financial crisis’.®%® Pointing to the repercussions of
the crisis, his counterpart at the Bank of England, governor Mark Carney agreed that ‘over
the counter (OTC) derivatives markets were a path for contagion rather than a source of

strength'.609

The EU Parliament equally noted that ‘OTC derivatives have helped to make large market

participants mutually dependent even when they are regulated entities’,®* thus guestioning

%! Garrett guoted in US House Financial Services Committee (2009d:4).

Bachus quoted in US House Financial Services Committee (2009d:6). Note that on a personal level, Bachus
was not opposed to central clearing, saying ‘l personally believe that most derivatives, if they are not too
highly customized, should be placed in a clearinghouse situation. It helps you identify risk and define risk’ (see
US House Financial Services Committee (2009d:5)).

%3 Eor a similar finding, see Pagliari (2013b:125)

Schwartz (2016:88f.)

%% McCreevy (2009)

5% Barnier quoted in O’Donnell (2010).

7 Barnier (2010), see also Barnier (2011,2012b).

%% Noyer (2010:1)

Carney (2013:12)

EU Parliament (2010a:2)
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one of the industry’s pre-crisis arguments according to which derivatives regulation was
unnecessary given that deals were exclusively made by counterparties that were
sophisticated and already heavily regulated themselves. The EU Commission, in turn,
criticized the structure of the OTC derivatives market, observing that ‘the private nature of
contracting with limited public information, the complex web of mutual dependence, the
difficulties of understanding the nature and level of risks — increases uncertainty in times of
market stress and accordingly poses risks to financial stability'.611 Making a similar
argument, the EU Council concluded that ‘such characteristics increase uncertainty in times

of market stress and accordingly, pose risks to financial stability’.%"?

OTC derivatives were not only criticized for their role in the failures of Lehman Brothers and
AIG, but also for their contribution to the Greek sovereign debt crisis.®** Banks’s reputation
in the EU received a severe hit once it became clear that Goldman Sachs had assisted the
Greek government to swap its debt into the future, while at the same time purchasing CDS
to protect itself against a potential Greek default.®** Against this background, the heads of
state/ government from France, Germany, Greece, and Luxembourg urged EU Commission
President Barroso to study ‘the role and impact of speculative practices in connection with
CDS trading in the government bonds of European countries’, and the EU parliament also
pushed for encompassing reform in this area.®®> The European Parliament’s vice-president,
Arlene McCarthy, called on the Commission to take measures ‘to stop banks assisting
European governments in hiding public debt’.?*® The banks were dealt another blow when
the EU Commission opened judicial procedures against several financial institutions
suspected of having formed cartels in order to manipulate the London and Euro Inter Bank
Offered Rates, LIBOR and EURIBOR.®*” While derivatives had impacted each of these events
and developments in different ways and to varying extents, the ‘d-word’ acquired a bad
taste.

As in the US, putting an end deregulation, thus, ranked high on policy-makers’ agenda.
French President Sarkozy stated that ‘[s]elf-regulation as a way of solving all problems is
finished. Laissez-faire is finished’.®*® Lord Adair Turner, the head of the UK’s FSA, admitted
to the ‘intellectual failure’®®® of the pre-crisis system and called upon his regulator
colleagues to ‘not treat it as a given that direct product regulation is by definition
inappropriate’.620Joaquin Almunia, EU Commissioner for Competition, argued ‘[t]he age of
deregulation has produced a financial sector which has grown too large and too complex for

11 EU Commission (2009a:5)

EU Council (2011:3)

See Helleiner (2014c:113f.).

Carney (2010)

®1> pagliari (2013b:168)

o16 McCarthy quoted in Moya (2010).

EU Commission (2011), Croucher (2013)
018 Sarkozy quoted in Quaglia (2012:529).
* Turner quoted in Quaglia (2012:528).
%20 ESA (2009a:110)
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comfort; which serves its own interests a whole lot better than the interest of the rest of us;
and which poses a serious threat to the stability of our economies’.®*! Along similar lines,
Barnier demanded ‘a paradigm shift away from the traditional view that derivatives are
financial instruments for professional use and thus require only light-handed regulation'.622
The EU Council emphasized ‘[t]he financial crisis has clearly demonstrated the weaknesses
of the current regulatory framework’®?® and that ‘[ijncentives to promote the use of CCPs
have not proven to be sufficient [...]".*** It therefore approved a move ‘from so-called “light-
handed regulation” to a more ambitious and comprehensive regulatory policy'.625 The UK
FSA and HM Treasury, as well as the EU Commission each also provided a list of more
technical reasons they believed made self-regulation inadequate for solving the problems in

the market for uncleared derivatives.®%®

4. The emergence of the clearing and margining consensus

4.1 The transatlantic consensus on the clearing mandate

Building on their earlier efforts of encouraging the industry to move trades to CCPs, policy-
makers quickly settled on central clearing as the overarching objective of the new
regulatory system. The empirical evidence reveals four inter-related reasons that made the
clearing idea appear as the ideal candidate.

First, policy-makers pointed to the suitability of the clearing mechanism for reducing
interconnectedness. Geithner highlighted that ‘[c]learing has the attribute that no longer
would the financial system be so interconnected. Individual firms, rather than having
exposures to each other, would have the clearinghouse that has to have the discipline of
daily mark-to-market and daily posting of collateral.”®®’ The other US regulators agreed.
CFTC chair Gensler stated that ‘[b]ly mandating the use of central clearinghouses,
institutions would become much less interconnected, mitigating risk and increasing
transparency’.628 FDIC chair Bair pointed out that ‘concentrations of derivatives exposures
among certain dealers helped catalyze systemic breakdown’ and therefore wished to see

standardized derivatives to be traded ‘through a regulated, centralized counterparty

2 Almunia (2012)

%22 Barnier quoted in Quaglia (2012:528f.).

%23 EU Council (2009a:5)

EU Council (2011:6)

EU Council (2009b)

These lists can be found in FSA and HM Treasury (2009:16f) and EU Commission (2009b:14ff. of the pdf).

527 Geithner quoted in US Senate Agriculture Committee (2009a:8, see also 2009¢:15,27).

%28 Gensler quoted in US Congress (2010b:31) with reference to his Senate Banking committee testimony of 22
September 2009.
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system’.®” The Fed insisted that ‘CCPs offer an important tool for managing counterparty
credit risk, and thus they can reduce risk to market participants and to the financial

system’.%*°

European policy-makers joined the chorus. For Jean-Pierre Jouyet, president of the French
Autorité des Marchés Financiers, ‘CCPs are the fire-doors’ breaking up the high degree of
financial interconnectedness among market actors that ‘shut automatically’ in case of an
institution’s failure.®®** The UK FSA and HM Treasury considered central clearing ‘a key step
in mitigating this risk. A CCP can impose consistent and robust risk management practices as
well as act as a circuit breaker to the default of a member’.%*?> At the Bank of England,
Andrew Haldane viewed central clearing as a solution to the crisis as CCPs’ ‘hub-and-spokes’
structure serves as a shock absorber, breaking the loss cascade that would normally ensue

in the uncleared world, following a large counterparty’s default.®*?

The EU Commission declared that it is ‘[...] robust margining procedures and other risk
management controls that render the CCP the most creditworthy counterparty. Margins are
effective, initial margins are always calculated irrespectively of the counterparty of the
trade, future replacement cost is duly taken into account and exposures are generally fully
collateralised on a daily basis’.** The EU Council equally approved of central clearing, calling
the margin system ‘the primary line of defence for a CCP’.%*®> The EU Parliament, in turn,
commissioned an academic expert study on the basis of which it ‘[b]ack[ed] the call for the

compulsory introduction of CCP clearing’.®*®

Second, policy-makers and regulators noted that CCPs had proven their resilience and
reliability during the 2008 crisis.®*” For example, LCH.Clearnet, which had held USD 9tn of
Lehman’s cleared interest swaps, wound down the portfolio with minimal disruption,
auctioning off the positions within less than a month of the bankruptcy without imposing
any losses on other counterparties.638 This process crucially hinged on the USD 2bn of IM
Lehman had posted with the clearing house.®* By contrast, untangling Lehman’s uncleared

2% Bair (2009a), see also Bair (2010b).

839 patricia White of the Fed quoted in US Senate Banking Committee (2009e:56).

631 Jouyet (2010:2), see also Banque de France governor Noyer (2010:3).

FSA and HM Treasury (2009:11)

Haldane (2011:4)

EU Commission (2009b:17 of the pdf)

EU Council (2010a:13; see also 2010b:4,7ff.)

EU Parliament (2010a:4), for the expert study see EU Parliament (2009).

Note that problems have not been unknown in the history of CCPs. Failures, such as those of the Caisse de
Liquidation in Paris of 1974, the Kuala Lumpur Commodities Clearing House of 1983, clearing member Volume
Investors of Comex Clearing Association in 1985, and the Hong Kong Futures Exchange of 1987 did occur.
However, the size and repercussions of these failures were limited and contained (see Tucker (2013:180),
Compass Lexecon (2013:20)).

%38 Global Custodian (2008)

639 Gregory (2014:42f.) The Hong Kong Securities Clearing Company had to use some of its members’ default
fund contributions to close out the Lehman portfolio, but did not have to escalate the process to another level
of the waterfall (Gregory 2014:42f.) The default fund acts as an additional layer of safety. It is a hierarchically
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business turned out a hugely difficult process that took years and resulted in much more
substantial losses.®* Indeed, 10 years after the crisis, the insolvency proceedings have still
not been completed.641

The CFTC observed that CCPs had ‘met all their financial obligations without the infusion of
any capital from the Federal government. This was not the case in the world of uncleared
swaps'.642 The Fed noted that ‘[t]he collateral Lehman Brothers had posted covered all
losses on its positions, and thus the clearinghouse did not have to use any of its other
financial resources’.®”® Gensler also pointed out that, if AIG had been subject to the ‘harsh
discipline’ of the margining regime imposed by CCPs, its problems would have been
identified much earlier and could thus have been contained at a less critical stage.®** More
generally, he observed that ‘[t]hroughout this entire financial crisis, trades that were carried
out through regulated exchanges and clearinghouses continued to be cleared and
settled’,®”® with Comptroller of the Currency, John Dugan and FDIC chair Bair, making very

similar statements.®*®

In Europe, Haldane attributed the attractiveness of the clearing model to its successful
performance during the crisis: ‘Experience during the crisis means we now know why [to
pursue it]’.**" In a similar way, the EU Commission observed that ‘CCPs have proven to be
resilient even under stressed market conditions as the one we are facing today and showed

their ability to ensure normal market functioning in case of failure of a major market player
[...11.648

Third, the existence of fully operational CCPs that could take on uncleared derivatives and
that regulators had experience in supervising rendered the clearing solution even more
attractive. In the US, the CFTC and SEC could draw on decades of experience in regulating
and supervising derivatives clearing agencies and securities clearing agencies
respectively.649 Gensler’s immediate predecessor Walt Lukken who left the CFTC in 2008
emphasized that ‘[c]learinghouses have been functioning for many years as a means for

organized multi-level pool of money, known as the waterfall, which provides further liquidity to the CCP (see
for example Gregory (2014:38, 141f.).

™ 2017, i.e. nine years after the crisis, discussions on potential settlements were still ongoing (see for
example Randles 2017).

1 Carter (2018)

*2 Commissioner Dunn quoted in CFTC (2011a:9), see also Ananda Radhakrishnan of the CFTC quoted in US
House Agriculture Committee (2008b:136).

®3 patrick Parkinson of the Fed quoted in US House Agriculture Committee (2008b:76).

See Gensler quoted in US Senate Banking Committee (2009e:19).

Gensler quoted in US Congress (2010b:31) with reference to his Senate Banking committee testimony of 22
September 2009.

646 Dugan and Bair quoted in US Senate Banking Committee (2009b:187,209).

Haldane (2009:29)

EU Commission (2009b:17 of the pdf)
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mitigating the risks associated with exchange-traded financial products’.®*® The Fed
observed that the markets were already beginning to transition the OTC business to CCPs,
which would facilitate the process of rolling out the new model for OTC derivatives: ‘Market
participants have already established several CCPs to provide clearing services for some OTC
interest rate, energy, and credit derivative contracts. Regulators both in the United States
and abroad are seeking to speed the development of new CCPs and to broaden the product

line of existing CCPs”.%>!

In Europe, the UK FSA noted ‘[t]here are currently six potential providers of CCP services
which have announced their intention to launch CDS clearing’.”* The EU Commission also
commented favourably, emphasizing that clearing was ‘the most immediate way of
addressing the limitations’ the crisis had revealed and ‘the most effective way of reducing
credit risk [that] is broadly feasible in all market segments’.®>® Table 2 provides an overview

of the largest CCPs operational in 2010.

Table 2: Central clearing market structure in 2010

Table 3.1. Currently Operational Over-the-Counter Derivative Central Counterparties

Coritract Type

Platforn | Domicile) Intenest rate swap Credit default swap Fareign exchange Eruities Other’

CME Clearing (U5 v
BM&FBovespa (Brazil) v v v
Eurex Clearing AG (Germany) o o o
EurpnestsLIFFE BClear (LK) ¥
KE Clear Canada (Canada)
KCE Clear Europe (LK)
BCE Truist (LS.
LCH Cleamet (LK) v
LCH Cleamet SA (France) v
100 Intematicral Deratioes v

Clearinghouse U5
HASDAL O Stockhalm AR

(Swveden)
K5 Clearing [Horway)
S Asislear (Singapore)

S %
T e R R

%

S

Source: IMF staff
"0ther includes commedities, energy, feight, and macrosconomic (e.g., inflation] indicatars.

Source: IMF (2010:94)

Crucially, not only the regulators and some of the large banks favoured the clearing
solution, but the CCPs themselves were also eager to take on the new business.
LCH.Clearnet emphasized that ‘CCPs across the world performed in an exemplary fashion at
the height of the financial crisis in 2008, providing safe harbours at a time of extreme

%% ukken quoted in US House Agriculture Committee (2008b:6).

%1 patricia White of the Fed quoted in US Senate Banking Committee (2009e:56).
®2 FSA (2009b:176)

%3 EU Commission (2009b:16,4)
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uncertainty’.®** CME observed that ‘[o]ur clearinghouse has a proven ability to scale

operations to meet the demands of new markets and of unexpected volatility’.®> The firm
signalled it was ready ‘to help alleviate the risks to the economy’ emanating from the entire
OTC market.®® Referring specifically to CDS, Eurex voiced its optimism that clearing ‘will
bring significant benefits to the OTC market [...]".**” ICE communicated to policy-makers that
‘we could be ready to begin that process by year’s end. We don’t need a significant lead

time’.58

Fourth, the speed with which policy-makers thought they could implement the clearing
solution must not be underestimated. Indeed, high issue salience acted as a further
incentive for policy-makers’ quick and solid embrace of the clearing solution. According to
this interpretation, the height of the crisis, with every regulatory agency being under
intense public scrutiny, was not the time to experiment with any new form of financial
infrastructure. CCPs were ready, had weathered the crisis well, and allowed regulators to
demonstrate leadership and strength at times when high levels of public attention called for
decisive action. Given the complexity of the topic, many legislators struggled to fully
understand the concepts of derivatives and clearing. Early in the process, Barney Frank, for
example, confessed his inability to recognize a derivative even ‘if it hit [him] on the face’.®*®
Senator Mike Crapo (R-ID) asked: ‘What exactly are we talking about there when we talk
about establishing a clearing counterparty or a clearing system?’®®® However, despite the
complexity of the concept, it was clear that policy-makers demanded a decisive response to
the crisis. Collin Peterson’s (D-MN) call for rapid action was representative, when he urged
regulators to give him a ‘sense of how quick we can get this clearing mechanism
established’.%®*

Building on the clearing consensus and acting on their expectation of a fully operational
clearing infrastructure being quickly available, the G20 at their Pittsburgh summit of 2009
formalized the objective of having all standardized derivatives centrally-cleared ‘by end-
2012 at the latest’.®®® For trades remaining in the uncleared marketplace, higher capital

requirements were decided.®®

8% LCH.Clearnet chair Aigrain (2013:155)

Kim Taylor of CME quoted in US House Agriculture Committee (2008b:54).

CME chair and CEO Terrence Duffy quoted in US Senate Agriculture Committee (2008:40).

Thomas Book of Eurex quoted in US House Agriculture Committee (2008b:170).

Jonathan Short of ICE quoted in US House Agriculture Committee (2008b:174).

®9 Erank quoted in Zubrod (2014). Following a steep learning curve, he would later joke having learned more
‘than [he] ever wanted to know’ (see Protess 2011).

660 Crapo quoted in US Senate Agriculture Committee (2008:51).
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4.2 The transatlantic agreement on the need for margining uncleared
derivatives

Policy-makers initially expected that 90% or even more of the OTC market would transition
to CCPs. Sheila Bair, for example, at one point spoke of ‘limited circumstances’ under which
OTC deals would remain uncleared.®® However, policy-makers overestimated the share of
OTC deals fitting the profile for central clearing.

There were three main challenges. First, central clearing requires a minimum level of
fungibility in terms of trades sharing very similar, ideally identical, characteristics. For
example, multilateral netting can only performed efficiently if trades are similar enough to
each other to cancel each other out.®®> Moreover, the calculation of margin requirements
hinges on the liquidity of the trade in question, meaning there must be a sufficiently high
number of buyers and sellers whose transactions can provide the required data.®®® Given
that CCPs (re-)calculate VM on a daily basis, the underlying computations need to be
relatively easy to perform. The central clearing of sparsely traded bespoke contracts is,
therefore, operationally and conceptually difficult (and thus also unprofitable). In times of
crisis, the central clearing of unsuitable contracts can actually enhance risk and incur losses
for the CCP, if the clearing house is unable to find new counterparties willing to quickly
purchase the unwound trades and/or provide similar ones for replacement purposes.667
Research by the FSB reinforced these concerns by showing that many bespoke trades were
tailored to an extent that their valuation might take several days, which rendered them
unsuitable for central cIearing.668 As we saw in table 1, central clearing has been most
significant with respect to interest rate and credit derivatives which tend to display a
relatively high level of standardization, whereas other contract types have largely remained
in the uncleared marketplace.

A second, closely related problem was that standardization turned out to be not as easily
achievable, as policy-makers initially expected. Indeed, many trades are intentionally tailor-
made to provide for optimal hedging, which can be beneficial from an accounting
perspective. The rules of the International Accounting Standards Board and the US Financial
Accounting Standards Board both stipulate that in order for hedge accounting benefits to
prevail, the hedge must be ‘highly effective’, meaning the derivative and the underlying risk
must co-evolve in a highly correlated manner. For example, according to IAS 39, the hedge
must offset fair-value gains and losses on the hedged item within a band of 80-125%.
Similar rules apply under US GAAP. The lack of hedge accounting treatment introduces
volatility to a firm’s profit and loss accounting which, in turn, can result in enhanced capital

%% Bair (2010a)

%> Gregory (2014:19)
606 Gregory (2014:32,132)
%7 Duffie et al. (2010:7f.), Duffie (2011:65f.)

%% FSB (2010:19)
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costs.®® Initially, many policy-makers appeared to believe the hedge accounting corridor

was large enough for standardization and central clearing to occur, but this optimism soon
vanished.

A third concern emerged once policy-makers realized market actors’ widespread tendency
‘to exploit loopholes in regulations'.670 For example, one specialist observed that ‘good
lawyers can make any derivative customized in about 10 minutes if it will enable the issuer
to escape additional regulatory cost’.®”* This realization about the potential ease with which
market actors might engage in regulatory avoidance further lowered the initial optimism

regarding the uptake of central clearing.

Policy-makers therefore had to correct their initial expectations about the extent of central
clearing downwards. In practice, this process did not work as smoothly as it might appear
from reading these paragraphs. Rather, it was a slow process of learning that already began
in 2009. Regarding updated estimates about the ratio of cleared derivatives, the UK FSA in
2009 expected that half the market of CDS could remain uncleared.®’ In a similar spirit, the
IMF in 2010 estimated that one third of CDS, one quarter of interest rate derivatives, and
two thirds of the other asset classes would remain uncleared.®”? The EU Commission simply
observed that ‘not all OTC derivatives are suitable for CCP-clearing’.®”* In the US, Geithner
was not yet willing to give up hope, and declared that the Administration was planning to
‘propose a broad definition of ‘standardised’ OTC derivatives that will be capable of
evolving with the markets [...]".°”> However, it was obvious that this would be a challenging
endeavour. In fact, the term ‘standardized’ has never been clearly defined in either
jurisdiction. Rather, both the US and the EU legal provisions stipulate precise product
categories for which central clearing has become mandatory.676 The Fed in later years
expected a clearing ratio of no more than 60%,%”” which is very close to the ratio reached in
2018 (see table 1).

The likelihood of a significant fraction of OTC deals remaining uncleared meant a regulatory
solution for this market segment had to be found. The consensus quickly settled on margin
requirements which represent one of the key defining parameters of settlement via central
clearing. Already in 2009, policy-makers had discussed a potential margin mandate. The FSF
had recommended that ‘[a]uthorities should review enforcing minimum initial margins and

9 FSB (2010:20, with more detail provided in footnotes 26 and 27). A detailed explanation of hedge

accounting can be found in PWC (2005), with recent updates available in PWC (2016).

®7% FSB (2010:20)

John C. Coffee Jr., Adolf A. Berle Professor at the Columbia University Law School quoted in US Senate
Banking Committee (2009f:232).

%72 ESA (2009a:83)

IMF (2010:101, footnotes 1 and 3 of table 3.2). See also the interpretation of BCBS and 10SCO (2012:2).

EU Commission (2010b:32)

®7 Geithner quoted in Madigan (2009e).
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haircuts for OTC derivatives and securities financing transactions’.®’® Later in the same year,

the G20’s Pittsburgh Working Group had called upon policy-makers to ‘enhance incentives
needed for the use of central counterparties’ and had identified margin requirements as a
viable ‘aspect’ for ‘making regulatory regimes more effective’,’”® but the final communiqué
did not include an explicit reference to margin for uncleared derivatives. In both cases, the
initial optimism about the applicability of the clearing solution had relegated the need of
margining uncleared trades into the background.

However, once it became clear that central clearing would not cover the entire market,
there appeared to be shared consensus on moving forward with the margining mandate.
Most importantly, margin requirements would allow policy-makers to import a key element
of central clearing into the uncleared market. In Europe, Noyer in 2010 noted that ‘[a]
consensus among policy makers and beyond has [...] emerged to try and force a change in
the OTC derivatives market to make it adopt as much as possible the technical features and
infrastructures of organised markets.”®®® In the UK, both the UK’s FSA and Treasury already
voiced support for subjecting uncleared derivatives to margin requirements one year earlier
in 2009. They commented that ‘[t]he near-collapse of AIG is an example where commercial
decisions regarding these bilateral arrangements resulted in incomplete mitigation of the
counterparty risk. It is therefore essential that steps are taken to ensure that these types of
transactions are adequately risk managed’.®®" At the supranational level, the De Larosiére
report of 2009 equally recommended ‘to take a wide look at the functioning of derivative
markets’, advising that for OTC derivatives ‘the development of appropriate risk-mitigation
techniques [...] could go a long way towards restoring trust in the functioning of these
markets’.%®? The European Parliament in 2010 argued that ‘derivative markets require a
comprehensive collateralisation policy encompassing both central and bilateral clearing
arrangements'.683 One year prior to that report, the European Council had already
advocated ‘proper collateralisation for bilateral clearing’ and the Commission had

considered it essential to ‘strengthen bilateral collateral management'.684

Across the Atlantic, Gensler in 2009 observed that ‘[cJustomized derivatives are by their
nature less standard, less liquid and less transparent. Therefore, | believe that higher capital
and margin requirements for customized products are justified’.685 Bernanke considered
margin ‘an appropriate cost of protecting against counterparty risk’®® and Tarullo stressed
the importance of margin, in particular IM, pointing to the ‘checks and balances initial
margins would have placed on AIG’s positions’. ‘[S]trong capital standards alone are not

®7% ESF (2009:24)

®7% Both quotes taken from G20 (2009b).

*% Noyer (2010:1, emphasis added)

®81 ESA and HM Treasury (2009:16)

%82 Both guotes taken from De Larosiere Group (2009:25).

EU Parliament (2010a:3). Bespoke OTC derivatives are sometimes referred to as ‘bilaterally’ cleared.
EU Council (2009b:28), EU Commission (2009b:4, see also 2010a:19,15)
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enough to contain systemic risk’.°®” As the agency in charge of managing the resolution of
failing insured depository institutions, the FDIC also welcomed margin requirements as a
safety-enhancing feature that would make it possible ‘to significantly raise the cost of being
too big or interconnected’ and ‘to reduce the opacity in the OTC market’.®® In line with the
other agencies, FDIC chair Bair also pointed out that initial margin would have restrained
AlG’s appetite to write CDOs and its clients to blindly trust the firm: ‘The exchange of initial
margin would have placed some check on AlG's ability to present itself as a guarantor of an
impossibly large volume of subprime collateralized debt obligations (CDOs) and would have

discouraged institutions from relying unquestioningly on the AIG guarantee.”®®

By comparison, the OCC was probably the least ambitious regulator. In 2009, a
spokesperson for the agency insisted ‘[t]he system has always worked on derivatives’, and
one year later, Comptroller of the Currency Dugan still warned of ‘swing[ing] the regulatory
pendulum too far too fast’.*®® Nonetheless he appeared supportive of margin requirements,
making the same argument about AIG as the other regulators: ‘These margin requirements
would likely have limited the volume of trades that AIG could have done, or forced them to
exit the transactions prior to the losses becoming so significant that they threatened the

firm’s solvency’.***

Most members of the US Congress who were supportive of encompassing reform rarely
evoked the technical aspects of margin requirements for uncleared derivatives directly, but
those who did also supported the concept. For Frank and Petersen, capital and margin
requirements were essential for ‘creat[ing] a strong incentive for dealers and users of
derivatives to trade them on an exchange or electronic trading platform or have them
cleared whenever possible. Significantly higher capital and margin charges will apply to non-
standardized transactions that are not exchange-traded or centrally-cleared’. 692
Congressman Brad Sherman (D-California) emphasized that ‘there ought to be reserves
and Gregory Meeks (D-New York) stated the reform of margin requirements ‘brings the
focus back to systemic risk by addressing issues of leverage and safety and soundness’.®®* In
the Senate, Gaylord Conrad (D-North Dakota) referred to AIG by saying that ‘we have got an
absolute obligation to make sure that can’t happen again, and | don’t know how you do that
without some margin requirement'.695 Chris Dodd also insisted that ‘[m]ore collateral in the
system, through margin requirements, will help protect taxpayers and the economy from

bailing out companies'.696

1693

7 Tarullo quoted in US Senate Banking Committee (2009b:253) and Tarullo (2011).
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Speaking for the Administration, US Treasury Secretary Geithner in 2009 declared that ‘[t]he
shock absorbers that are critical to preserving the stability of the financial system—capital,
margin, and liquidity cushions in particular—were inadequate to withstand the force of the
global recession, and they left the system too weak to withstand the failure of major
financial institutions’.*®” He perceived of margin requirements as an indispensable tool for
encouraging counterparties to standardize their trades, promote the shift to CCPs, and
prevent regulatory arbitrage. In his words, margin requirements ‘create incentives for
market participants to use centralized clearing and standardized contracts so that they do

not needlessly externalize risks to the financial system by avoiding central clearing’.®®®

4.3 The US as the ‘first mover’, doubts about the EU, and policy-makers’ definite
embrace of margin requirements

The US Administration’s confidence in margin requirements was so profound that it firmly
committed to them, even before the EU (or any other jurisdiction) had formally embraced
the idea. Rahm Emanuel, president Obama’s chief of staff, pushed Barney Frank to move
quickly, hoping that Obama would be able to present a strong response to the crisis at his
first G20 summit in London 2009.°° US leadership in leaving the crisis behind was of
paramount importance to Obama. He explained that ‘[w]e will act boldly to lift the
American economy out of crisis and reform our regulatory structure, and these actions will
be strengthened by complementary action abroad. Through our example, the United States
can promote a global recovery and build confidence around the world; together with the
other members of the G-20 we can forge a secure recovery, and future crises can be
averted’.”® Along similar lines, Geithner declared the failure of laissez-faire regulation,
pointing out that ‘[t]he United Kingdom’s experiment in a strategy of ‘light touch’ regulation
to attract business to London away from New York and Frankfurt ended tragically'.701
Without dwelling on the past deregulatory efforts of his own country, he praised the US as
the jurisdiction with ‘the highest standards for disclosure and investor protection, [...], the
strongest protections for depositors and against money laundering [...]. We did not lower
our sights to match the more limited ambitions of others. We knew we would be more
vulnerable if we did’.”*?

Inspired by this track record, he soon explained the US’s ambition to ‘propose regulations

for the Over-the-Counter (OTC) derivatives market that go beyond G-20 [Pittsburgh]

commitments’.”® The US Treasury’s under secretary for International Affairs, Lael Brainard,

%7 Geithner quoted in US House Agriculture and Financial Services Committees (2009:12, see also 14).
%% Geithner (2011), See also Geithner (2009a, 2009b, and US Treasury 2009:48).
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insisted that strong action by the US would act like a magnet, meaning that ‘[b]y moving
first and leading from a position of strength, we are elevating the world’s standards to
ours’.”® To Geithner, leading from a position of strength represented ‘an enviable position’,
most importantly because he believed that ‘all [jurisdictions] know that if anybody tries to
compete by lowering those standards, it would be adverse to their interests’.’® Margin
requirements for uncleared derivatives became a key component of this agenda and
formed part of the Dodd-Frank discussions from the first draft onwards. US policy-makers
perceived strong regulation as potentially competitiveness-enhancing. At the same time,
however, they were aware that acting as the first mover could also hurt the
competitiveness of their domestic firms. Geithner, therefore, declared the need ‘to work
with authorities abroad to promote implementation of complementary measures in other
jurisdictions, so that achievement of our objectives is not undermined by the movement of
derivatives activity to jurisdictions without adequate regulatory safeguards’.’®® His objective
was to ‘encourag[e] a race to the top, a race to higher standards’,””’ and he explained the
US was working hard in order ‘to encourage [the EU and Asia] to adopt equally robust

standards [...]"."%

However, questions were soon raised about the EU’s seriousness in following up on the
adoption of the new margin rules. Despite all the support key European policy-
makers/institutions had voiced in favour of this project, there was initially little evidence of
concrete steps taken in this direction. US policy-makers’ concerns can be grouped in two
categories, one related to the EU’s institutional complexities, the other to the extent of its
regulatory ambitions regarding margin. Regarding the first category, the US was aware that
the comparatively low speed of EU policy-making was informed by Europe’s complex
decision-making procedures characterized by an intricate combination of supranational and
inter-governmental elements.”” However, beyond these well-known complexities, the EU’s
new regulatory architecture posed some additional problems. Indeed, when the US passed
the Dodd-Frank Act in 2010, the EU’s ESAs were not even yet operational.710 One year later,
when the ESAs had eventually resumed their work, there was still major uncertainty about
the distribution of key responsibilities at the supranational level. For example, ESMA and
the Council disputed which body was in charge of determining the clearing eligibility of
trades. The eventual outcome was a typical case of EU policy-making, resulting in a complex
compromise of shared responsibility between ESMA, the Council, Parliament, and the
Commission.”*! Achieving this compromise, however, cost time and cast some doubt on the
EU’s ability to act.

7% Brainard quoted in US House Financial Services Committee (2011b:13) see for a very similar comment US
Senate Banking Committee (2012a:38).

7% Geithner (2009¢)

Geithner (2009b:2f.), see also Brainard quoted in US House Financial Services Committee (2011b:94).
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US policy-makers were also worried about the strength of the new EU rules. As discussed in
the previous section, there had been much support for margin requirements in the EU, but
upon closer analysis, these comments often appeared overshadowed by more sceptical
voices. For example, in 2009 EU Commissioner Charlie McCreevy argued that bilateral
swaps needed to be ‘tightened and made more secure’, but cautioned that ‘[t]he route to
get there has still to be worked out’.”*? He was also unsure how to best enhance central
clearing in the market: ‘The question is how to do this: Should we provide incentives, for
example through regulatory capital, or should we mandate the use of CCPs?’, he asked.”* In
its first consultation on ‘Possible initiatives to enhance the resilience of OTC Derivatives
Markets’, the EU Commission discussed various options including improvements to
collateralization, but provided a wide spectrum of possible solutions ranging from ‘self-
regulatory initiatives’ to ‘appropriate legislative instruments’.”** The next consultation
document on ‘Derivatives and Market Infrastructures’ published one year later did insist on
the ‘timely and accurate exchange of collateral and appropriate and proportionate holding
of capital’ for uncleared derivatives.”” Reflecting on the state of the development of
derivatives rules in Europe and the US, the EU Commission in 2010 therefore identified ‘no
significant risks of regulatory arbitrage’, but immediately cautioned that it would be ‘very
difficult to predict’ if this were to remain the case after the adoption of the required
legislation and technical standards.”*®

Adding to these concerns, it had become evident that at least some policy-makers in the EU
doubted the need to impose both, capital and margin requirements on uncleared trades. In
2009, McCreevy made it sound as if margin requirements were an optional approach, saying
that ‘[o]ne approach might be stricter collateral requirements. We could also think about
raising the regulatory capital cost for bilaterally-cleared derivatives’.”” The tension kept
brewing for several years. In 2011, a press article summarized a statement by ‘[a] source
close to the rule-making process’ according to which ‘the capital versus margin debate is a
live one, and it is not clear how close the two sets of rules [i.e. the US and EU ones] will
be’.”*® Another anonymous European regulator agreed on the need for VM, the imposition
of which he considered a must, but cautioned that ‘with initial margin the question is more
open [...] Coming up with sensible regulation is tricky'.719 The article concluded that ‘[t]he

lack of enthusiasm from foreign regulators means sparks are beginning to fly in the us’.’®
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In light of the EU’s apparent hesitation to act, the US realized it found itself in a vulnerable
position. Congress had adopted mandatory margin requirements through Dodd-Frank in
2010, followed by a first round of proposals by the CFTC and Prudential Regulators in 2011,
while the EU was still acting indecisively. The Republicans were already fretting that ‘there
is no indication’ of other jurisdictions following along, warning that ‘[tlhe rules are
unenforceable gIobaIIy’.721 The Democrats were also starting to feel uncomfortable. Barney
Frank cautioned that ‘[t]here is a danger that various financial institutions in each country
will lobby to the point where there is an overall reduction’.”? Congressman David Scott (D-
Georgia) also considered it ‘unlikely that foreign jurisdictions will adopt similar laws as that
within the Dodd-Frank law, since the issue was not addressed as part of the G-20

accords’.”®

Given the absence of the ‘race to higher standards’ Geithner had hoped for back in 2009, he
identified margin requirements as an area involving ‘remaining work towards alignment’
and recognized ‘the need to develop a global margin standard’.”?* He warned that the
failure to establish a global regime would undermine the objective of promoting central
clearing, as the derivatives business would shift to the least regulated market, the result of
which would be ‘a recipe for another crisis’.””> Fed Governor Tarullo emphasized that
‘[sluch an agreement would increase the stability of the financial system by reducing the
likelihood of a race to the bottom in jurisdictions that do not implement equivalent
standards’.”*® Using Helleiner’s terminology, we can say that policy-makers realized that
whereas the ‘benefit’ of deregulation could be ‘consumed’ through unilateral liberalization,
the expected benefit of regulation required collective action to prevent ‘free-riding’ by

those trying to attract business through unilateral deviation.’?’

In Europe, the supporters of a margin mandate shared Tarullo’s perspective. Edouard
Vieillefond, Deputy General Secretary of the French Autorité des Marchés Financiers, in
2011 remarked that the EU and the US were in consensus about 90% of the new derivatives
regulations and applauded the US whose proposals he considered ‘a move in the right
direction in that they create cost differential between uncleared and cleared derivatives’.”?®
However, at the same time, he warned that if the two jurisdictions ‘[...] don’t have the same
[...] rules for margining and capital including the same capital and collateral requirements
for uncleared bilateral derivatives, it won’t be manageable’.729 The EU Commission

concurred, stating that ‘[t]he importance of an internationally coordinated approach cannot

72 Both citations are drawn from Cameron (2011b): The first qguote cites a letter by Spencer Bachus (R-
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be overstated. Given the global nature of the OTC derivatives market, the lack of

internationally coordinated action would only lead to regulatory arbitrage'.730

Policy-makers therefore decided to formally elevate the role of margin requirements by
making it a priority for the G20. At their Cannes summit in November 2011, the leaders
decided to expand the remit of the Pittsburgh reforms by including mandatory margin
requirements among the key requirements for global OTC derivatives reform: ‘We call on
the Basel Committee on Banking Supervision (BCBS), the International Organization for
Securities Commission (I0SCO) together with other relevant organizations to develop for
consultation standards on margining for non-centrally cleared OTC derivatives by June 2012
[..].”*" As with prior global regulatory standards, the aim was to pursue stability-enhancing
reform, while keeping incentives for competitive deregulation at bay.”** The work of WGMR
soon dissipated any doubts about Europe’s determination to pursue the margin mandate.
The group provided two justifications for IM, a ‘macroprudential’ one in terms of the
‘[r]leduction of systemic risk’, and a market-shaping one in terms of the ‘[p]Jromotion of
central clearing’.”®® The clearing/margining consensus would subsequently act as the
ideational bedrock for the development of the specific collateralization requirements.

5. Relegated to the margin: The loss of the banks’ privileged
position within the transnational policy community

As the individual case studies will show in more detail, the interactions between private
sector groups and regulators became rather confrontational after the crisis. For example,
Theo Lubke, senior vice president and head of the financial infrastructure department of the
New York Fed told ISDA that ‘[i]t is simply unacceptable in today’s environment that the
design and structure of the OTC derivatives market can be controlled by a handful of large
dealers.” ‘There is opacity in the OTC market that doesn’t have commensurate public policy
benefits. This is not something that can continue’.”** CFTC chairman Gary Gensler made it
very clear that the time for the dealer banks to enjoy a privileged position within the
transnational policy community had come to an end. ‘Right now’, he said, ‘we have a

dealer-dominated world, and that nearly drove us off a cliff’.’®

There were clear signs pointing towards an estrangement between the public and private
sector representatives of the transnational policy community. For example, it appears that
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at least some previously well-connected lobbyists often had to rely on specialized news
outlets or regulators’ websites to remain up to date on the margin rule. Moreover, while
regulators seemed to appreciate the fact of being supplied with information, they often did
not show any reaction after an industry-moderated presentation, whereas prior to 2008, a
subsequent exchange of views had been the norm. As a consequence, lobbyists frequently
felt left ‘high and dry’, having to wait for the next draft proposal or final rule to see which
course the requirements were taking. Moreover, regulators often appeared to resent the
attitude some interest group representatives tended to display. In particular, the efforts by
some commenters to ‘educate’ public officials on why public intervention was misapplied
often did not fall on fertile ground. More generally, an anonymous banker quoted in The
New York Times expressed his frustration about the deterioration of the industry’s overall
relations with the regulatory community by saying that ‘[w]e’re on the outside, knocking on

the window and saying, ‘Hey, listen to us just a little bit’.”*®

At least some regulators also seemed split regarding the utility of maintaining close
relations with the industry, which, compared to the pre-crisis period, was a rather big
novum.”?” On the one hand, many regulators still felt the need to communicate with a
variety of constituents who were knowledgeable about the market and could supply
information. On the other hand, there appear to have been others who began viewing close
interactions rather critically. Their justification seemed to be that there was a need for more
transparency, and that such relationships risked privileging those parties who could afford
travel and meetings, which in turn might enable them to exercise more influence over the
rules, compared to their peers who lacked the resources to engage in this form of
interaction. Further research would be needed to substantiate the extent to which these
concerns were representative of the wider regulatory community involved in the

development of the margin rules.

In sum, there were clear signs pointing towards the alienation of the transgovernmental
community from the banks.

6. Conclusion

The purpose of this chapter was to discuss some key features of the post-crisis regulatory
context which transcended the decision-making process of the individual rules. These
features are related to three of the moderators: public issue salience of derivatives
regulation, the post-crisis ideational consensus, and the state of the transnational policy
community.

3¢ pppelbaum/Lichtblau (2010)
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Policy-makers initially intended to continue embracing the deregulation consensus with a
focus on industry self-regulation. However, the dealer banks’ lack of substantial progress on
this front, combined with the dramatic consequences of the crisis, caused the public issue
salience of derivatives regulation to shoot to and remain at stratospheric levels. On both
sides of the Atlantic, derivatives became a ‘red flag’ to policy-makers who decried the
reckless actions of the banks and demanded decisive action. Policy-makers subsequently
abandoned the deregulation consensus and decided to rein in the OTC derivatives market.

The ideational consensus centred on channelling uncleared trades through CCPs which had
successfully withstood the crisis and were eager to take on the new business. Policy-makers
believed central clearing would decrease the high degree of interconnectedness that had
served as an incendiary mechanism during the crisis. However, it soon turned out that
insufficient levels of standardization would cause a significant proportion of bilateral trades
to remain in the uncleared marketplace. Policy-makers therefore chose to import margin
requirements which represent a key element of central clearing into the uncleared market,
the idea being that collateralization would address the higher systemic risk inherent in
bespoke trades, and that it would incentivize investors to move suitable trades to CCPs. The
US immediately acted on the new consensus, taking on the role of first-mover. The EU,
however, lagged behind. Moreover, several comments by EU policy-makers questioning the
need for IM created the impression of a growing risk that the post-crisis ideational
consensus could falter. Policy-makers therefore decided it was necessary to promote the
development of globally harmonized rules, and established WGMR to serve as a focal point
for this purpose.

The chapter also discussed case-study over-arching evidence regarding the estrangement
between the members of the transnational policy community, with regulators displaying a
more reserved attitude towards the dealer banks than had been the case prior to the crisis.

Overall, three of the moderators that prior to the crisis had fostered dealer bank influence,

i.e. public issue salience, policy-makers’ ideational outlook, and the state of the
transnational policy community, had flipped.
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CHAPTER V - Making the use of IM mandatory

1. Overview of the chapter

This chapter analyzes the first of the post-crisis case studies: the imposition of the
mandatory use of IM, a policy the banks vehemently opposed. It argues that in both the US
and the EU, the dealer banks lost the battle against the introduction of IM as a regulatory
principle. Section 2 shows that they opposed the compulsory use of IM because it would
reduce the profitability of the uncleared business. In the early stages, the industry was
confident that the margin mandate might in fact die in Congress. Alternatively, in case it
were to survive against all odds, the banks believed that chances were high that Europe
would not follow along. This would leave the US isolated internationally, in which case the
banks were convinced their threat to exit the market would finish off the idea. In either
case, there would be a return to business as usual, meaning that deregulation with a focus
on industry-led self-regulation would prevail.

However, with the formation of WGMR, it became clear that margin requirements would
not simply disappear from policy-makers’ agenda. The industry responded with a radical
advocacy campaign against margin requirements. The banks submitted information seeking
to refute claims that OTC derivatives had been negatively implicated in the crisis. They also
insisted that they were already protecting themselves sufficiently against any risk in the
market. Specifically, the dealers argued that if any public intervention were to be envisioned
at all, policy-makers should limit themselves to mandating the use of VM which, according
to the industry, was already a business standard. The banks also warned against the steep
macroeconomic costs of a mandatory IM regime.

The industry received support from the buy-side which equally objected to the mandatory
use of IM, the main arguments being that its use of bilateral derivatives was ‘safe’, and that
imposing IM would only increase the financial burden for their customers. Preference
homogeneity between the sell- and the buy-side thus allowed the industry to submit a clear
signal to policy-makers about its objection to the IM mandate.

Section 3 reveals that the dealers lost the battle against the mandatory use of IM, with
regulators on both sides of the Atlantic pushing ahead, against the banks’ preferences.
Boosted by the high degree of public issue salience of derivatives regulation, policy-makers
dismissed most of the information they received from the market. Regarding the sell-side,
they were sceptical about the collateralization levels the industry claimed had already been
achieved. In addition, they did not consider the financial burden associated with the new
rules as unbearable as the banks claimed. Regarding the buy-side, policy-makers warned
that the use of bilateral derivatives by these entities was actually not as ‘safe’ as they
insisted. Overall, the transnational policy community of the pre-crisis period had
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disintegrated into a strong transgovernmental community composed of regulators from
both sides of the Atlantic who were committed to the idea of making the mandatory use of
IM a reality, on the one hand, and the industry which found itself pushed to the sidelines,
on the other.

Applying the theoretical framework, we can say that the shock of the crisis and the huge
public outcry it caused disrupted the stability of the pre-crisis configuration in which dealer
bank influence had been dominant. High issue salience led to the adoption of a new
ideational consensus which was shared at the domestic institutional, as well as the
transgovernmental level. The new ideational consensus also led to a reformation of the
transnational policy community in terms of the dealer banks being pushed to its margin.
With the ideational consensus being shared on both sides of the Atlantic, there was no need
for policy-makers to invoke inter-state power. The result was a loss for the banks, which
could not prevent the adoption of the IM mandate, despite high levels of business unity.

Figure 9 summarizes the constellation of this case. The dotted contours of the power

moderator indicate that it was neutral. The barely visible dotted arrow line, superimposed
by the red lightning bolt, indicates the lack of dealer bank influence.
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Figure 9: The mandatory use of IM cases in the US and the EU
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2. Dealer bank opposition to IM supported by the buy-side

The industry strongly opposed the mandatory use of IM. The margin rules risked turning a
previously highly profitable segment into a dime business. As already mentioned, in the first
nine months of 2009 alone, Goldman Sachs, Bank of America, JP Morgan, Citi, and Morgan
Stanley had earned USD 53bn from their derivatives business.”*® According to a Standard &
Poor’s estimate, the overall package of post-crisis derivatives regulation risked shaving off

738 Katz/Schmidt (2010)
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an annual USD 4-4.5bn from dealers’ revenue.”® JP Morgan alone anticipated an overall

loss of USD 2bn.”*° The Financial Times reported that ‘[a]s the dominant players, the largest

banks should be the losers’.”*! Testifying in front of Congress, former ISDA representative

Mark Brickell spoke about policy-makers ‘shooting doves with an 8—gauge'.742

Indeed, the stakes for the industry were enormous. First, the mandatory use of IM would
enhance transparency, as a consequence of which clients might find it easier to identify
which fraction of the cost of a deal was related to collateralization and which represented
profit for the banks. This level of transparency, some of the banks feared, might incentivize
clients to use standardized trades and move to CCPs, where higher levels of transparency
and lower cost tend to prevail. Second, and relatedly, if trades were to move to CCPs that
guarantee their performance, the dealers would no longer be able to point to their own
‘investment grade’ status in order to justify the hefty price tags informed by the promise
that they would assume performance under all conditions.”** Along these lines, hedge fund
manager Michael Masters told the US Congress that with the rise of CCPs, the banks will
‘lose oligopoly pricing power because any two counterparties can trade, regardless of their

respective credit ratings’.”**

Initially, ISDA and the large banks may have believed that despite all the promises and
announcements policy-makers had made, the margin idea would probably never see the
light of the day. Similarly, at least some bank officials may have felt that the complexities of
shepherding any policy project through Congress, not to speak of the difficulties of global
coordination would likely derail the project sooner, rather than later. The sceptical voices
emanating from the EU about the need to introduce both capital and margin requirements
(referenced in section IV-4.3) might have only further reinforced this perspective. The
statement of an anonymous US dealer bank lawyer to the press that he ‘very much
doubt[s]’ ‘our regulators somehow find a way to get other jurisdictions to follow our
rules’’® can be considered representative of this conviction. According to the industry’s
reasoning, the lack of a global rule would leave the US isolated internationally, thus allowing
the banks to finish off the proposal at the national level by making the ‘exit’ threat. There
was also the hope that public issue salience would cede again, and with it policy-makers’
urge to implement the margin mandate. In Europe, a similar perspective appeared to
prevail. A few banks seemed to believe that explicit threats on their part might not even be
required, and that the discussion would quickly revert to the usual conversation about
enhancing private sector solutions, meaning that the OTC market would essentially remain
deregulated.

3 Mackenzie/Alloway (2012)

% van Duyn (2010b)

" Braithwaite et al. (2013)

Brickell quoted in US House Agriculture Committee (2009a:201).

Reuters (2009a)

Masters quoted in US Senate Agriculture Committee (2009a:109).
Anonymous general counsel of a dealer bank quoted in Cameron (2011b).
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The formation of the WGMR, the international working group on margin requirements
established by BCBS and 10SCO, destroyed these hopes. When it became clear that the
ideational consensus was strong enough for the project to become a reality on both sides of
the Atlantic, the banks lost the ability to make the exit argument with any degree of
credibility. The key reason was that with the exception of Japan and the partial exception of
Singapore, the derivatives market outside the US and the EU (plus Switzerland) was not well
enough developed at the time to allow for a quick shift of the business to other
jurisdictions. This means that unlike HSBC and Deutsche Bank in the forced capital injections
case briefly discussed in section 11-2.2.2, the large dealer banks lacked a realistic target to
relocate their OTC business. From that moment, threats of relocation were not a dominant
component of their advocacy strategy anymore. Once ISDA and the dealer banks realized
that this time would be different and that there was a real risk of them not getting away
with the promise of self-regulation, they began fighting tooth and nail on both sides of the
Atlantic to prevent the adoption of the IM mandate.

The information ISDA and the sell-side submitted to policy-makers formed part of two main
arguments. The first one involved denying that OTC derivatives had had any harmful effect
during the crisis. The industry also praised the status quo, insisting that the use of VM and
the application of capital requirements, as well as other forms of risk-mitigation already
provided enough protection against current and potential future exposure. The second
argument consisted in submitting estimates about the dramatic consequences a binding IM
mandate would have for the global economy.

Indeed, in 2009, the City of London co-authored a report arguing that ‘[t]here is very little
evidence to suggest that these [i.e. CDS] contributed in any significant way to the crisis’.”*®
This sentiment was widely shared among the industry. Frédéric Oudéa, chair and CEO of
Société Générale claimed that derivatives had been largely unrelated to the crisis of AlG. He
insisted that concerns about a default of AlG potentially dragging down the entire economy
had been largely exaggerated and unwarranted. ‘[S]Juch contagion fears may have been
unfounded, due to the relatively manageable derivatives exposure of individual
counterparties to AIG".”* The European Banking Federation concluded ‘that OTC derivatives
markets have been quite resilient, have remained open and functioned efficiently
throughout the financial crisis’.”*® ISDA attributed the perceived superb functioning of the
derivatives market to the widespread use of its Master Agreement, concluding that the

existing ‘infrastructure works extremely well’.”*

In ISDA’s view, banks were taking their responsibilities in the trading of OTC derivatives
extremely seriously. For example, the association emphasized that dealers ‘are in the
business of taking credit risk, which is weighed carefully against the probability of default,

748 City of London and Bourse Consult (2009:2)

Oudéa (2012:228f.)
748 European Banking Federation (2009:3)
7% pickel quoted in US House Agriculture Committee (2009a:157).
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the size of potential losses relative to capital, and consideration of any loss mitigation that
may exist’.””° Self-regulation should therefore prevail. Morgan Stanley wrote ‘the decision

to require margin and the details of how it is handled should be left to an individual
negotiation [..J."°' JP Morgan agreed, saying that firms should be trusted to take
collateralization decisions on their own, ‘as part of their overall risk management
process'.752 Building on this praise of the status quo, the industry argued that OTC deals
were already well collateralized thanks to the consistent use of VM to protect against
current exposure. ISDA referenced the results of its own margin surveys suggesting that in
2010, 83% of respondents had bilateral collateral agreements in place (up from 65% in 2009
and 63% in 2008), with the remainder being unilaterally collateralized.””® Deutsche Bank

equally insisted that ‘the vast majority of exposures between financial firms are already
collateralized on a bi-lateral basis’.””* The European Banking Federation emphasized that
‘collateralisation is such a key interest for banks that uncollateralised transactions are
infrequent’.”* To the French Banking Federation, appropriate collateralization and tracking
credit exposure represented ‘the top priorities of the financial industry’, meaning ‘there is

no need for additional legislative instruments’. °® To BNP Paribas, appropriate

collateralization was ‘at the forefront of institutional thinking generally’,””’ and to the

German Banking Industry Committee it was ‘a core interest of all institutions’.”®

ISDA suggested that regulators limit themselves to making the consistent exchange of VM a
legal requirement, without adding any further requirements.”*® The association claimed this

move would have minimal disruptive effects, given that ‘the infrastructure for VM
collections is currently in place’.760 Barclays provided a corroborating statement, saying that
‘institutions collect ‘variation” margin on a regular basis in line with any increase or decrease
in exposure [...]'.761]P Morgan ‘[did] not believe that beyond the introduction of CCPs for
standardised contracts, there are systemic changes that can be made in improving the

coverage of collateralised credit exposures’.762

Regarding potential future exposure, the banks believed that capital requirements provided

sufficient protection. ISDA explained that ‘[r]Jequiring both IM and increased capital for the

same swaps will result in duplicative and unnecessary costs’.”® It continued claiming that

3% 1SDA (2010c:7)

James Hill of Morgan Stanley quoted in US House Financial Services Committee (2009e:51).
JP Morgan (2009:3), see also Barclays (2012b:3), Lloyds Banking Group (2012:1).

ISDA (2011b:12; 2009:2)

Jon Eilbeck of Deutsche Bank in Deutsche Bank (2010:1).

7> European Banking Federation (2009:7)

% Erench Banking Federation (2009:7,8), see also European Association of Public Banks (2009:7).
BNP Paribas (2009:4)

German Banking Industry Committee (2009:11)

ISDA (2013:7)

7 ibid.
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putting aside capital for this purpose ‘has proved to be an effective risk mitigant’.”®* UBS
commented that ‘capital requirements [...], rather than IM, is what avoids systemic risk’.’
SIFMA concurred that ‘[c]apital requirements already differentiate the perceived
differences in risk presented by centrally-cleared versus non-centrally cleared derivatives’
and that the use of IM would result in a massive form of ‘overcollateralization’.”®® Barclays,

Société Générale, Intesa San Paolo were of the same view.’®’

Second, the industry warned that the mandatory use of IM would hurt the global economy.
ISDA claimed that IM would ‘ha[ve] the potential to significantly strain the liquidity and
financial resources of the posting party’.”®® It presented numerous estimates according to
which the aggregate cost of the new rules would range from USD 1-30tn, depending on the
precise design of the new regime.”® It warned policy-makers of the ‘irreparable damage to
the OTC derivatives business because of the dramatic increase in the cost of providing such
products’, the effect of which ‘would be tantamount to reducing the monetary base
available to the economy’.”’° Morgan Stanley explained that the funding for IM would be
‘coming off banks’ balance sheets that would ordinarily be deployed into the economy for

lending [...]".”"* The German Banking Industry Committee issued a similar warning.””?

The buy-side equally rejected the imposition of IM. While not part of a formal alliance with
the banks, buy-side firms advanced very similar arguments. In their public advocacy, asset
managers, insurance firms, and pension funds relied on a two-pronged strategy. Above all,
they claimed they were ‘safe’ entities because existing legal requirements already
precluded any form of potentially dangerous use of uncleared derivatives. The mandatory
use of IM would therefore unnecessarily increase the financial burden of their clients.

The buy-side firms’ first argument against the imposition of IM was that their use of
derivatives was ‘safe’. The American Council of Life Insurers (ACLI), for instance, argued that
‘life insurers [...] pose minimal risk to the financial markets — their trades are risk reducing in
nature and almost fully collateralized’.””® MetLife advanced the identical argument.774 ACLI,
Nationwide Mutual Insurance Company, and the Association of British Insurers also
emphasized they were prohibited from using derivatives for any purpose other than
hedging.””> The Association of British Insurers claimed that because of their solid business

764 1SDA (2012:5)

UBS (2012:3)

SIFMA (2012:9)

767 Barclays (2009:8), Société Générale (2009:7), Intesa San Paolo (2009:7)
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model and prudent use of derivatives, ‘pension and insurance funds [...] are extremely
unlikely to default’.”’® Pension funds concurred. Associations including SIFMA AMG, the
Committee on Investment of Employee Benefit Assets, the American Benefits Council, and
the California State Teachers’ Retirement System (CalSTRS) pointed to the ‘comprehensive
regulatory regime’”’’ which required firms to pursue ‘prudence and diversification
requirements, professional management standards, transparency requirements, and limits
on leverage’.”’® Pension funds, in particular, claimed they were ‘exactly the type of
counterparties whose swap activity does not increase systemic risk’.””® European pension
funds argued along similar lines, insisting they ‘do not have the potential to create systemic
risk’’®° because of their status as ‘not-for-profit’ businesses, because their statutes
precluded the use of derivatives for speculation, and because they did not employ

leverage.”®!

Asset managers adopted the same line of reasoning. For the US, the Investment Company
Institute (ICl), pointed to federal securities law, whose ‘oversight prevents excessive
speculation and contributes to the stability of funds, ensuring that they do not contribute to
systemic risk’.”®? In Europe, investment funds, such as the members of the European Fund
and Asset Management Association (EFAMA), the German Investment Fund Association
(BVI), its Italian counterpart, Assogestioni, and its French sister association AFG (French
Asset Management Association) insisted that the EU’s UCITS (Undertakings for Collective
Investment in Transferable Securities) Directive served a similar purpose, for example by
limiting leverage and by forcing funds to hold enough resources to meet all derivatives-
related obligations.783 Speaking for both pension funds and asset managers, the European
Fund and Asset Management Association (EFAMA) argued that any residual risk was fully

under control, ‘given that we already operate a daily [VM] process'.784

Second, the buy-side firms warned of the increased cost of a binding IM mandate for their
respective clients. Insurance firms such as ACLI, Nationwide Mutual Insurance Group, and
the German Insurance Association pointed to ‘the potential increase in product costs to the

consumers who rely on insurers for their financial security'.785 Insurance Europe told
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regulators the imposition of IM would be ‘distinctly disadvantageous’ to its clients.’®

Pension funds, in turn, informed regulators that the victims of a binding IM mandate would
be ‘the pensioners and many millions EU citizens [sic] saving for their retirement’, as the
extra cost would ‘mak[e] it more expensive for pension schemes arrangements to insulate
themselves from risk’.”®” CalSTRS estimated the financial burden for policy-holders to be
‘significant’’® and the European Federation for Retirement Provision emphasized the
‘disastrous impact’ IM could have, including ‘less hedging and hence increasing risks in the
system’, even more so as pension funds lacked netting opportunities, ‘given the large one-
sided exposure’ of their portfolios.”®® PensionsEurope announced that the mandatory use of
IM would not only harm policy holders, but also the wider economy, as pension funds
would have less resources available to invest and thus ‘contribute to the long-term

financing of the European economy’.”®®

Investment funds, such as BlackRock, equally warned that the costs of IM would be borne
by the clients, because of ‘capital being locked away that would otherwise be available for
investment [...]".”** To SIFMA’s AMG, IM would ‘make swaps unnecessarily costly’.”*? PIMCO
developed this thought further, explaining that ‘[h]igher transaction costs will, in turn, lead
to lower returns for the end users that continue to use non-cleared swaps [...].””*>. Hedge
funds also opposed a mandatory margin regime. Prior to the crisis, most of them had
already been contractually required to post margin, but the largest ones had sometimes
been in a position to make the banks/brokers compete for their business by lowering the
cost.”* Despite their name, the hedge funds could not claim using derivatives exclusively for
the purpose of ‘hedging’, but they joined the other buy-side actors in warning about the
costs of a mandatory IM requirement. The Managed Funds Association (MFA) argued that
‘this mandate will directly affect the cost to buy-side firms when entering into uncleared
swaps’.795 Along similar lines, the Alternative Investment Management Association (AIMA)
rejected the formal imposition of IM as ‘largely unnecessary’ as ‘the cost of capital would
ultimately be passed on to the client [..]. 7°® AIMA also pointed out that the ‘[tjwo-way
exchange of variation margin is today considered best practice in the industry'.797 MFA

made the same claim.”®® Union Investment went as far to insist that the G20 at their Cannes
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summit had, in fact, not mandated the use of IM, meaning that there was no need for
policy-makers to heed in that direction.”®

After having voiced their enthusiastic support for reform at the start of the policy-making
process, CCPs and exchange houses were rather silent during most of the remaining debate.
The mandatory use of IM would cause the OTC market to become ineffective, with CCPs
ideally placed to provide a solution.®% In Europe, the London Stock Exchange and
LCH.Clearnet, for example, preferred not to comment on how collateralization of bilateral
credit exposures could be enhanced.®* An exception was Germany’s EUREX which

considered mandatory IM ‘the best way forward to protect against counterparty default
[."]I.SOZ

The only voices outside the public sector unequivocally supportive of binding IM
requirements were the NGOs. Americans for Financial Reform (AfR), for example, attributed
the bulk of the crisis to ‘the overly leveraged, undercapitalized, under collateralized [sic] and
opaque nature of unregulated swaps transactions among dealers and their counterparties
[..]” and urged regulators to adopt strong requirements.?®® Public Citizen perceived strict
rules as the only effective means against ‘reckless derivatives speculation’.®®* In Europe,
trade unions, such as the European Trade Union Confederation, the Deutsche
Gewerkschaftsbund, and SOMO (the Centre for Research on Multinational Corporations in

the Netherlands) made similar arguments.®*

3. Aloss for the industry: Regulators pushing ahead

Despite the high degree of business unity displayed among private interest groups, the
dealer banks lost the battle against the mandatory use of IM which became a requirement
under the rules of the CFTC, the PRs, and the ESAs.5% As we already saw in section V-4,
there was strong ideational consensus in favour of margining, with legislators and
regulators on both sides of the Atlantic supporting the measure.

High levels of public issue salience facilitated the adoption of the IM mandate. Both Dodd-
Frank and EMIR made the use of IM and VM mandatory, without providing any blanket
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exemptions for the buy-side.?”” Given their tarnished reputation, the banks barely spoke up

during the legislative process, particularly in the US. We therefore need to look to the
regulators in order to get an impression of how the information the banks and the buy-side
submitted was interpreted.

Regulators on both side of the Atlantic were not impressed by market actors’ arguments
against IM. With the harsh wind of public issue salience blowing against everybody who
voiced concerns against regulation, and reinvigorated by the ideational clearing and
margining consensus, they felt little restraint to dissect commenters’ claims one after the
other. Regarding the level of already existing collateralization, they did not doubt that VM
was used, but they were sceptical about its scope of application. Nout Wellink, president of
the Dutch central bank and Ingves’ predecessor as BCBS chair summarized this scepticism,
saying that despite various claims to the contrary, ‘it is unclear to what extent positions are
covered by collateral’ 2%

Regulators also discarded the industry’s idea of using capital requirements as an alternative
for mitigating against potential future exposure. WGMR explained that margin was
“targeted” and dynamic’ in the sense of being adjusted to individual portfolios, whereas
capital had to cover firms’ activities ‘collectively’, meaning it might ‘be more easily depleted
at a time of stress’.®% The CFTC may have been particularly vocal against the exclusive focus
on a ‘capital requirements’ solution, not just for the reasons elaborated by WGMR, but also
given the fragmentation of the US regulatory system, as a result of which it would bear the
responsibility for market stability, but without having a say over the design of the capital

rules themselves that have traditionally been part of the PRs’ (and SEC’s) jurisdiction.

The banks’ ‘cost’ argument also did not withstand regulators’ scrutiny, particularly since the
regulators decided to introduce IM thresholds. Given its technical nature, this specific
aspect of the rules never attracted the spotlight of public issue salience, but it allowed the
regulators to tailor the new requirements to the largest and potentially most
interconnected, and thus the riskiest entities. The values were USD 8bn of material swaps
exposure (i.e. in order to be covered, entities needed to have an average daily aggregate
notional exposure of uncleared swaps of a minimum of USD 8bn) and USD 50mn of
aggregate credit exposure. IM did not have to be exchanged below these thresholds.?*°
Taking these thresholds into account, the regulators’ own estimates suggested a liquidity
need towards the lower end of ISDA’s projections.811 The OCC, for example, approximated
the cost of IM to USD 2.05tn.®'? BCBS-IOSCO conducted a Quantitative Impact Study

87 See Section 731 of Dodd-Frank, Article 11 of EMIR.
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revealing a liquidity need of Euro 0.7-1.7tn®". For Europe, the Dutch central bank expected

the cost to be USD 608bn,®!* whereas the ESAs projected a range of Euro 116-420bn %"

Unlike the majority of market actors, regulators did not consider this burden to be
unbearable. The Committee on the Global Financial System housed at the BIS studied the
liquidity needs caused by post-crisis rules more generally. It concluded ‘there is no evidence
or expectation of any lasting or widespread scarcity of such assets in global financial
markets’.®!® Figure 10 illustrates the Committee’s findings across a range of different types
of collateral assets (left-hand panel) and a breakdown for different national jurisdictions
(right-hand panel).

Figure 10: Supply of high-quality assets

High-quality debt securities
In trillions of US dollars Graph 4

Outstanding amounts by asset class’ Supply in major jurisdictions

10

a .
6
i . II I I I 0
AAA Gov A4 Gov Corp® Securitised” Covered® GBF‘
I Dec 2007 B Dec 2008 Dec 2011 HE Dec 2012 I Marrow measure (HQLA) I Broad measurg I:H'DF'.]
! Outstanding amaunts with maturity greater than one year. ° Global corporate bands rated single-& or higher. * US securitised

bonds. * Global covered bonds.

Sources: Barclays; national data.

Source: Committee on the Global Financial System (2013:21). The right-hand panel does not include
commercial bank and central bank balances.

Along similar lines, the Bank of England equally did not identify any ‘need to panic about
excessive and difficult-to-meet collateral requirements’. It highlighted ‘that there is a lot of
high-quality collateral available and the amount of it is not numerically decreasing, but
actually increasing’.®"” Among other factors, this comment referred to central banks’
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growing balance sheets and the related cash infusions into the financial markets. Figure 11
provides an overview of central banks’ growing balance sheets in function of domestic GDP.

Figure 11: Central banks' growing balance sheets
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Figure 18.6 Balance-sheet sizes of major central banks

Note: Balance-sheet size is measured as toral assets in per cent of domestic
GDP,

Sowrrces: Bank of England, Bank of Japan, ECB, Federal Reserve Board and
ECB caleulations.

Source: Hartmann (2018:312)

Both graphs display the availability of sufficient funds to finance counterparties’ collateral
needs, as perceived by the regulatory community. The BIS also conducted a macroeconomic
analysis which contradicted the sell-side’s claim about the negative macroeconomic effects
of a binding IM mandate. The study revealed that the overall package of post-crisis OTC
derivatives reforms would boost, rather than constrain, expected GDP by an annual 0.09-
0.13%.%

The regulators also pointed out that, compared to the costs of the financial meltdown to
which derivatives had contributed, the predicted liquidity need was not out of proportion.
Gary Gensler, for instance, argued that the crisis had shown ‘how “expensive” derivatives
markets can be without sufficient regulation’ and that the new rules were necessary

‘precisely because the current system cost taxpayers very heavily'.819 A Fed study revealed

818 8IS (2013:2)

Gensler (2010), see also Massad (2015).

819
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that the output loss the crisis had imposed on the US alone ranged from USD 6 to 14tn, or
USD 50.000 to 120.000 per household.??° Regulators also interpreted the cost of the crisis as
a reflection of market participants’ previous failure to adequately manage the counterparty
risk associated with OTC trades. Stephen Cecchetti of the BIS observed that ‘[i]n the past,
some parties seem to have simply ignored the credit component [inherent in OTC
trades]’.®! The ESAs backed this argument, declaring that the idea of ‘establishing robust
risk management’ was a key purpose of the rules.®?? A US regulator commenting
anonymously to the press said ‘[t]here is going to be more liquidity tied up, but you might
even find some regulators who would say there was a little too much liquidity sloshing

around prior to the crisis’.??*

More generally, and in line with the post-crisis ideational consensus, regulators emphasized
that counterparties should consider the liquidity cost as a stimulus to move their trades to
CCPs where they would benefit from multilateral netting, which would bring down the cost.
Speaking on behalf of WGMR, the governor of the Bank of England, Mark Carney, explained
that ‘[w]e needed to provide the economic incentives between central clearing and bilateral

trades’.®* Along similar lines, US deputy Treasury secretary Neal Wollin confirmed that

financial incentives were necessary in order ‘to speed up the process of standardization’.?”®

Regarding the scope of coverage, regulators in both the US and EU insisted that the new
rules had to be applied consistently across all types of firms (with the exception of
commercial end-users, a case discussed separately in chapter VIl of the thesis). Regulators
felt an encompassing mandate was required, if only to prevent regulatory evasion by the
sell-side. Many of them also appeared unconvinced that ‘hedging’ was as riskless as the
buy-side had claimed. Indeed, hedging requires perfectly aligned interest between both
counterparties, which does not always apply in real-life situations, meaning that almost by
definition, it introduces a speculative element into the larger picture.

In addition, the regulators disputed the claims that asset managers, insurance firms, and
pension funds were ‘safe’ entities that could be exempt from the rules. For example, the
PRs observed that these firms ‘by the nature and scope of their financial activities present a
higher level of risk of default and are integral to the financial system, and thus, pose greater
risk to the safety and soundness of their [...] counterparties and the stability of the financial
system'.826 The PRs shared this interpretation, insisting that the scope of the rules extend to

these firms ‘[b]ecause financial counterparties are more likely to default during a period of

829 uttrell et al. (2013:1)

Cecchetti (2013:5)

ESAs (2016a:65)

823 Anonyous US regulator quoted in Whittall (2010).
824 Carney quoted in Masters/Stafford (2013).

825 Wollin quoted in van Duyn (2010a).

CFTC (2015:682)

821
822
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financial stress, they pose greater systemic risk [...]".2?’ The ESAs equally decided for the

rules to apply to ‘all entities undertaking OTC derivatives transactions’.?%®

The proposed and final rules often did not engage directly with the claims the buy-side firms
had made in order to justify special treatments. However, the margin rules were not the
only way through which regulators began targeting these firms. Indeed, the post-crisis
period saw a major public effort of bringing these entities out of the ‘shadow’. The
justification for these endeavours also served as an explanation for including these firms in
the margin framework, even though the determination of the margin rules in some cases
preceded the output of these broader discussions.

Regulators justified their alertness vis-a-vis the buy-side’s use of derivatives on the grounds
of the growing similarity between the activities of these firms and the tasks traditionally
performed by banks, and the resulting rise of interconnectedness which could provoke
uncontrollable chain reactions at times of individual and/or collective distress. Regarding
insurance firms, Fed governor Tarullo noted that their liabilities were traditionally related to
specific occasions, such as death or property destruction, meaning these firms were less
susceptible to runs than banks. However, he observed that recent trends had created
important vulnerabilities. For example, the closing of accounts had become easier than in
the past, often not requiring the occurrence of any ‘special occasion’ anymore. Moreover,
he pointed to insurance firms’ growing engagement in traditional banking activities, such as
securities lending, repo,®”® and OTC derivatives that ‘can create a balance sheet with much
tighter connections to the rest of the financial system and greater liquidity risk in times of
financial market distress’.®*° AIG was considered the typical example of an insurance firm
having embraced these trends.

The US Office of Financial Research (OFR) (created by Dodd-Frank to support the equally
newly established Financial Stability Oversight Council (FSOC) that was charged with
identifying and responding to systemic risk®?) identified further vulnerabilities. It observed
that insurance firms ‘could pose systemic risk’, given their exposure to low interest rates
and equity market volatility. It concluded that ‘[t]lhe impact of shocks through these
channels could be substantial’.?3? FSOC therefore designated the largest insurance firms
including AIG, MetLife, and Prudential as SIFls, imposing upon them enhanced capital and
liquidity requirements, as well as the obligation to prepare plans for an orderly

7 PR (2011:27575; also 2015:74843)

ESAs (2015:66)

A repo is a repurchase agreement entailing short-term borrowing by dealers. The dealer sells securities
(e.g. government or other debt securities) to a buyer and re-purchases them at a higher price at a pre-
specified date (often overnight), or on demand (see Euroclear 2009:5ff.).

#39 Tarullo (2015b, also 2015a)

81 Madison et al. (2018)

2 OFR (2016:58)
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dissolution.®* The FSB shared similar concerns. In 2013, it collaborated with the

International Association of Insurance Supervisors to create a list of G-SIFl insurers ‘whose
distress or disorderly failure, because of their size, complexity and interconnectedness,
would cause significant disruption to the global financial system and economic activity’.834
Similar to the US insurers identified by FSOC, these firms were subject to ‘recovery and
resolution planning requirements; enhanced group-wide supervision; and higher loss

absorbency requirements'.835

Regarding pension funds, the Joint Forum noticed that the growing longevity of policy-
holders had often encouraged riskier business practices. For example, many pension funds
had started using longevity swaps. These are derivative contracts through which pension
funds transfer the risk of a policy-holder exceeding her statistical life expectancy to an
insurer or a bank which in turn is compensated for taking on that risk in form of regular
payments.®*® The Joint Forum concluded that this market had not yet reached levels
warranting ‘systemic concerns’, but that its ‘massive potential size and the growing interest
from investment banks in mobilising this risk make it important to ensure that these
markets are safe, both on a prudential and a systemic level’.®*’ The FSB, in turn, cited
pension funds’ use of derivatives to hedge against longevity among other sources of risk as
key factors contributing to leverage and financial interconnectedness.®*®

With respect to asset managers, OFR identified a number of factors feeding into systemic
risk including firms’ desire to reach for yield, herding behaviour encouraged by competitive
pressures, the use of leverage, and the potential for large and sudden redemption by
investors.®* It identified close similarities between asset managers and banks: ‘For
example, asset managers may create funds that can be close substitutes for the money-like
liabilities created by banks; they engage in various forms of liquidity transformation,
primarily, but not exclusively, through collective investment vehicles; and they provide
liquidity to clients and to financial markets’.®* |0SCO issued similar warnings, committing
itself to investigate asset managers’ ‘liquidity management, leverage, operational risks and

securities Iending'.841 The FSB highlighted similar factors ‘as potential structural sources of

833 Harris/Chiglinsky (2016). At the stage of writing (i.e. spring 2018), Prudential is the only insurance firm left

on that list, following AIG’s contraction in size and MetLife’s successful lawsuit overruling its designation
(Basak/Chiglinsky 2017). For responses critical of FSOC’s work, see for example Wallison (2014) Wimberly
(2014-2015), and Harrington (2016).

841A1S (2013:3). The inaugural list of 2013 included the American firms already singled out by FSOC, in
addition to Allianz, Assicurazioni Generali, Aviva, Axa, and Ping An Insurance (FSB 2013b:4).

8 FSB (2013a)

Allen&Overy (2013)

Joint Forum (2013:2)

FSB (2016:40)

OFR (2013:9ff.)

OFR (2013:1)

Natasha Cazenave deputy head of the policy and international affairs department at France's financial
markets authority and head of I0OSCO’s committee five on investment management quoted in Alexander
(2016).

836
837
838
839
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vulnerability associated with asset management activities’. ®** Taken together, these

considerations reinforced regulators’ determination to not grant any carve-outs. WGMR
recommended imposing mandatory IM without any blanket exemptions.843 At the domestic
level, the CFTC, the PRs, and the ESAs, each followed this course and equally did not provide
any sector-based ca rve-out.®**

4. Conclusion

This chapter has argued that the dealer banks failed to exercise influence over the
introduction of IM as a requirement, a policy to which they strongly objected. Initially, the
industry had hoped that the IM idea would either not survive in Congress, or not be
adopted in Europe, which would leave the US internationally isolated. As a consequence,
American policy-makers would become vulnerable to the projection of structural power,
allowing the industry to kill the idea by threatening to relocate the business overseas.

Once it was clear that Europe was fully on board and that WGMR would be working on
international standards, the industry led a fierce lobbying campaign against IM. It claimed
that OTC derivatives had barely caused any damage during the crisis, that reliance on VM
and capital requirements represented a sufficient risk-mitigation strategy, and that the
overall macroeconomic cost of the IM mandate would be unjustifiably high. The industry
benefited from high business unity as the buy-side equally opposed the IM mandate.
Insurance firms, pension funds, and investment firms insisted their use of bilateral
derivatives was completely safe and that the compulsory use of IM would impose additional
costs on their clients.

The regulators, however, refuted the validity of each of these claims. As a result, the
industry found itself pushed to the sidelines of the transnational policy community that
turned into a tight-knit transgovernmental community of regulators defending the IM
mandate. Policy-makers were also united by their strong embrace of the margining
consensus, as well as the high public issue salience of derivatives regulation, which
engraved the need for IM within their institutional identity. Policy-makers’ broad agreement
on the IM mandate, once WGMR was established, meant that transatlantic power relations
probably did not play any major explicit role.

2 FSB (2015d:1)

3 See principle 2 in BCBS-10SCO (2012:4, 2013a:4, 2013b:4).

¥4 Note that in the EU, pension funds have enjoyed for a temporal exemption from central clearing given their
difficulties in posting cash. Originally thought of as an arrangement allowing CCPs to develop solutions for
pension funds to also post non-cash collateral, there are signs indicating that the temporal exemption might
become permanent (ESMA 2018a).

137



Overall, the banks lost the IM battle because the large-scale consequences of the crisis and
the huge public outcry it caused catapulted public issue salience to a record high. This in
turn boosted the adoption of a new ideational consensus which was shared at the domestic
institutional level and led to a re-organization of the transnational policy community where
the dealer banks were pushed to the margin. With the ideational consensus shared by both
the US and the EU, there was no need for policy-makers to invoke inter-state power. High
levels of business unity were insufficient to turn the tide.
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CHAPTER VI - The design of the IM mandate: The two-
way mandate, mandatory segregation, and the
prohibition of rehypothecation

1. Overview of the chapter

This chapter analyzes the design of the IM mandate, focusing on three key requirements:
that the banks need to collect and post IM, that collateral needs to be segregated from
proprietary assets, and that it must not be re-invested by the transferee for her own
purpose. The chapter argues that the banks lost all three battles.

Section 2 discusses the introduction of 2-way IM. The public issue salience of 1-vs 2-way IM
itself was comparatively low, both in the US, and the EU. The main conundrum was whether
the banks should not only collect IM, but also post it to their clients. Section 2.1 shows that
the dealer banks vehemently opposed the idea of having to post themselves to their
customers. The information they submitted to policy-makers centred on the claim that two-
way IM was highly costly and uneconomical. However, unlike in the ‘mandatory use of IM’
case, the banks did not enjoy the full support of the buy-side which was split on the idea.
Depending on whether buy-side firms believed that the additional cost of receiving
collateral from the banks (which would of course be priced into the deal) was worth the
additional protection against counterparty risk or not, they supported or rejected the idea.

Section 2.2 reveals that the question of whether IM should be posted 1- or 2-way initially
also split the transgovernmental community which disagreed over how the ideational
consensus and its macroprudential component should be interpreted. The conflict
originated in the US. It centred on the regulatory treatment of transactions with the
dealers’ clients, given that trades between the banks themselves were already covered by
the post-only mandate. Dodd-Frank delegated the question to the regulators. Its resolution
pitched the CFTC against the PRs, meaning there were frictions at the domestic institutional
level. While both (sets) of agencies agreed that IM was a must, the way in which to apply it
set them apart. At the root of the conflict was the decentralized nature of the US regulatory
landscape. Each side drew on their respective institutional mandate to offer a different
explanation of how IM was supposed to reduce systemic risk. As a market regulator, the
CFTC favoured a 2-way arrangement protecting both counterparties, whereas the PRs, as
prudential regulators, decided to focus primarily on the health of the individual banks, and
thus one side of the transaction only. Unlike the CFTC, they preferred a 1-way approach,
arguing that it was unjustifiable to have assets flowing from the regulated banking sector to
hedge funds, in particular, which were often domiciled in jurisdictions exercising light-touch
regulation or no regulation at all. At first, the PRs prevailed, with the CFTC officially aligning
its position, but the conflict kept brewing in the background.
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In Europe, by contrast, there was comparatively little ideational or institutional friction.
Both the ESAs and the EU Commission envisioned a 2-way approach, insisting that it was the
only way in which the risk of the uncleared market could be addressed.

At the transgovernmental level, the conflict was eventually resolved in favour of the EU
(and the CFTC). What led to the PRs changing their mind was probably a combination of two
factors. The first one might have been related to learning/socialization effects through their
membership within the transgovernmental community. The second one might have been
derived from the EU’s power through market size and power through regulatory capacity.
The transgovernmental solution also brought the US domestic institutional environment
and ideational outlook in alignment for a 2-way mandate. Both jurisdictions subsequently
adopted the 2-way mandate.

Figures 12 and 13 illustrate the moderator constellation of the 2-way IM case in the US and
the EU. A super imposition of two shapes means the moderator changed its effect over the
course of the policy-making process, with the thicker line reflecting the final effect.

The banks on both sides of the Atlantic did not like the idea of IM, but if there had to be IM,
their preference was for it to be one-way, meaning they wanted to only collect it from their
clients, rather than having to post IM to them themselves. They lost in both jurisdictions.

In the US, the needle of the influence barometer swung from ‘congruence’ to ‘loss’ over the
course of the policy-making process. Figure 12 reflects this in form of the crossed-out light-
shaded double-wave symbol, with the double-wave itself representing congruence. Initially,
there was conflict about the contours of the ideational consensus. The CFTC and the PRs
disagreed about whether there should be 1-way or 2-way IM, given regulatory
fragmentation and differing mandates. At first, the PRs prevailed with their preference for
1-way IM, which turned the effect of the ideational and domestic institutional moderators
to positive, as seen from the banks’ perspective. If the PRs had also prevailed at the
transgovernmental level, this would have led to congruence for the dealers.

However, the resolution of both the brewing conflict between the CFTC and the PRs, as well
as the disagreement between the PRs and the ESAs in favour of 2-way IM, be it through
socialization efforts and/or EU market power cum power through regulatory capacity,
turned the sign of the domestic ideational consensus against the banks. At the domestic
institutional level, it brought the CFTC and the PRs in alignment in favour of a 2-way
exchange. The new agreement also meant that the transgovernmental and inter-state
power moderators were now equally turned against the banks. In combination with low
business unity, bank influence was constrained under this new equilibrium, and low levels
of issue salience alone were insufficient to increase it. The overall result was a significant
loss for the dealers.
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In the EU, the constellation leading to a loss for the banks originated from the stable
ideational consensus in favour of 2-way IM, which was not weakened by any challenges at
the domestic institutional level. As a consequence, both the ideational outlook and the
domestic institutional environment moderators were turned against the banks. With
WGMR eventually in favour of a 2-way solution, probably because of EU power as market
power and regulatory capacity and/or broader socialization efforts by like-minded policy-
makers, the transgovernmental and inter-state power moderators equally operated against
the dealers. In addition, the banks also suffered from a lack of business unity. Again, in this
environment, low issue salience alone was insufficient for them to exercise influence.

Figure 12: The two-way IM case in the US
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Figure 13: The two-way IM case in the EU
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Section 3 discusses segregation. It begins with a background section providing further
information on different forms of segregation. Section 3.2 reveals that once again there was
a lack of business unity. The dealer banks preferred to keep the question of segregation
outside the perimeter of formal regulation, insisting on total optionality. The preferences of
the sell-side, however, were scattered, with some groups favouring optionality and others
opposing any firm segregation requirement. There were also some supporters of relatively
strict segregation requirements. Business unity was therefore low.

At the legislative level, there was little debate about the contours of segregation, with
Dodd-Frank granting counterparties the right to request segregation, and EMIR stating only
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that some form of segregation had to take place. Public issue salience, therefore, was
comparatively low again, with legislators delegating most of the detailed work on these
issues to the regulators. Regulators fully embraced the ideational clearing/margining
consensus, insisting that segregation had to apply and that it had to be informed by stricter
rules than those governing the cleared marketplace. There were also no challenges from a
domestic institutionalist point of view, with the CFTC and PRs both preferring tight rules.

However, while the US regulators followed through with the adoption of third-party
segregation with a custodian at the domestic level, the ESAs were forced to compromise,
most likely because of domestic institutional constraints, including the lack of a EU-wide
insolvency regime, as well as an insufficiently high number of custodian banks to cover each
member state. The ESAs’ rules thus stipulated segregation, but left it to the counterparties
to decide on the desired strength of the segregation arrangement. This outcome was closer
to the dealer banks’ preferences than in the US, but it still represented a loss, as segregation
cannot be negotiated away anymore under the new rules.

WGMR, in principle, equally supported strong segregation, but in light of the EU
institutional challenges, it appears to have adopted more flexible wording. Given the broad
consensus in favour of segregation, the relevance of inter-state power relations faded away.

Figures 14 and 15 illustrate the constellation of the segregation case in the US and the EU.

The banks requested total optionality in both the US and the EU, but lost in either case,
even though the EU adopted a somewhat more flexible regime than the US. In the US,
policy-makers’ ideational outlook called for the strictest form of segregation with a third-
party custodian. This ideational consensus was fully shared at the domestic institutional
environment and also by WGMR at the transgovernmental level (even though it was stricter
than the group’s minimum recommendations). This means that the ideational, domestic
institutional, and transgovernmental moderators all operated against the banks. Again, low
business unity further constrained the dealers, and low issue salience alone was insufficient
to elevate their level of influence. Given transatlantic public agreement on the need for
segregation, inter-state power relations appear not to have been at the forefront of this
case.

In the EU, the configuration looked very similar, i.e. the ideational outlook, domestic
institutional environment, and transgovernmental moderators were oriented in favour of a
strong segregation approach, and thus against the banks. However, the EU stopped short of
adopting third-party segregation with a custodian, most likely because of domestic
institutional challenges associated with the lack of a pan-European insolvency framework
and the insufficient number of banks that could have served as custodians across individual
member states. As a consequence, it opted for a less strict segregation solution, while still
remaining within the remits of WGMR (to whose recommendation it had contributed). The
banks were further constrained by a lack of business unity. As in the US, low levels of issue
salience alone were insufficient for them to exercise effective, causal influence.
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Figure 14: The segregation case in the US
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Figure 15: The segregation case in the EU
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Section 4 turns to rehypothecation. | first introduce the concept in section 4.1. Section 4.2
reveals that the dealers also opposed a ban on rehypothecation, arguing it would cause a
huge liquidity drain. As in the previous cases, business unity was low, with several buy-side
actors engaging in counter-active lobbying. The buy-side’s preferences ranged from a
prohibition of rehypothecation, to leaving the question to the counterparties, to support for
the banks’ position. In a similar way to the segregation case, the key factor determining
buy-side firms’ stance on the issue was their interpretation of the costs versus the benefits
a rehypothecation ban would incur.
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Section 4.3 discusses regulators’ decision to ignore the pleas of the banks and to largely
prohibit rehypothecation. The question was not intensely debated at the parliamentary
level, meaning public issue salience was comparatively low again. Regulators in both
jurisdictions fully embraced the ideational clearing/margining consensus, insisting that
without a rehypothecation ban, the protection derived from segregation would be
meaningless. Again, there were no challenges from a domestic institutionalist point of view.
As in the segregation case, the broad-based consensus of the transgovernmental
community and its embrace of the ideational consensus meant that inter-state power
relations did not feature prominently. At the domestic level, the cohesiveness of the
institutional environment in both jurisdictions further constrained bank influence.

Figure 16 illustrates the constellation of the US and the EU case.

The factor constellation keeping dealer bank influence at bay was the same as in the
segregation case, and it was equally strong and stable in both jurisdictions. The ideational
consensus, which pointed against rehypothecation, was shared at the domestic institutional
and transgovernmental levels, meaning all three moderators operated against the banks’
preferences. In addition, low levels of business unity equally mitigated against the banks.
Again, low issue salience alone was insufficient to create an opening for the banks. The
inter-state power dimension was probably not of any major relevance to this case, given
policy-makers’ shared consensus on the required outcome.
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Figure 16: The rehypothecation cases in the US and the EU
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Across all cases, the dealers had to learn the hard way that they had lost their privileged
role within the transnational policy community, which had morphed into a tight
transgovernmental community with regulators not wavering in their support for regulation.
The information the banks provided was noted, but had little impact on policy-makers’
choice. Exit threats by the banks were not a dominant feature of either case.
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2. Two-wayIM

2.1 Dealer banks’ opposition to 2-way IM and the lack of consensus among the
buy-side

Realizing the extent of regulators’ determination, market actors somewhat stomached the
idea that the banks had to collect collateral (in the sense of a one-way mandate). The focus
of the debate now turned to the question of whether the dealers should also be obliged to
post assets themselves (equivalent to a two-way mandate). The banks absolutely rejected
the idea as a matter of principle. In fact, they appeared even more opposed to a 2-way
mandate than to the introduction of IM as a binding regulatory principle. From the dealers’
point of view, IM only mattered in a highly unlikely once-in-a-lifetime ‘end-game situation’.
A two-way mandate, they argued, would unnecessarily double the amounts of collateral
stored away, which would drain the economy and incentivize the central clearing of
unsuitable trades.

ISDA considered the bilateral exchange of IM ‘extremely inefficient as it assumes that both
parties to every contract must be protected against each other’s default simultaneously’.?*
Along similar lines, SIFMA claimed that ‘both parties cannot each simultaneously default
while owing the other money’.846 More generally, ISDA observed that a 2-way exchange ‘is
not an effective tool to accomplish the stated goals of the G20 leaders and BCBS/IOSCQO’,
given its ‘excessive cost to market liquidity and stability'.847 SIFMA equally predicted a
binding 2-way regime would ‘have a potentially significant destabilizing impact on the

financial system and the real economy’.848 It also warned that IM in general, and 2-way IM

in particular ‘is not necessary to promote central cIearing'.849 To the contrary, it would
result in ‘uneconomic decision-making’ and might encourage counterparties to shift
unsuitable trades to CCPs, which would raise, rather than decrease risk. The association also
claimed that the analogy of 2-way IM applying in the centrally-cleared market was logically
inconsistent, as the clearing house itself did not post any IM.®° The German Banking
Industry Committee commented ‘we see no practical need to make collection/posting of IM
mandatory’, citing ‘serious concerns because of liquidity burdens for counterparties’.851 The
European Banking Federation advanced the same argument.852 Barclays rejected a 2-way
regime on the grounds that it would be ‘overly burdensome and fail to strike the correct
balance between financial stability versus market efficiency and economic expansion’.®>?

Goldman Sachs warned that a posting requirement for the dealers would ‘lead[] to

> |SDA (2012:5)

SIFMA (2012:9)

ISDA (2012:9)

SIFMA (2012:6)

SIFMA (2012:10)

*% ibid.

®! German Banking Industry Committee (2012:3)
82 European Banking Federation (2012:4)

3 Barclays (2012:1), see also ING Bank (2012:1)

846
847
848
849
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additional risks for the posting firm, thereby arguably increasing the overall risk in the
system'.854 Deutsche Bank advanced a similar argument.855

The buy-side, by contrast, was split, with commenters’ positions ranging from support to
outright rejection of a 2-way mandate, depending on whether the entity in question
emphasized the benefits or the costs of receiving collateral from its banks. The benefits
included perceived risk-reduction, while the costs resulted from the banks pricing the
expense of posting collateral to their clients into the contracts. Several buy-side
commenters felt that if IM could not be prevented, it should at least apply two-way, so as
not to disproportionately disadvantage the banks’ customers.®*® These buy-side actors
argued that from a risk perspective, two-way margin was superior to a one-side application,
given the mutual protection it allowed for. Second, they emphasized that it would level the
playing field, particularly for small clients who would otherwise lack the leverage to
negotiate a 2-way arrangement. Their third and fourth arguments maintained that a two-
way mandate would mirror the way VM was used in the market, and that it would prevent
the dealers from using bilateral swaps to circumvent the requirement to post margin in the
centrally cleared marketplace.

First, adopting a risk-based perspective, CalSTRS declared that a one-way regime would
leave bank clients unprotected from a dealer bank failure, which ‘will adversely affect the
U.S. financial system’.®”’ ACLI argued that two-way margin ‘enhances the safety and
soundness of [the client] [...], thereby enhancing the stability of the financial system as a
whole’.®® MetlLife recalled that the ‘lulnchecked accumulation of exposures was a
contributing factor to the financial crisis’.®*° ICI pointed out that [t]he collection of two-way
margin helps to protect the individual counterparties to a swap transaction as well as the
swaps and other derivatives markets more broadly’. It therefore considered a two-way
mandate ‘the most effective risk reduction tool to protect against residual counterparty
credit risk’ and ‘an essential component of [..] reducing systemic risk’. 8° Fidelity
emphasized that a one-way system would enable the dealer to trade derivatives without
ensuring appropriate collateralization, ‘thereby presenting potentially significantly more risk
to its counterparties’.861ln a similar way, asset manager Insight Investment shared its
conviction that a 2-way regime would ‘ensure robust and prudent risk management’ on the
part of the dealers.® EFAMA insisted that a 2-way regime ‘avoids shifting the risk to the

[client] onIy’.863 Building on these claims, PIMCO indicated that in many cases buy-side
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See for example Union Investment (2012:4).

CalSTRS (2011:9)

ACLI (2011:9)

MetLife (2011:8)

880 First quote from ICl (2011b:6), second and third ones from ICI (2014:5).
%1 Fidelity (2011:3)

Insight Investment (2012:3), see also Axa Investment Managers (2012:1).
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entities were ‘more stable and secure’ than the banks, so that it would only be logical if the
dealers were obliged to post margin as well.®% The American Benefits Council and other
pension fund associations equally insisted that because of their superior risk management
practices, ‘[p]ension plans pose significantly less counterparty risk to dealers than dealers
do to pension plans’. A two-way mandate, they continued, would therefore be the only
logical solution, unless pension plans were exempt from the rules to begin with.%%

A second argument raised by several buy-side actors centred on the claim that a 2-way
regime would increase their influence in the collateralization negotiations with their banks.
ACLI, for example, was worried that if the decision were left to the counterparties, only the
largest clients would be able to secure a two-way arrangement with their banks. It warned
that ‘[t]his result could require smaller market participants to accept uncollateralized
exposure to their [...] counterparties as a cost of mitigating business risks for which no
cleared swap is available’.2%® Nationwide Mutual Insurance Company urged the regulators
to avoid a scenario where clients would find themselves ‘in an unbalanced position during
negotiation of credit support arrangements’.®®’ To the American Benefits Council as well
other pension fund associations it was essential that smaller counterparties would be able

to conduct a ‘reciprocal’ relationship with their banks.?®®

Third, several buy-side firms justified a 2-way mandate on the grounds that it would mirror
the way in which VM was traditionally handled. ACLI, for example, argued the design of the
IM mandate should mirror the ‘customary practice’ of maintaining two-way VM relations.®*
MetlLife said ‘[tlhe mutual posting requirement preserves the market practice typically
observed’ with respect to VM.2"° For CalSTRS, a one-way exchange would conflict with the
‘quite common and very well accepted practice in the market that collateral arrangements

in ISDA Master Agreements or other swap documentation apply biIateraIIy’.871

Finally, several buy-side entities insisted that a two-way exchange forcing the banks to post,
rather than just collect, would prevent them from using bilateral swaps to evade the margin
payments they would be subject to in the centrally-cleared market. Metlife therefore
recommended regulators avoid any ‘discrepancy’ between the treatment of centrally-
cleared and bilateral derivatives.?’ Along similar lines, ICl insisted banks’ instincts in terms
of the ‘avoidance of posting of initial margin’ had to be addressed by a two-way mandate.?”?

84 pIMCO (2011:7)

American Benefits Council et al. (2012:8), see also Committee on Investment of Employee Benefit
Assets/American Benefits Council (2011:13).
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Fidelity warned of ‘a perverse incentive for [dealers] to increase uncleared trading activity’,
in case the banks were relieved from the posting requirement.874

However, not every buy-side firm subscribed to that logic. Several buy-siders remained
attached to their outright rejection of IM, as discussed in chapter V-2. The Association of
British Insurers, for instance, questioned whether a 2-way mandate was ‘appropriate’, given
that it did not account for the unique characteristics which in the association’s view
rendered insurance firms and pension funds particularly safe.?”” BvI, representing the
German investment fund and asset management industry, advanced similar arguments,
topped with the observation that an exchange of collateral had in fact not been requested
by the G20.8’° Hedge fund association AIMA also vehemently opposed a 2-way mandate,
claiming that receiving collateral from the bank would ‘not outweigh the costs’ of having
this practice factored into the price of the trade.?”’

Between these two extremes, there was a group of buy-side actors who adopted a middle-
ground position. AXA, for example, insisted that if IM were to be introduced, it should be 2-
way, but that insurance firms, given their perceived safety, should be compensated in the
form of reduced capital requirements.®’”® There were also several associations whose
members comprised both supporters and skeptics who could not decide on a common
position. As a consequence, their submissions recommended leaving the decision to the
counterparties themselves. SIFMA’s AMG, for example, cautioned that the risk of a dealer
default ‘could cause ripple effects throughout the financial system’, but instead of
supporting a two-way regime, the association proposed that regulators should allow bank
clients ‘to elect whether to collect initial margin’.879 MFA’s members were also not united,
with the association’s comments dancing around the issue. On the one hand, the
submission acknowledged the need for rules that ‘appropriately reflect and address the
risks to the financial system’. On the other, it warned that a 2-way mandate ‘could reduce
liquidity and adversely impact market participants’ ability to properly hedge their
portfolios'.880 The association of the French-based investment management industry, AFG,
equally proposed that in light of the costs associated with a 2-way exchange, regulators
‘should permit counterparties to choose not to exchange Iv’.881

2.2  Aloss for the industry: Policy-makers embracing 2-way IM
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The conflict regarding the need for 2-way IM was replicated within the regulatory
community. While the US regulators had concurred on making IM compulsory for all types
of entities, they fundamentally disagreed on the need for a two-way regime, given their
differing institutional mandates. Frictions caused by regulatory fragmentation thus marked
the US domestic institutional environment. The US regulators’ disagreement was eventually
resolved within WGMR, when it became clear that Europe was moving full speed ahead
with the two-way mandate.

The conflict between the US regulators emerged because Dodd-Frank stipulated that the
rules apply to ‘Swap Dealers [SDs] and Major Swap Participants [MSPs] that are banks’, and
‘Swap Dealers and Major Swap Participants that are not banks’,%*? i.e. to the largest players
in the market, but left it to the regulators to decide how the new requirements would

precisely affect the counterparties of these entities. Indeed, the Act only stipulates that

To offset the greater risk to the swap dealer or major swap participant and the
financial system arising from the use of swaps that are not cleared, the [margin

rules] shall

(i) help ensure the safety and soundness of the swap dealer or major swap
participant; and

(ii) be appropriate for the risk associated with the non-cleared swaps held as a

swap dealer or major swap participant.®®

Both the PRs and the CFTC agreed that the large players should collect IM from their clients.
However, there was disagreement as to whether the banks should also post to their
customers in return for collecting collateral from them. The agreement on ‘collect’ meant
that there was a de facto two-way mandate for the large players which both had to ‘collect’
from each other. This limited the discussion to whether the dealers should have to post to
non-banks. The CFTC supported this requirement, while the PRs rejected it.

Both the CFTC and PRs were determined to limit systemic risk, but their different
institutional outlooks resulted in them focusing on the particular portion of systemic risk
most relevant to the exercise of their respective mandates. The PRs traditionally focus on
the health of the individual institution, although there has been a recent emphasis on the
‘macroprudential’ dimension, particularly as far as the Fed is concerned. Indeed, the latest
version of the Fed’s key publication on its ‘Purposes & Functions’ explains that it ‘promotes
the safety and soundness of individual financial institutions and monitors their impact on

%2 See section 731 of Dodd-Frank. The precise definitions of those terms are complex (see CFTC (No Year.b)

and Willkie Farr & Gallagher (2012)). For the purpose of this thesis it is sufficient to recall that the SD category
captures all of the large dealer banks. The threshold value for SD-registration is USD 8bn of annual notional
exposure. The MSP category is based on a series of non-numerical considerations. It was designed to prevent
regulatory arbitrage in terms of the large banks re-structuring themselves, such that they would not qualify as
dealers anymore.

83 5ee 7 U.S. Code §6s - Registration and regulation of swap dealers and major swap participants.
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the financial system as a whole’.®* The FDIC’s mission is also institution-specific in terms of
‘Insuring deposits’, ‘Examining and supervising financial institutions for safety and
soundness and consumer protection’, ‘Making large and complex financial institutions
resolvable’, and ‘Managing receiverships'.885 The same applies to the OCC which is expected
‘[t]o ensure that national banks and federal savings associations operate in a safe and sound

manner, [...].%¢

With their key focus directed to the safety and soundness of the individual institution, the
PRs’ first proposal, published before the establishment of WGMR, suggested a one-way IM
regime.®®” The PRs believed their proposal was ‘consistent with the statutory requirement
that these rules help ensure the safety and soundness of the covered swap entity and be
appropriate for the risk to the financial system associated with non-cleared swaps [...] held
by covered swap entities’.®®® For the PRs, a ‘covered swap entity’ (CSE) denotes a
prudentially regulated entity engaging in uncleared trades, whereas for the CFTC, it signifies

a SD or MSP for whom there is no prudential regulator.*

The PRs’ rejection of a two-way mandate may have been informed by their focus on banks’
‘safety and soundness’, which they likely saw at risk if collateral were to flow to non-bank
entities, in particular hedge funds, over which they had no jurisdiction. Indeed, in the US,
hedge funds have to register with the SEC and CFTC, rather than the PRs, and some of them
might be domiciled in the Cayman Islands or other lightly regulated, or even unregulated,
tax havens. Already prior to the crisis, in 2006, Bernanke had voiced ‘concerns about
counterparty risk management’890 in this particular sector, although at that time, he
considered it primarily a case for enhanced transparency and market discipline, rather than
public intervention. After 2008, the Fed and the OCC appeared to believe that
macroprudential stability was best served by strengthening banking institutions, which,
from their point of view, might have collided with collateral flowing out of their vaults to
these entities over which they had little oversight. The FDIC, in turn, had never left any
doubt that its ‘first duty as receiver, is to protect insured depositors and the insurance
fund’ B! Having funds flowing out of the banks risked being equally at odds with this
commitment.

By contrast, the CFTC’s mandate ‘is to foster open, transparent, competitive, and financially
sound markets. By working to avoid systemic risk, the Commission aims to protect market

84 Board of Governors of the Federal Reserve System (2016:1; emphasis in the original)

%5 See the FDIC's website at https://www.fdic.gov/about/strategic/strategic/mission.html, accessed 10 May
2018.

8¢ see the OCC’s website at https://careers.occ.gov/about/mission-and-values/index-mission-values.html,
accessed 10 May 2018.

7 PRs (2011:27567)

PRs (2011:27567). Note that the (proposed) rules of all regulators introduced minimum standards, i.e.
counterparties were free to negotiate tougher requirements.
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users and their funds, consumers, and the public [...] 5% Compared to the PRs, the CFTC
places relatively greater emphasis on strengthening market-wide stability. This mission
suggests a stronger preference for a two-way mandate, even more so given that the CFTC's
core focus has traditionally been the futures world centred around CCPs, where both of the
original counterparties to a trade have to post VM and IM. Indeed, as the CFTC declared
itself, ‘in designing the proposed margin rules for uncleared swaps, the Commission has
built upon the sound practices for risk management employed by central counterparties for
decades’.® The agency was therefore rather unsatisfied with the PRs’ proposal. CFTC
Commissioner Scott O’Malia publicly stated he was ‘struck by the fact that prudential
regulators are hiding behind the safety and soundness language in the Act to draft rules that
prohibit bank swap dealers from posting margin to their counterparties. To be clear, this is a
one-way posting of margin’.®** He was concerned that the market would interpret this move
as a sign ‘that regulated banks are too big to fail’, and that a one-way mandate
‘institutionalizes purchasing and negotiating power on one side of the commercial

transaction [i.e. on the banks’ side]’.5*

As a comment by CFTC chair Timothy Massad (Gensler’s successor) illustrates, the agency
rejected the sell-side’s logic that it was unnecessary to protect agains