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1
Institutional Change in the Regulation of
Financial Markets: Questions and Answers

Renate Mayntz,

The formation of a research network

The near-collapse of the international financial system in 2008, with its dire con-
sequences for the real economy and state budgets, has generally been perceived
as a major global crisis. Crises command the attention of politicians, experts, and
the general public and are expected to trigger responsive action. The financial
crisis focused political attention first on measures to contain it — in other words,
on crisis management — while economists and social scientists started to analyze
its causes. Soon there was wide agreement that one prominent cause had been
the failure to regulate the internationally expanded financial markets in such a
way that their crisis potential — the “market failure” to which they were prone —
would be contained. The existing formal rules had significant gaps and created
incentives for circumvention and deviation. Banks had not been required to
retain on their books part of certain securities they issued; hedge funds and
private equity firms were not required to comply with the capital standards of
Basel IT; and the over-the-counter (OTC) trade of derivatives did not have to be
registered, to name just a few of the regulatory gaps that permitted the financial
markets to become bloated with “toxic” assets. In unregulated spaces, new prac-
tices developed which contributed to the crisis. This holds for the construction
of “innovative” financial instruments, such as structured asset backed securities
and credit default swaps. At times the effort to avoid compliance with existing
rules led to the invention of innovative forms of circumvention; a prominent
example is the creation of special purpose vehicles by banks. The new practices
that had developed within the given regulatory framework helped to spread the
financial crisis to other sectors and other countries when the bubble based on
US subprime mortgages burst. “Market discipline” and efforts at self-regulation
had obviously been insufficient to prevent the financial crisis; changing the regu-
lation of financial markets therefore appeared the appropriate response.

The observation and analysis of regulatory responses to the crisis was an
obvious challenge to sociologists, political scientists, and political economists
interested in institutional change. Relevant research started in many places, but
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clearly no single research institution was able to set up immediately an empiri-
cal project covering all aspects of institutional change triggered by the crisis.
This also held for the Max Planck Institute for the Study of Societies (Max-
Planck-Institut fiir Gesellschaftsforschung or MPIfG), whose research program
focuses on markets and on institutional change. The MPIfG therefore decided
to provide instead a platform for the formation of a collaborative network of
researchers dealing with specific aspects of the process of institutional change
triggered by the financial crisis.

The study of institutional change requires specification of its empirical ref-
erent. The term “institution” is applied to specific normative regimes, to nor-
matively structured social sub-systems, and even to single organizations such
as constitutional courts. Financial markets can also be regarded as institutions.
They are based on general norms such as property rights, and are peopled by
market actors shaped by and subject to legal norms and collectively agreed stan-
dards. However, for the network project we decided not to focus on possible
future change in financial markets, but on change in the institutions designed to
regulate them. Research into institutional change in respect of financial market
regulation addresses the structure and practice of supervision, as well as the
formulation of new rules, the amendment of existing laws, and the modification
of existing standards taking place at different political levels, from the national
to the European and the international.

The first steps of network formation were taken in the fall of 2009. In De-
cember 2009, Renate Mayntz invited a number of social scientists known to be
engaged in relevant work to join the project. In the same month, Till Kaesbach
joined the MPIfG to assist with network coordination, and to collect material to
keep abreast of the unfolding reform process. The purpose of the network was
to gain insight into features of the many-faceted change process that cannot be
obtained in a project covering only one component of the financial and regu-
latory system: features such as the phase structure of the overall process, the
relative dominance of activities at different political levels, or the role played by
different types of agents, both supporters and opponents of regulatory change.
It is this emphasis on the dynamic and characteristics of the macro-process of
institutional change then under way that distinguished the MPIfG enterprise
from the multitude of studies devoted to a particular agency, financial instru-
ment, or country. In February 2010, seventeen scholars met for a workshop to
discuss the aim, design, and guiding questions of the network enterprise, and
to suggest additions to the group. Future network members were to contribute,
based on their ongoing research, an account of regulatory reform taking place
either in a specific country, at the European level, or with respect to an interna-
tional agency, regulatory standard or financial instrument. Institutional change
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was to be studied not simply as an outcome, but as a process unfolding over
time (see Hall 2000).

When network formation started in 2009, the financial crisis had already led
to a wide-ranging reform discourse. It did not seem unreasonable at the time
to assume that by 2011 the process of institutional change would have reached
a stage warranting assessment and analysis. At the workshop in February 2010
network members therefore planned to reassemble in a year to present the re-
sults of their studies. By the summer of 2010, the network counted 22 members
from six different countries. As planned, the concluding workshops of the net-
work took place at the MPIfG in February and March 2011, respectively.

This volume contains a selection of the workshop contributions, nearly all
of them in a substantially revised form; revision lasted until September 2011.
Not all network members are found among the authors of this book. The aim
has been to produce a volume of manageable length, concentrating on events at
the three political levels involved in the change process — the national, the Euro-
pean, and the international — and paying more attention to changes in agencies
and in rules applied to market actors than in financial instruments. Special em-
phasis has been put on studies dealing with regulatory change in given countries,
for one thing because it turned out that the national level — and in particular the
United States and the big European countries — has played and continues to play
a dominant role in the regulatory reforms under way globally. This neglects, but
does not intend to disavow the importance of the emerging economies to the
development of the global financial system — a topic treated in other publica-
tons (for example, Underhill/Blom/Migge 2010). An attempt has been made
to have the country chapters answer a common set of questions, but as the net-
work project had not been set up as a comparative study of national responses
to be analyzed, for instance, within the framework of the varieties of capitalism
approach (VoC), there are considerable differences in the approach, style and
implicit normative flavor of these chapters.

The process of change in financial market governance triggered by the fi-
nancial ctisis of 2007/2008 had not fully run its course when, towatds the end
of 2011, this book went into print. Meanwhile, a second shock wave — the sov-
ereign debt crisis — has overlaid the shock wave of the financial crisis, and the
attention of politicians and social scientists alike has shifted to the new crisis.
This gives some post-hoc justification to the initial decision to follow institu-
tional change in financial market regulation only until 2011, when it could still
be connected to the financial crisis of 2007/2008. As analysts of institutional
change are well aware, change processes have no objective beginning or end, but
are entities defined by those who decide to investigate a given stretch of socio-
political development; whatever happens during that period will take on a new



10 RENATE MAYNTZ

meaning if looked at from some later point in time. The open-endedness of the
process analyzed in this book inevitably makes its assessment provisional.

Questions

The questions the network project set out to answer refer to the macro-process
of institutional change, but to answer them the individual contributions had to
supply factual accounts and focused explanations of what happened in a given
country, a given agency, or with respect to a given financial standard. Having gra-
ciously accepted this discipline, all authors set out to collect data specifically for
this publication. As a result, the chapters in this volume provide valuable case
analyses; taken together they give at least tentative answers to the more general
questions that were formulated at the beginning of the collective enterprise.

The guiding empirical questions were directed at the process of change, its
outcome, and the factors at work in generating that outcome. Macro-processes
of planned institutional change move through several phases. Gaps can develop
between initial reform intentions and subsequent action, and reform targets can
change. Since national, European, and international decision-makers were in-
volved, the question of the relative dominance of a given political level in the
reform process was raised. As for the outcome of the change process, we were
interested in changes of regulatory structure, and changes in rules. Would there
be a pronounced shift away from self-regulation, would agencies disappeat or
be newly created at the different political levels? Would existing rules become
stricter, would there be new rules (legal norms, standards) to guide the behavior
of financial market actors and market transactions? With respect to change fac-
tors, both the role of potential change agents (drivers as well as opponents) and
the role of perceptions and ideas were to be looked at. Since these empirical
questions referred to features of governance rather than markets, answers to
them were to be interpreted mainly within the framework of theories of insti-
tutional change, and of governance. However, all authors were free to develop
their own theoretical perspective.

When the results of research undertaken in 2010 were presented and dis-
cussed at the workshops in 2011, attention had shifted from the question of
what was changing, to the question of why so /e change had taken place. This
became a paramount topic in most of the chapters in this book. The results of
the collective enterprise thus contribute, more than initially expected, to a theory
interested not generally in the trajectory of change processes, but specifically
in the conditions making for either radical or incremental institutional change.
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The financial crisis did appeat to be a “big bang” event that could well have led
to radical change. Why did this not happen? When do shocks fail to engender
radical change? The case-specific answers to this question may be the major
theoretical contribution of this volume.

Answers

In the following sections of this introduction I attempt to formulate answers to
the questions that have guided the network enterprise. These answers are based
nearly exclusively on the material presented in the eleven following chapters,
making good on the promise that the individual contributions of the network
members will make it possible to answer more general questions about the in-
stitutional change in financial market regulation after the ctisis of 2007/2008.
What I am presenting is my own summary of this material, not the consensual
view of all authors. To make reading easier, I have tried to limit the number
of explicit references to chapters in the book by adopting the following rule:
whenever one of the countries that are the subject of chapters 2—6 is mentioned
by name (for example, the United Kingdom/British) and no other reference is
cited, reference is to the corresponding chapter in this book.!

The macro-process of change

To identify change presupposes knowledge of the status quo. By necessity, the
chapters in this volume therefore devote space — some more, some less — to the
institutional arrangements of financial market regulation in a given country or
agency or at a given political level as they had developed up to the outbreak of
the crisis. The changes in financial market regulation motivated by the financial
ctisis of 2007/2008 ate part of a long historical process. Since Wotld War II,
the globalization of financial markets, and financial crises in different parts of
the world, have repeatedly led to institutional change in financial market regula-
tion. Starting in the late 1970s, two parallel developments took place. As shown
in several of the country chapters, there has been, on the one hand, increasing
regulation: supervision was strengthened and tended to become integrated, and
standards claiming compliance internationally were developed. On the other
hand, however, in the financial markets, both market actors and transactions

1 US = chapter 2; Britain/UK = chapter 3; France = chapter 4; Germany = chapter 5; Switzer-
land = chapter 6.
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were increasingly deregulated. Rather than being contradictory, these develop-
ments were two sides of the same coin. As the liberalized financial markets con-
tinued to change without commensurate changes in the regulatory framework,
a regulatory gap developed which became manifest in the ctisis of 2007/2008.

The changes in financial market regulation that occurred in response to the
crisis can hardly be described as a single change process. A multitude of hetero-
geneous actors operating in a multitude of different sites were involved in the
generation of the crisis, and in the response it triggered. In contrast to a natural
event such as an earthquake ot tsunami, “the financial crisis of 2007/2008” is
an aggregate of many events; as a single event it is a cognitive construction. The
process of institutional change we set out to study is again composed of many
separate, but interdependent change processes. And yet it is possible to discern
something like a macro-pattern.

The immediate reaction to the crisis was crisis management: at the national,
European, and international levels. As crisis management succeeded in prevent-
ing the “meltdown” of the financial system and a sudden and major disruption
of the real economy, it opened the way for reforms — in other words, for a
process of planned change in the governance of financial markets. Public dis-
cussion focused first on guilt attribution, while financial experts in central banks
and other institutions, as well as academics tried to understand how the unex-
pected crisis developed. Guilt was attributed to “greedy bankers,” before the
focus shifted to the behavior of rating agencies, the unregulated use of recently
invented derivatives, and the structure of modern banks. Guilt attribution and
causal analysis led to the formulation of demands for change. More quickly than
public opinion, policymakers realized that in a culture in which the pursuit of
individual interest is legitimate, moral suasion will not suffice to change the be-
havior of the financial institutions accused of having caused the crisis. In unusu-
ally wide agreement, politicians, heads of supervisory agencies, and academic
experts reasoned that since financial markets had evidently failed to regulate
themselves through what is euphemistically called “market discipline,” radical
regulatory reform was needed. Reform demands summarized in a flurry of offi-
cial reports prepared, among others, by the Stiglitz commission (United Nations
2009) and the OECD (2009) were comprehensive, and directed at the financial
system as a whole. This was expressed clearly by the heads of government at the
G20 Summit in London: “We have agreed that all systemically important institu-
tions, markets, and instruments should be subject to an appropriate degree of
regulation and oversight” (G20 2009).

As time went on, reform demands became more concrete — and more se-
lective. Although the chapters in this book show that there were differences
between levels and countries, reform plans by and large tended to be directed
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first at uncontested causes of the crisis, where the necessary change was at the
same time relatively easy to define. From the compensation schemes for bank-
ers, the capital reserves that banks were obliged to hold, and the behavior of
rating agencies, the reform agenda moved to more difficult topics, such as ways
to reduce the moral hazard posed by systemically important banks that were
“too big to fail.” As reform demands were translated step by step into concrete
legislative initiatives and international standards, reform plans at all political lev-
els and in all the countries we analyzed met with opposition. This resulted in
compromises and in significantly delayed implementation requirements. Even
before the sovereign debt crisis made regulatory reform of the financial markets
appear less urgent, the slowing reform impetus was publicly noted and criticized
by experts, as well as by heads of government.

This summary description of the change process as it emerges from the
chapters of this book glosses over the interesting differences between political
levels, countries, and agencies in the way the reform process played out. It is
nevertheless evident that this particular change process differs from the familiar
model of a policy cycle. A “policy cycle” starts with the identification and ar-
ticulation of a problem, followed by political agenda-setting, the formulation of
alternative solutions, choice of an alternative, and finally implementation (see,
for instance, Windhoff-Héritier 1987). Different from most policy processes,
the financial crisis was not a problem that needed identification and definition
before it made its way onto the political agenda. It imposed itself suddenly and
forcefully as a problem of systemic importance on politics, market actors, and
the general public alike. There was no doubt that immediate action was needed.
In other words, the financial crisis was generally perceived as a “big bang” event
that shattered an arrangement believed to be fundamentally stable, notwith-
standing periodic ups and downs.

The dynamic of policy processes provoked by a crisis obviously differs from
that of policy processes preceded by a period of relative stability, with a slowly
shifting change in the balance of power between critics and supporters of the
status quo that leads finally to the articulation of a policy problem. As is gener-
ally recognized in institutional theory, particular institutional arrangements have
distributional consequences that motivate supporting or opposing, defending
or trying to change the status quo (Streeck/Thelen 2005; Hall/Thelen 2008;
Mahoney/Thelen 2010). In the contest between social groups supporting or
wanting to change the status quo, political actors may take sides or serve as me-
diators (Amable/Palombarini 2008). In our case, however, the pre-crisis mixture
of regulation and deregulation that appeared to support economic growth had
prevented the development of two opposed social blocs, one challenging and
one defending the status quo. As noted in some of the chapters here, there were
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experts and regulators who would have preferred stricter regulation, but they
remained voices crying in the wilderness. It was the crisis that led to a wave of
criticism and the demand for radical reforms, but the critics scatcely formed a
single social bloc. As the reform plans impinged upon (previously unchallenged)
vested interests, they stimulated the formation of opposition. But again this
opposition, created by the incipient policy process, was not a coherent social
bloc. As the chapters in this volume show, those who supported and those who
opposed regulatory reform varied from issue to issue, between political levels,
and between countries. Even in the phase of deciding on concrete reforms we
cannot speak of two circumscribed social blocs pitted against each other.

Nevertheless, the outcome of the interaction between supporters and op-
ponents of change was a loss of momentum: the change process slowed down
over time. While a movement from broad to narrow and from ambitious to
modest is not exceptional for planned institutional change in a non-revolution-
ary situation, it is unusual that this is encountered already in the early stages of
the process by publicly voiced disappointment and criticism. The widespread
public denunciation of the gap between initial reform demands and the forth-
coming changes attests to the strength of the initial conviction that substantial
change was needed.

Changes in financial market governance

Turning to the changes in the overall structure of financial market governance
that took place in direct response to the crisis of 2007/2008, the most obvious
effect has been a shift away from private self-regulation towards public regula-
tion. Existing regulatory and supervisory agencies at all political levels of course
reacted to the crisis. Most immediately and visibly, however, political actors be-
came involved. On all political levels, the process switched suddenly from the
previous “low politics” to “high politics.” Symptomatic of politicization at the
international level was the mutation of the G20, formerly a low-key body of
central bank governors and finance ministers — who rarely attended in person
— to the “premier forum for our international economic cooperation” at which
heads of government meet for highly publicized summits (Leadet’s Statement,
Pittsburgh Summit 2009, Preamble point 19%). In Germany, the crisis reinforced
existing demands for regulation. But also in, for example, the United Kingdom
and the United States, where self-regulation and light-touch public regulation
had been the order of the day, politicians and even heads of government now

2 Available at: http://ec.curopa.cu/commission_2010-2014/president/pdf/statement_20090826_
en_2.pdf.
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called publicly for stricter regulation. Given that reform was felt to be urgent, it
was the executive rather than political parties and parliaments that first became
involved. In the United States, it was the Treasury that drafted the plan for com-
prehensive reform that became the basis of the Dodd-Frank Act; in Germany,
the Finance Ministry together with the Ministry of Justice drafted the restruc-
turing law later passed by patliament. What formerly appeared to be technical
issues to be dealt with by experts was transformed into a publicly observed
process of high-level policymaking. According to Helleiner and Pagliari (2010),
the financial crisis, reinforcing a trend towards banking regulation already under
way, may lead to a further shift from private and decentralized to public and cen-
tralized governance. The shift to public regulation is evident also in our study,
but whether there is also a shift towards centralized regulation is doubtful, as will
become evident when we turn to changes in the governance structure.

Contrary to early demands, regulatory change has been neither comprehen-
sive nor internationally coordinated. Given the horizontal and vertical differ-
entiation of the pre-crisis governance structure, an integrated reform process
guided by a master plan covering all aspects of the internationalized financial
system that had proven so problematic was not to be expected. Demands for
a coordinated, international response, voiced in public statements of political
representatives as well as in the reports and memoranda issued by the G20
and by national bodies (for example, Financial Services Authority 2009; Wissen-
schaftlicher Beirat 2010) met with the reality of a geographically (horizontally)
and politically (vertically) differentiated governance structure. Regulatory com-
petences were concentrated at the national level. The EU had largely refrained
from using its legislative powers for the purpose of market shaping rather than
market making (Scharpf 2010). The international standardization bodies — the
Basel Committee BCBS, the International Organization of Securities Commis-
sions IOSCO, and the International Accounting Standards Board IASB — de-
pended on voluntary compliance with the rules they developed. As the chapter
on France suggests, demands for reform at the international level sometimes
went together with a weak domestic reform impetus. But by and large, there was
an early flurry of disparate national initiatives, including the one-time British tax
on bankers’ bonuses and the German ban on short selling. At the same time,
national authorities were also the dominant actors in negotiating higher level
agreements: heads of state at G20 summits and the European Council, and
representatives of finance ministries, central banks and supervisory agencies in
the Financial Stability Board FSB, and the BCBS (chapters 11 and 10). National
actors were thus the key change agents in the reform of financial market regula-
tion (Mayntz 2010).
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As is evident from the chapters in this volume, governance structures have
changed most at the national and least at the international level. At the inter-
national level there were changes in the mandate, composition, and weight of
some agencies in the overall process of regulation. Examples are the change of
the former Financial Stability Forum into the FSB (chapter 11), the additional
resources given to the IMF (chapter 12), and the focal role assumed by the BCBS
in the reform process (chapter 10). But no new agencies were established at the
international level, nor were existing bodies given the competence to make bind-
ing decisions for lower level jurisdictions and market actors. International bodies
are still restricted to monitoring, recommending, and trying to coordinate.

More substantial change took place, at least formally, at the level of the EU,
where a new agency, the European Systemic Risk Board, was created and where
the three previously existing committees that were supposed to coordinate na-
tional supervisors were transformed into European supervisory agencies. These
agencies have some decision-making power, and the competence to intervene,
under certain conditions, in areas hitherto under exclusive national jurisdiction
(see chapter 7).

Agency change has been most pronounced at the national level. In several
countries, new bodies to administer fiscal rescue programs have been created
and, especially in the United Kingdom and the United States, new regulatory
agencies have been established. The most innovative change has been the new
emphasis on macro-prudential supervision; in the United States and the United
Kingdom new bodies were even created for this purpose, while in other cases
existing bodies were explicitly given this task. Other changes in the supervisory
structure appear less significant. While in the United Kingdom the integrated
supervisory agency I'SA is being dissolved and the central bank is becoming
appreciably more powerful, in most countries there has only been some redis-
tribution of regulatory competences between central banks and supervisory
agencies. Whether supervision over banks, securities, and insurance should be
integrated or not, and whether central banks should also perform supervisory
functions has been an issue for decades. The financial crisis brought old domain
conflicts to the surface again and provided a window of opportunity for reform
initiatives that previously did not receive political attention and support.

In the course of organizational change at the different political levels, public
agencies were given, by and large, more powers. At the same time, there has been
an — albeit limited — upward shift of de facto power, and an even more limited
upward shift of formal competences, the latter especially in the EU. But since
legislative competence is still concentrated at the national level, this upward shift
has meant that the downward connection between levels has become more im-
portant. Supported by the FSB, the G20 has strongly voiced the need for spe-
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cific reforms and has “tasked” international organizations — notably the IMF,
BCBS and IASB — as well as national and regional jurisdictions to become active
(chapters 11, 12, and Bradford/Lim 2010). The standards formulated by intet-
national bodies, notably the BCBS, have been integrated into EU directives and
have thus become legally binding for market actors and supervisory agencies in
member countries (see chapter 7). Expecting a new or amended EU directive,
member countries have in fact put off introducing new rules by themselves; this
also holds for directives the EU developed independently.

The policy recommendations and standards formulated by international
bodies have also shaped regulatory decisions taken by states that are not EU
members. Legislative powers to effect institutional change are still concentrated
at the national level, but national decisions are affected by higher level demands
and rulings. In the formulation of these demands and rulings, national actors
have again been active, but there is a difference between the domestic and inter-
national decision-making contexts, not least with regard to the interests pursued
by the actors involved and the resulting conflicts of interest. The connected
upward and downward movements in this multi-level policymaking process are
reminiscent of the dialogue model found to characterize the relationship be-
tween the political leadership and the bureaucracy in German federal ministries
(Mayntz/Scharpf 1975). The post-ctisis policymaking process has still been
fragmented, but by virtue of the cross-level connections it has cleatly become,
if not more centralized, more international.

Publicly voiced initial reform demands focused on legal provisions and stan-
dards, more than on regulatory agencies. Rules were to be tightened, to cover
all critical components of the financial system, and to be coordinated at the
international level in order to be applied uniformly down to the level of market
actors and their transactions. Although rule change and agency change are two
closely related aspects of institutional change, the evidence amassed in this vol-
ume suggests that rule changes may have been more deep-cutting than agency
changes. Existing rules that mainly targeted banks have been tightened and ex-
tended, as in the case of the Basel Accord (see chapter 10). Regulation has also
been extended to new targets, such as hedge funds, rating agencies, and OTC de-
rivatives. Most of the changes in standards developed by the BCBS, IOSCO, and
the IASB and already agreed on are micro-prudential, and bank-centric. There
is, however, also increasing emphasis on the need for macro-prudential regula-
tion, manifested in the introduction of countercyclical buffers (in Basel I1I) and
national resolution regimes for failing financial institutions (as in Germany). In
support of macro-prudential regulation, monitoring financial market stability
has been re-emphasized at the international, European, and national levels.
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In practically all the chapters in this volume, the regulatory changes real-
ized when pending legislative decisions have been taken, new agencies are up
and running, and new and amended rules are finally implemented are judged to
be incremental rather than radical. Doubts are voiced particulatly with regard
to the ability of regulation to discipline risk taking by banks, to deal with the
problem of a moral hazard presented by financial institutions too big to fail, and
to counter the threat of domino effects resulting from the high degree of inter-
connectedness among market actors and transactions. There is, however, some
ambivalence in most chapters concerning their assessment of the observed re-
forms, and naturally the authors’ views sometimes differ on this. Thus while
Jabko (in chapter 4, pp. 97-118) judges institutional change at the EU to be
a “major transformation of its financial supervisory architecture,” Quaglia (in
chapter 7, pp. 171-195) is more skeptical, emphasizing that “the new agencies
have limited competences and it remains to be seen whether they will be able
to regulate the financial sector effectively.” It is true that the radical changes in
regulation demanded by some politicians and scientific experts when the crisis
became manifest have not been achieved: required bank equity is still below
10 percent, the new, highly structured securities and credit default swaps have
not been prohibited, tax havens have not been completely closed, and financial
institutions have not returned to concentrating on their classical functions in-
stead of secking profit by proprietary trading. But there have been changes, and
sometimes a set of related small changes may add up to a transformative change.
The question is whether the given change is sufficient or insufficient to solve the
problem. At the time, the problem was defined as the in-built proclivity of the
financial system to undergo major disruptive crises. Regulatory reform was sup-
posed to solve this problem, but the pervasive view now is that it has fallen short
of this goal. By the end of 2011, the perception of what is amiss has of course
changed, pushing the critique of failed regulatory reform into the background.

Factors shaping the process and its outcome

The changes in financial market regulation emerging from the chapters in this
book and summarized in the previous section pose two closely related ques-
tions: why has change taken place with respect to some aspects of the pre-crisis
status quo and not others, and why has it not been more radical? Both properties
of the process outcome — its selectivity and its intensity — have been affected by
a set of change factors that operated not only in one country, one agency, or at
one political level.

One generally important factor determining the political response to the
financial crisis of 2007/2008 has been the kind and severity of the threat it
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posed. The impact of the crisis was felt most directly at the national level, but
it was not a disruptive shock to all the countries dealt with in this volume. The
severity of the impact and the extent to which it was banks, the real economy,
or houscholds that were affected, depended on particular features of the given
financial industry. In the United States, households unable to pay their mort-
gages were severely affected. In Germany, the failure of the HRE, which had to
be taken over by the state, shaped the problem: the goal of regulatory change
was to avoid future costly public bailouts that delegitimize the political system.
Where the impact was limited and coping quick and effective — as was the case
in France — the general public and the media were enraged by bonuses and
scandals involving individual traders, but perceived no vital threat and did not
demand radical institutional change. As put succinctly by Johal, Moran and Wil-
liams (in chapter 3, pp. 67-95), “crisis management both opened up and closed
off possible paths to the post-crisis institutional order.”

Although this study does not provide data with which to measure compara-
tively the impact of the crisis, it seems that the two liberal market economies, the
United States and the United Kingdom, suffered a severer shock than the three
other countries dealt with in this volume. This certainly applies to the ideologi-
cal impact of the crisis, which vatied with the ideological undergirding of the
regulatory status quo. The empirical falsification of the belief in the efficiency
of unregulated markets hit hard in the United Kingdom and the United States,
but the impact was milder in coordinated market economies such as Germany
and France. In Switzerland, the crisis challenged a belief in self-regulation based
on the historical legacy of self-reliance and individualism rather than the effi-
cient market theory of liberalism. Behind the discredited British “narrative” of
successful liberal opposition to the threat of an interventionist democratic state,
convincingly described in the chapter on the United Kingdom, there lies the old
issue of the balance between state and economy. The ctisis of 2007/2008 ap-
peared to have shifted this balance back towards the state.

The institutional changes following the financial crisis are the outcome of
the preferences of and interactions between advocates and defenders of the
status quo. The most visibly active reform agents were political actors. Their
orientation and actions were influenced by several contextual factors, although it
is difficult to generalize about them. It is an open question, for instance, whether
elected members of patliament, party leaders, and politicians in high executive
positions differed in characteristic ways in their reform orientation. Members of
the European Parliament appear to have been more reform-oriented than, for
instance, the European Commission; in countries where the government was
forced by the crisis to take a stand immediately, parliamentarians became in-
volved only at a later stage. It is plausible that the party composition of govern-
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ments played a role. In Switzerland, the persistent dominance of conservative
parties has shaped the response to the crisis. But there is no uniform relation-
ship between the left/right otientation of a government and the strength of its
reform otientation. In the United States, the Democrat Barack Obama at least
initially did not stand up as strongly for regulatory reform as the Conservative
David Cameron did in the United Kingdom. The country chapters suggest that
institutional arrangements are another factor that shaped the policy response to
the crisis, but again it is hardly possible to generalize about the kind of impact
made by different institutional arrangements. In the United States, for instance,
relations between the executive and the legislature played an important role in
the gradual development of the Dodd-Frank Act. In the EU, the Commission
acted as agenda-setter, the European Parliament pushed for reform, and the
Council had to agree on compromise solutions. Political constellations, such as
power relations between the governing party or coalition and the opposition,
the imminence of a general election, and congressional power politics clearly
influenced the course of national reform initiatives. Elections especially are situ-
ations that can be used to demand or reject change, and have been used in this
way particulatly in the United Kingdom. In the United States, the campaign
promises of the incoming Obama government on health care reform tended to
push financial market reform into the background for a time.

Since change in political power constellations follows its own dynamic, po-
litical factors are a source of contingency in shaping the details of regulatory
change. Another source of contingency are institutional entrepreneurs, individ-
ual political actors with power and backing who make a specific reform issue
their own project, as Elisabeth Warren and Paul Volcker did in the United States.
In fluid situations with many actors pursuing different and often contradictory
goals, a determined political actor can make a difference. To sum up, political
actors were the most visibly important actor category in the process of planned
regulatory change, but substantively their influence was highly contingent once
crisis management had been provisionally successful.

Less visible than the influence of political actors has been that of central
banks and supervisory agencies on the direction of the reform process. Agency
reform in particular was affected by the distribution of regulatory competence
between central banks and supervisory agencies. Most importantly, however, up
until the crisis national central banks and supervisory agencies had close and
cooperative relations with the financial industry and its organizations. It may
not be surprising that in the United States and the United Kingdom, regulators,
policymakers and the financial elite shared the regulatory ideology of efficient
market theory. In the French case, this consensual outlook reflected a career pat-
tern that started in the same institutions for the members of both elite groups.
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However, elite consensus was not only based on a shared ideological outlook
or career pattern, but also firmly rooted in national interests. In all countries
represented in this volume, policymakers and regulators alike aimed to create,
support, and safeguard a competitive domestic financial industry. Where the
pre-crisis elite consensus had supported deregulation and light-touch regulation,
it now motivated efforts to save that industry. In this process, a strong element
of path dependency is involved. National central banks and supervisory agen-
cies were not destined to become particularly active change agents; they may
even have restrained radical change. The action orientation of national regula-
tors and supervisors was also predominantly micro-prudential before the crisis,
with bank solvency and investor protection the major goals. In the aftermath of
the crisis, more emphasis was put on macro-prudential supervision and financial
stability. Where central banks and supervisory agencies old and new become
more explicitly responsible for financial stability, the attitude of these regulators
vis-a-vis the financial industry may change.

Turning to international regulatory bodies (in the broadest sense), the G20
and the Financial Stability Forum had played the role of guardians of global
financial stability already before the crisis. On the basis of this mandate they
became, as noted in the preceding section, focal actors in the macro-process
of regulatory reform. The international standard-setting bodies channeled the
process of rule change towards those aspects of the financial system with which
they had already been dealing before the crisis. Thus the Basel Committee start-
ed to tighten capital requirements for banks (chapter 10), IOSCO updated its
standards for the supervision of securities markets (chapter 12), and the IASB
became involved in the debate on whether fair value accounting had contributed
to the crisis and needed to be changed (chapter 9). In this way, the pre-crisis
structure of these international agencies, with their specific mandates, contrib-
uted importantly to the selectivity of the reforms.

The main opposition to institutional change is generally expected to come
from those likely to be negatively affected. The ambitious reform plans voiced
in direct response to the crisis were generally considered to be too restrictive by
the financial industry. But the usual strategies of interest-group pressure on poli-
cymakers — the threat of a strike or the mobilization of public opinion against
impending legislation — were not available in a situation in which the financial
industry itself was seen as the culprit. The chapters in this volume provide only
limited evidence on the extent and means of industry lobbying, and the levels
at which it preferred to attack and did so most effectively. The industry, being
itself negatively affected by the crisis, clearly recognized that something had to
change. Since the financial industry is internally differentiated, however, reac-
tions differed between sectors; this lowered the overall intensity of opposition
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to reform. The intensity of opposition also differed between reforms. In the
United States, for instance, the financial industry favored rather than opposed
plans to monitor systemic risk, but it tried to ward off interventions that would
restrict its freedom of action in the medium and long term. In Germany, sav-
ings and mutual banks that had not been involved in the trade with derivatives
that proved to be “toxic” were particularly vociferous in protesting against the
bank tax which the new restructuring law, which was supposed to address the
problem of bank failures, included. Representatives of the finance industry were
actively involved in the consultation process involving the regulation of capital
requirements for banks, both at the BCBS and in the EU, but lobbying was
not always successful. As Woll reports, hedge funds thought themselves exempt
from regulation at first and woke up only belatedly to the threat; when regulation
seemed inevitable, they cooperated with regulators, trying to make things easier
on themselves (chapter 8). In Germany, the joint opposition of the banking as-
sociation (BdB) and associations of savings and mutual banks failed to prevent
the passing of the restructuring law or to change it significantly.

One effective defense for the financial industry was to use the inevitable
information asymmetry between financial insiders and outsiders to paint a grim
picture of the economic consequences of restrictive regulation: a credit crunch,
loss of jobs in the finance industry, and slower growth. Critical views were ex-
pressed in official statements by interest organizations, but they were also con-
veyed through personal contacts in the social networks that existed between the
financial elite and the political elite, mentioned especially in the chapters on the
United States and the United Kingdom. In the United States, these contacts led
to a coalition of financial and policy elites undetlying the early preservationist
approach to regulatory reform. To interpret such interaction as capture is too
simple, however. Even without direct pressure from the financial industry, the
national interest in competitiveness counteracted the political impulse to tighten
regulation, producing a basic political ambivalence that reform opponents — and
particularly the financial industry and its lobbies — could use. If expert indus-
try representatives pointed out that planned regulation would affect economic
growth and domestic competitiveness, rulemakers could not but listen to them.
The interest of national governments that count on the jobs and tax revenue
provided by the financial industry militated against more restrictive interventions.

Cognitive factors thus played a role in downsizing reforms. Planned change
generally responds to the perception of the nature and the causes of the prob-
lem to be solved. While agreement was soon reached on the proximate causes
of this financial crisis, efforts to identify its underlying mechanisms were con-
fronted by the complexity of the financial system whose operation neither bank-
ers nor economists, let alone politicians, had understood. Intervention targeted
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the obvious causes of the crisis: the risk taking of bankers, the widespread use
of certain types of derivatives, and large internationalized banks whose bank-
ruptcy would force governments to bail them out with taxpayers” money. At-
tention also focused on issues of transparency, true to the teachings of eco-
nomic theory that it is lack of information that causes market failures. But issues
such as global economic imbalances, the financialization of the real economy,
and the development of a culture of debt making were touched on only in
fleeting asides in the reform discourse immediately following the crisis. It took
the sovereign debt and currency crises of 2011 to focus attention on global
imbalances, and on public as well as private debt (see, for instance, Bank for
International Settlements 2011). The reforms triggered by the financial crisis
did not even attempt to get at these causes. Not only were the reforms se-
lective, but even the apparently radical initial reform ambitions were limited.

In democratic states, attention from the media and the general public is im-
portant for putting an issue on the political agenda. In the case of the 2007/2008
crisis, media attention was generally immediate and strong, while the reaction of
the general public differed between countries. Where crisis management was
sufficient to prevent massive immediate repercussions on employment, savings,
and the value of money the public did not get angry and did not mobilize. In
Germany, France, and Switzerland the effects of the bailout and its dire fiscal
consequences, while highly publicized, were not immediately felt by the general
public. Successful coping thus served to slow down the reform momentum.
The general public was rather enraged by incidents that seemed to support the
initial guilt attribution to bankers and financial institutions, as has been the case
when the US supervisor, the SEC, filed fraud charges against Goldman Sachs.
Only in the United States has public criticism led immediately to the formation
of a grassroots organization by consumer groups and labor organizations, called
Americans for Financial Reform, which was actively engaged in the regulatory
reform process leading to the Dodd-Frank Act. It has taken until 2011 for an
organization such as Finance Watch, initiated by a public statement of a group
of European Parliament members in July 2010, to be formed at the international
level (see www.finance-watch.org).

The most immediate effect of public opinion is on national politics, and it is
also at the national level that domestic power politics plays a significant role in
determining policy preferences. In international negotiations, national represen-
tatives tend to act as economic patriots, and a set of interests different from the
one that determines domestic politics comes to the fore. Interests, of course, are
subject to definition, and domestic politics, reflecting features of the national
financial industry, does influence the definition of national interests. The Ger-
man central bank, for instance, staunchly defended the interests of German
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public banks and savings banks in negotiations on capital requirements in the
BCBS and the EU. French policy preferences with respect to the EU regulation
of hedge funds were similarly affected by the fact that UCITS funds, which had
a stake in this regulation, were predominantly located in France (chapter 8). The
policy preferences of the United Kingdom were influenced by the fact that,
while British banks were not particularly big, the City as an international finan-
cial center is of great significance. Where the importance of the financial indus-
try for the national economy is particularly large, there is more fear of the pos-
sible negative consequences of stricter regulation. In international negotiations,
there is thus a tendency for national representatives to support reforms that
would not hurt their own financial industry, but to oppose regulation that would.
The result is a pattern of conflicting beggar-thy-neighbor strategies. Given the
absence of even a single truly supranational agency with regulatory competence
going down to the level of individual market actors, international negotiations
tend to end in a so-called joint-decision trap: a situation producing compro-
mises and lowest-common-denominator solutions (Falkner 2011).

A second difference between nations that affects preference formation in
international negotiations — a country’s position within the global geopolitical
order — has been less evident after the financial crisis of 2007/2008. It was
felt by big, export-dependent Germany, interested in continuing demand for
its products, as well as by small Switzerland that had to ward off international
pressure to change its mode of regulation, and particulatly the rule of banking
secrecy. The US policy process may seem to have been more inward-looking,
an effect of the country’s historical leading role in international finance and in-
ternational financial regulation. However, the failure to have the US accounting
standard setter FASB converge with the international accounting standard setter
TASB (chapter 9) is a sign that this role might now be challenged.

The conditions of radical versus incremental
institutional change

What can we conclude from the analyses presented in this volume with regard
to the question hovering in the background of the case analyses: namely, under
what conditions do big bang events, shocks or crises lead to radical change?
What features of the event itself, and what features of the impacted field (or sys-
tem) can dampen the impulse, and lead to merely incremental change? Even tak-
en together, the network projects cannot answer this question, not only because
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they deal with a single historical case, but also because the empirical analysis
focuses inevitably on proximate causes. But a few observations can be hazarded.

It is common knowledge that reform energies are a limited resource that will
soon be exhausted; reform advocates in fact soon warned that the reform mo-
mentum would slow down, and urged planners to make use of the crisis while it
was still being felt. But what obstacles stood in the way of radical change? The
usual answer points to the opposition of vested interests, the banking industry
and its wealthy lobby. The explanation that emerges from the chapters in this
volume is more complex, however.

One factor clearly dampened the impetus of regulatory reform: the failure
of the feared collapse of the real economy to materialize. The suddenness of an
event and the severity of its impact define it as a major crisis; the financial cri-
sis came upon us suddenly, but the crisis management undertaken immediately
and at all relevant political levels prevented an equally sudden, global economic
breakdown. Perversely, the very fear of an economic collapse prevented more
radical reforms by spurring attempts to prevent a meltdown of the financial sys-
tem. Nevertheless, there have been some institutional changes. Media attention
and the existence of an ongoing, submerged reform discourse were supportive
factors, and so was at least potentially the shift from private to public regulation
as a consequence of politicization. But the involvement of political actors in a
process of institutional change works to the advantage of radical change only
if politicians are firmly set on it. This, however, has not been the case: there
was a gap between the early political reform rhetoric and concrete subsequent
action. Not only did the outcome of reforms undertaken in direct response
to the financial crisis of 2007/2008 lag behind the initial calls for a global and
comprehensive change in financial market regulation, but the concrete reform
ambitions of the political change agents, formulated domestically and in inter-
national negotiations, were modest in comparison with early reform demands.

The fact that reform ambitions were limited is not only the consequence of
national interest in a competitive financial industry, elite consensus, and indus-
try pressure. It also expresses a general unwillingness to call into question the
institutional underpinning of modern capitalist democracies. A radical change
involves getting to the root causes of a problem. The financial crisis was in fact
only a symptom of a much larger problem situation, generated by the conflu-
ence of several developments impinging on today’s wealthy democratic societies
with their well-to-do middle classes: liberalization, tertiarization, financialization,
and technological developments that substituted computers for human traders
and offered new mathematical modeling techniques for risk assessment. A truly
radical change of the financial system, and of its operation and importance for
the economy, state budgets, and consumers would have required much more
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than higher capital standards, leverage ratios, and resolution regimes for failing
banks. A radical change of the financial system would have involved uprooting
the very institutions on which modern, capitalist democracies are built. Among
other things it would have required restricting the general dependence on credit,
a dependence intricately connected with the inherent future orientation not only
of financial markets, but of Western civilization. Whether they realized it or not
(most did not), the enormity of the changes that would have been required to
get at the root causes of financial crises of the type expetienced in 2007/2008
made potential reformers shy away from the task. The strongest impediment to
radical institutional change is their close integration with basic features of the
societies in which they are embedded. Nothing short of a popular revolution
would have sufficed to trigger such radical change, but popular uprisings of the
kind we have seen shake the Arabic world in 2011 did not occur in 2009/2010,
the period covered by the studies in this volume.
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2
The Two-Tiered Politics of Financial Reform
in the United States

John T. Woolley and |. Nicholas Ziegler

Introduction

The financial crisis of 2007-2008 originated in its key essentials within the
United States. Despite the cross-national interdependencies that typify twenty-
first century capital markets, American financial institutions were undermined
by deep imperfections that originated in US asset markets and then spread to
other countries.

The crisis involved tremendous costs and significant disruption to institu-
tions throughout US society. The Lehman Brothers bankruptey of September
2008 triggered a profound discontinuity in America’s financial markets. Three
venerable Wall Street institutions — Bear-Stearns, Merrill Lynch, and Lehman
Brothers — were absorbed by their competitors or allowed to fail outright.

According to estimates by Deutsche Bank, US financial institutions expe-
rienced losses (including asset write-downs) totaling at least $1.1 trillion; funds
equal to 30 percent of GDP were committed to supporting the financial sector
in the United States (Deutsche Bank 2010). US stock markets fell on average in
two consecutive years by more than 14 percent, the first time that had happened
since the 1930s. Nationally, housing prices dropped nearly 18 percent from mid
2007 to the end of 2010 but in several important regions, the price decline was
upwards of 30 percent (US Federal Housing Finance Agency 2011). The US
unemployment rate increased from 4.5 percent in April 2007 to 10.1 percent
in October 2009; the number of unemployed increased from 6.8 million to
15.6 million (US Department of Labor 2011). The US Federal budget deficit
expanded from about 1.2 percent of GDP in 2007 to nearly 11 percent of GDP
in 2011. In 2007, US gross public debt was about 64 percent of GDP. By 2011,
that had increased to 103 percent.

The onset of these massive impacts in 2008 was followed closely by a na-
tional election in which the financial crisis was a significant issue. The Republi-
cans were swept from office and the victorious Democrats clearly believed they
had a mandate for change. In February 2009, Obama told the Business Council
that he supported “comprehensive financial reform” to ensure that such a crisis
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could “never happen again” (Obama 2009a). Previously, US financial experts
had a substantial consensus on several reforms to the structure and process of
regulation. These ideas were readily available to policymakers in 2009. There was
also no shortage of analyses of the causes of the financial crisis.

Given this combination of factors, it is hard to think of periods in post-
World-War IT America equally ripe for institutional change. One of the central
findings in the historical-institutionalist approach is that periods of continuity
are punctuated by exogenous shocks that disrupt settled institutions and pro-
duce very significant change (Krasner 1984; Steinmo/Thelen/Longstreth 1992;
Baumgartner/Jones 2009). Building on this approach, analysts such as Streeck
and Thelen have pointed out that cumulatively very significant change can also
occur gradually, even without major punctuation points. Thus, when we encoun-
ter periods of significant shock, like the financial crisis, it is important to ask
how much the response deflects the system from the trajectory that might have
been present previously.

The crisis response in the United States seemed to foretell a profound change
very unlike anything that might have been otherwise anticipated. A number of
large banks were effectively nationalized. The largest insurance company was ex-
plicitly nationalized. The two largest government-sponsored enterptises, heavily
engaged in mortgage finance, were placed under government conservatorship.
Two automobile manufacturers were nationalized. In an effort to keep the fi-
nancial system afloat, the Federal Reserve abandoned a decade-long practice of
avoiding selective credit allocation and instead worked assiduously to support
specific market sectors, including the commercial paper market, the secondary
mortgage market, investment banks, commercial banks, and money market funds.

But did these events signal a larger shift in the US political economy? Did
the shock translate into more enduring institutional change? The Dodd-Frank
Act (formally the Dodd-Frank Wall Street Reform and Consumer Protection
Act [PL 111-203]), was signed into law on July 21, 2010. It represents the most
ambitious overhaul of the country’s financial regulations since the 1930s. It es-
tablishes a powerful council of regulators to monitor financial markets for signs
of systemic risk. This council has extensive new powers to close large firms in
financial distress before they collapse. The bill mandates new rules to force most
derivatives contracts onto public markets. It redraws a number of bureaucratic
boundaries and creates some new funding mechanisms for several of the exist-
ing regulatory agencies. It merges one functional regulator, the Office of Thrift
Supervision, into an older agency, the Comptroller of the Currency. It includes
a number of additional changes in the rules that govern executive compensa-
tion, the licensing of credit rating agencies, and the registration of investment
vehicles such as hedge funds and private equity groups. Equally important, it
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creates an entirely new regulatory bureau for consumer financial protection.
These changes are very real. They are widely expected by close observers to
have far-reaching consequences.

Despite these broad changes, the Dodd-Frank Act falls well short of a new
institutional design for financial regulation, and it certainly does not shift the ba-
sic contours of the US political economy away from a transaction-based market
economy. Rather than a unified or logically consistent plan for reform, the bill
comprises an unwieldy set of compromises in several linked domains of regula-
tory policy. In some domains, industry interests were promoted by a cohesive elite
that had dominated financial policymaking for several decades. In other domains,
specific policy entrepreneurs, working with the backing of newly mobilized grass-
roots coalitions, succeeded in opening up the policymaking process to a broader
range of actors (Kingdon 2011; Zahariadis 2007). The reforms also failed to pit
contending theoretical paradigms against one another as had occurred in some
other major instances of economic turmoil and policy change (Hall 1989).

Such an outcome — of significant but less-than-transformational change —
requires closer examination. The apparent opening for fundamental redesign of
policy and institutions did not lead to any deep-seated change in organizational
structures. Only one new agency was created and new regulatory powers were
very cautiously drawn. In many more cases, existing powers were reallocated
among existing agencies while prior procedures and tools were enhanced. How
can we explain the limited scope of reform in comparison to the profound
anxiety provoked by the triggering crisis?

Several strands of literature provide plausible hypotheses. One hypothesis
from the interest-group literature would hold that concentrated industry inter-
ests were able to beat back proposals for unfavorable regulation (Wilson 1980)
and to trump more diffuse coalitions (Olson 1965, 1984). Alternatively, it could
be that existing regulatory agencies had sufficient autonomy and wielded enough
clout to protect their pre-existing jurisdictions (Carpenter 2011). A third possi-
bility, drawn from the institutionalist literature, suggests that incremental adjust-
ments can, over time, allow existing institutions to persist in gradually changing
form through exceptionally turbulent environmental changes (Thelen 2004).

Rather than choosing among these alternative explanations, we draw on ele-
ments of all in order to emphasize the coalition politics that shaped the Dodd-
Frank legislation. More specifically, we argue that this reform required a creative
brokering of elites and grassroots interests by Congress and the White House.
This complex coalition-building prevented Congress from enacting a consistent
overarching design for regulatory reform, but it also allowed for a range of new
regulatory powers that may, over time, yield consequences more substantial than
apparent from strictly formal changes in the regulatory landscape. The legisla-
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tion clearly reflected the financial sector’s familiar interest-group veto politics,
but that politics was altered substantially by a new dynamic of political mobiliza-
tion. In part, the new mobilization resulted from the Obama Administration’s
initial legislative proposal, which affected interests far beyond the traditional
core financial sector. And, in part, it resulted from the configuration of interests
that influenced Congressional action. In particular, this new dynamic hinged on
several factors:

— a clear effort by the executive branch to maintain continuity among existing
organizations and elites in the finance sector;

— political entrepreneurship by sophisticated, independent policy experts;

— grassroots advocacy organizations new in financial regulation;

— openness to historical contingencies atising from electoral politics and the
procedural rules of Congress.

These factors coalesced in a pattern we call two-tiered politics. The pattern
of two-tiered politics was anticipated in the executive branch proposals and
was further shaped in the Congressional debates that followed. The Obama
White House, continuing the approach of the Bush White House, went to great
lengths to stabilize financial markets. The Obama Administration continued the
same emergency response measures that the Bush Administration put in place
in October 2008, and crafted a set of reform proposals that maintained most
of the existing regulatory landscape. This “preservationist” approach initially
helped the White House maintain strong ties with the financial elite who were
seen as necessary for managing the crisis. It was amplified and reinforced by
business-friendly blocks in both Congressional parties.

A consequence of the White House preservationist tack was that the most
powerful financial firms and associations remained potent. They were able to
block many measures they most intensely opposed. They were not, however,
able to squelch the proposals of several policy entrepreneurs, most notably Paul
Volcker and Elizabeth Warren who, interestingly, were propelled to the fore-
front largely by the White House. In addition to these policy entrepreneurs, a
new coalition of policy advocates injected fresh voices into the policymaking
process and limited the sway of the country’s financial policy elite. As a result,
the second tier emerged, with White House encouragement, and created scope
for the most interesting reform efforts.

Accordingly, for both White House and Congressional leaders there were
two different logics operating. On the one hand, they worked assiduously to
maintain friendly relations with the Wall Street elite whenever possible. Some
analysts began to speak of the “gilded network” between Wall Street and Wash-
ington (Carpenter 2011), while others claimed the Wall Street elite had become
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a veritable oligarchy (Johnson/Kwak 2010) more reminiscent of developing
countries than advanced democracies. Through its high-powered compensation
incentives, the financial elite helped define the upper frontier of an increasingly
skewed distribution of wealth and simultancously consolidated ever stronger
ties to the Washington policy community (Bebchuk/Fried 2006; Bartels 2010;
Hacket/Pierson 2010). This elite shared a commitment to deep capital markets
within the United States, and insisted that any regulatory changes in the domes-
tic market should be carefully geared to corresponding international agreements
within the G20 countries.

At the same time that they cultivated this Wall Street elite, Washington lead-
ers wanted to accommodate the popular backlash against precisely the closed
elite politics that had previously dominated financial regulation. For this rea-
son, the White House and the Congressional Democrats needed to cultivate
coalitions that would confer broader legitimacy on their actions. According to
Gunnar Trumbull, such “legitimacy coalitions” had often taken the form of
industry alliances with regulators (Trumbull 2011). In the Dodd-Frank discus-
sions, activist-regulator coalitions appeared in the form of grassroots advocacy
organizations that mobilized Washington expertise to challenge longstanding
industry ties to regulators and key Congressional committees.

The unavoidable tension in this strategy created unusual openness that per-
turbed a legislative process already vulnerable to quirky developments driven by
institutional rules and procedures. Congressional outcomes frequently turned
on unpredictable electoral contingencies and rapid shifts in public opinion. The
legislative outcome was a mix of significant, if limited, structural change with
many provisions for enhanced tools and procedures that would enable existing
regulators to supervise a finance industry chastened, but by no means recon-
structed, by the crisis. The potential for regulators to adopt important changes
was accompanied by the potential for hostile interests to weaken future regula-
tions and the regulatory agencies themselves.

In the following pages, we elaborate this argument in several steps. First, we
very briefly review the regulatory landscape before the financial crisis. Second,
we provide a compressed chronology of the reform debate, showing how the
primary sites of discussion shifted over time. And lastly, we illustrate the distinc-
tive factors that shaped the Dodd-Frank outcome by reviewing debates in the
major domains covered by the legislation: systemic risk regulation; consumer
protection; the Volcker Rule; and a new regime for derivatives trading;
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The existing regulatory landscape on the eve of the crisis

The crisis of 2007—2008 was deeply rooted in the historical development of
America’s regulatory landscape. For over 175 years, two trends dominated US
financial regulation. The first was decentralization. Private banks were initially
chartered only by the states. Under the US Constitution, Congress alone has
power to “coin money,” but States have the power to charter banks. Insurance
has always been a state-regulated industry. The Office of the Comptroller of the
Controller (OCC) was established in 1863 to provide a unified currency during
the Civil War and to anchor more stable conditions for the larger banks that
needed a national charter. Not until 1913 was the Federal Reserve System created
with 12 regional branches and a central Board of Governors in Washington DC.

The second trend affecting US regulatory structure is competition with in-
dustry segmentation. After 1933, the regulatory structure was organized around
industry segments which proved, starting in the late 1970s, to be porous. Com-
petition arose between segments, and differentiation between products and
firms declined. Nonetheless, groups of firms had well-established links to, and
provided important political support for, regulators. This regulatory equilibrium
was fundamentally unstable with both industry and regulators typically eager to
poach on adjacent turf.

Three further developments in the second half of the twentieth century
were especially important. The first of these shifts was the growing preference
among finance firms for a holding-company structure that projected their ac-
tivities into a number of previously prohibited markets. Congress explicitly ex-
tended the Glass-Steagall provisions in the 1950s by disallowing deposit banking
and securities activities within the same multi-bank holding conglomerate, but
many other combinations were permitted. The new holding companies resisted
the traditional functional classification and were mostly overseen by the Fed-
eral Reserve. Only later did the Securities and Exchange Commission (SEC)
and the Home Loan banking agency also gain supervisory authority over those
holding companies that chose to designate them as preferred or “lead” regula-
tors. Through this extended shift, the Federal Reserve staff acquired growing
knowledge of emerging business models and steadily gained in reputation for
sophisticated regulatory policy.

The second significant shift included a compound set of changes in the so-
phistication of financial instruments, the velocity of transactions, and the geo-
graphic scope of financial markets. These changes rapidly gained momentum
in the 1990s and early 2000s. They represented a major transformation at the
industry level rather than the firm. These changes, often called financialization
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(for example, Davis 2009; Krippner 2011), meant that vast new markets be-
gan to link financial institutions globally, largely outside the purview of existing
regulatory agencies.

A final trend involved deregulation, which not only reduced the constraints
on firms, but also explicitly eliminated the differentiation between different
kinds of financial firms. Thus thrift institutions became largely indistinguishable
from commercial banks, and investment banking and commercial banking func-
tions were performed within a single corporate entity. Several turning points are
noteworthy:

— Interest rate caps for thrift institutions were removed in 1982.

— A new independent regulator, the Office of Thrift Regulation (OTS), was
created in 1989.

— The 1999 Gramm-Leach-Bliley Act (GLBA) effectively repealed restrictions
against universal banking activities.

— The Commodities Futures Modernization Act (2000) explicitly barred fed-
eral agencies from regulating new markets in derivatives.

In shortt, consistent with the thesis developed by Streeck/Thelen (2005) and
Mahoney/Thelen (2010), the US financial regulatory system gradually and dra-
matically evolved over a period of 65 yeats in response to competitive pressures
and periodic shocks. These institutional changes, together with a powerful faith
in the stabilizing force of market systems, prepared the way for the financial
crisis. The deregulatory efforts since 1982 diminished the capacity of existing
regulatory agencies. The result was a kind of institutional “displacement” where
regulatory institutions were replaced piecemeal by the rules of open market
competition. But this result was not a form of dynamic institutional stability.
Instead, markets and regulatory institutions became increasingly fragile. The
bundling of residential housing loans into so-called mortgage backed securi-
ties (MBS) prompted a wild proliferation of newly securitized loans and related
financial innovations that created the rapidly growing markets known as the
shadow banking system. As eatly as 2004, government reports noted that the
GLBA had made it excessively easy for financial conglomerates to position ma-
jor activities outside the jurisdictions of the regulatory agencies. With increasing
urgency by 2007, official reports were pointing out the jurisdictional gaps be-
tween key regulatory agencies such as the SEC and the Federal Deposit Insur-
ance Corporation (FDIC), as well as the OCC and the OTS (GAO 2007). This
growing fragility culminated in a dangerous crisis in the economy’s key banking
and regulatory institutions, which were sustained only through the extraordinary
decision making of the Treasury and the Federal Reserve in 2008.
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The chronology and political context of reform

Legislative efforts to revamp US regulatory structures followed and had to deal
with the consequences of emergency measures adopted to ameliorate the crisis
triggered by Lehman’s bankruptcy in September 2008. Within weeks, the Bush
Administration persuaded a reluctant Congress to enact the Troubled Asset Re-
lief Program (TARP), which authorized the Treasury to spend up to $700 billion
for assets tainted by the collapse of mortgage securities (a majority of House
Republicans voted against). After Barack Obama won the presidential election
in November 2009, his transition team worked closely with Bush Administra-
tion officials to refine the TARP program, while planning the new Administra-
tion’s own legislative agenda. Even before the election, Obama’s commitment
to preservation was signaled by his reliance on well-connected mainstream eco-
nomic advisors.

Upon taking office in late January, 2009, the new White House placed top
priority on economic stimulus and a plan for health reform; financial reform
was a lesser priority in the Administration’s very large agenda. In June 2009 the
Administration released a White Paper outlining measures for regulatory reform
accompanied by a statement by the President (US Treasury 2009; Obama 2009c¢).

Congressional movement to consider new regulatory laws was quickly ap-
patrent in a number of different House and Senate committees. The Treasury
proposals of June became the starting point for the broad bills drafted in the
House of Representatives by the Committee on Financial Services and in the
Senate by the Committee on Banking, Hearings were held by the House Com-
mittee, chaired by Representative Barney Frank, through the fall of 2009, fol-
lowed by passage of the House bill in December.

In October 2009, Goldman Sachs led investment banks in announcing their
plan to distribute large bonuses to its executives. In the following weeks, White
House polling showed that the public thought Obama was too close to Wall
Street (Heilemann 2010). On December 13, Obama appeared on the television
news show 60 Minutes to say pointedly “I did not run for office to be helping
out a bunch of, you know, fat-cat bankers on Wall Street.” He expressed frustra-
tion at the fact that banks that were bailed out “are fighting tooth and nail [...]
against financial regulatory reform” (Obama 2009d).

In this context, in January 2010, President Obama again raised the salience
of financial reform. He advocated imposing a “Financial Crisis Responsibil-
ity Fee,” to ensure that the government would be reimbursed for the cost of
the bailouts. Shortly thereafter, he appeared with economic advisor and former
Federal Reserve Chairman Paul Volcker in support of tough regulations to seg-
regate deposit banking from proprietary trading — the “Volcker Rule.” Days



0L0Z Z2 1B - 1815 AuD) sesuey
WIGja] 5185 JIesH

0L0E 82 UET - SMap SHD
WIajay 8Ie7) (IesH sbenes 0] s8] BWEqD

0LOZ O uer - 1504 ucibuiyny
IEJf, @DESSOY) oY) DUISO | [WI0jey &Ie]) YIEsH

600Z 0L dag - ung Jaanoduep

600g L1 By - sawi| apeag
I0ja] SIET (I[eay 10} 8N B Uondo Jgng -Uea(

6002 EZ IN - 1e15 AU sESUEY|
WIGja] 5183 JiesH

sejelg pauun

A E 6 6B & @

spuay] 8 boog

! ]

BLUINOA BOUBIBIE) SMEN
1 1 1 I - T —
5002 vo0e

1
8002
L R N B B Y

XBPU BLINOA YOIESS

Wil [RI2UBUY @ LIIOJE1 B1ED 1[E3l @

SEISE seydreag

spual] yiesg

Lol |BIJUEULY "LI0j8) 81D Ljjeay mc:mh— u—wooo

$91€1S PaHUN dY3 Ul ,WI04dI [BIDURULY,

pue ,WwJo4dl 34ed y3eay,, BHuluiaduod saydleas 19Udlul JO UL SMau 4O SWN|oA 4o sydeib spuail 3|600n | ainbi4



38 Joun T. WooLLEY AND J. NICHOLAS ZIEGLER

before, on January 19, Republican Scott Brown had won an upset victory in a
special election in Massachusetts to fill the seat of the late Senator Edward Ken-
nedy, a very liberal Democrat. This critically reduced the Democrats’ seat share
to 59, one less than the 60th pivotal vote required to stop filibusters in the Sen-
ate. While Brown was a very moderate Republican on most issues, his election
exacerbated an already tense and highly partisan split in Congress.

In March, the Senate Committee on Banking, chaired by Senator Chris
Dodd, took up the bill and debated it through April. In April, reforms received
a major boost when the SEC filed fraud charges against Goldman-Sachs in con-
nection with the design and marketing of instruments known as credit default
swaps (CDS). In subsequent days, Obama gave a forceful speech to the Business
Council supporting financial reform. After a number of amendments, the Senate
approved its version of the bill on May 20 and requested a conference commit-
tee with the House to mesh differences between the two versions. A tough set
of conference deliberations occurred from June 10 through June 29, 2010, after
which the reconciled bill was passed, easily by the House (June 30) and only by
the minimum filibuster-proof majority in the Senate (July 15). The bill became
law as the Dodd-Frank Act when President Obama signed it on July 21, 2010.

One of the key factors driving the dynamic of two-tiered coalition-building
was the breadth of the interests affected. These involved many groups beyond
the traditional core financial interest groups. The Center for Responsive Politics,
which tracks lobby registrations and expenditures, identified 697 financial sector
lobbying organizations in 2010. Their data also showed that 788 organizations
were registered to lobby concerning HR 4173, the Dodd-Frank Bill. Of those
Dodd-Frank lobbies, only 36 percent were identified as mainstream financial sec-
tor groups. Remarkably, nearly two-thirds of the groups mobilized to influence
the Dodd-Frank legislation were “non-financial.” These proportions reflect the
broad reach of the legislation, and helped create opportunities to shake up tradi-
tional coalitions.

Even in this heated atmosphere, financial reform engaged the general public
far less than health care reform, which passed in March 2010. The agenda-set-
ting media were focused far more intensively on health care reform. In a graphic
reviewing major events in 2010, Time Magagine prominently mentioned health
care reform, but did not mention Dodd-Frank (December 27, 2010, 32-33).
The graph in Figure 1 from Google Trends shows, in indexes for the news refer-
ence volume as well as Google searches, that the public’s attention to financial
reform ranked consistently lower. This pattern suggests strongly that even a
dramatic crisis did not overcome the political barrier to popular involvement
posed by the perception that financial issues are primarily technical in nature.
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Systemic risk regulation

The Dodd-Frank Act created (Title I) a new Financial Stability Oversight Coun-
cil as its central solution to the problem of systemic risk. This new Council
groups the main functional regulators together, oversees the financial system as
a whole, and exercises the power to establish enhanced levels of regulation for
the largest financial services firms.

The idea for such a council appeared as soon as the immediate rescue opera-
tions of late 2008 began to take hold, allowing policymakers to focus on longer-
term reforms that would prevent similar crises in the future. The Obama Ad-
ministration followed the prevailing regulatory wisdom by seeking better tools
for monitoring so-called “systemic risk” and new powers, in extreme cases, to re-
structure firms deemed significant enough to endanger the entire financial system.
In both respects, the Administration revealed a strong preference for continuity
in the regulatory structure and in the major firms that dominated the industry.

While unfamiliar to many members of Congress, the problem of monitoring
systemic risk was by no means new to the financial policy elite. Indeed, key mem-
bers of this elite shared a broad understanding of how the crisis had unfolded
and why the recipes of the past failed to work in 2008. In critical respects, the
template for responding to systemic risk emerged from the rescue of the famous
hedge fund, Long-Term Capital Management (LCTM), in 1998. Since LTCM
had been financed by Wall Street’s key investment banks, the New York branch
of the Federal Reserve convened the heads of a dozen major firms in September
1998 to finance a private-sector bailout. In the space of a weekend, these firms
stopped any contagion by taking a 90 percent ownership stake in LTCM (Low-
enstein 2001; McKenzie 2008). The senior officials who were to grapple with
the impending collapse of L.ehman Brothers ten years later were all fully familiar
with the LCTM bailout as participants or close observers (see Stewart 2009).

This familiar solution — a solution negotiated with a consortium of market
participants convened by the New York Fed — failed in resolving the problems
at Lehman Brothers in September 2008. By backstopping J.P. Morgan’s acqui-
sition of Bear-Stearns in March 2008, the Fed had signaled its willingness to
reverse market outcomes that threatened wider contagion. In mid-September,
top policymakers — including Treasury Secretary Hank Paulson, Chairman of
the Federal Reserve Ben Bernanke, and Chairman of the New York Fed Tim
Geithner — gathered again in lower Manhattan to spearhead a private-sector bail-
out for Lehman Brothers. When a private-sector solution failed to materialize
and policymakers told Lehman to file for bankruptcy, financial centers around
the world were gripped by fear. The consequence was a profound crisis of con-
fidence that spread instantaneously, freezing an over-leveraged system of credit
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markets while dramatically deepening the downturn that soon became known
as the Great Recession.

Although LLehman’s bankruptcy was not predicted, the gaps in the country’s
regulatory structure were well understood beforechand. Hank Paulson’s earlier
experience with LCTM left him acutely aware of the risks posed by highly lever-
aged and interconnected firms. As Treasury Secretary, he commissioned a major
study for redesigning the US regulatory system, entitled Blueprint for a Modern-
ized Financial Regulatory Structure, issued in March 2008, six months before the
Lehman bankruptcy (US Treasury 2008). The Blueprint said the US system of
functional regulation by business arca made less and less sense as financial firms
moved increasingly into multiple parts of the industry — commercial banking,
securities brokerage, investment banking, mortgage lending, and their own pro-
prictary trading. The existing framework meant that no single regulatory agency
was responsible for monitoring risk across the system as a whole. The Paulson
Blueprint therefore recommended that a single agency be made responsible for
what it called “macro-prudential regulation,” while two new agencies should be
established, one with consolidated responsibility for day-to-day monitoring and
inspection across all financial markets, the other for enforcing overall conduct-
of-business regulation.

The main actors

As the Obama Administration took office, the new Treasury Secretary, Tim-
othy Geithner, commanded extensive knowledge of the regulatory problems
and prescriptions of the preceding decade. The Administration White Paper
of 2009 outlined a new “systemic risk” council. Called the Financial Stability
Oversight Council (FSOC), the new council would shift macro-prudential re-
sponsibility away from the Federal Reserve (where Paulson’s Blueprint had pro-
posed putting it). The FSOC would be chaired by the Treasury Secretary. After
the Treasury, the Federal Reserve was preeminent, with operational authority for
supervising all systemically important companies, but its responsibilities were
submerged within a broader set of voting members. These voting members
consisted mainly of existing functional agencies. In addition to the Treasury
Secretary and the chairman of the Federal Reserve Board, they were to include
the Comptroller of the Currency, the Chair of the SEC, the Chair of FDIC, the
Chair of the Commodities Futures Trading Commission (CFTC), the Director
of the Federal Housing Finance Agency, the Chair of the National Credit Union
Administration (NCUA) Board, the Director of the (new) Consumer Financial
Protection Bureau, and one independent member with insurance expertise to be
appointed by the President with approval by the Senate.
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Given the severity of the crisis, the undetlying goal of systemic risk regula-
tion was beyond controversy. Neither the firms nor their champions in either
party could plausibly claim after 2008 that market discipline alone was sufficient.
While the idea of a systemic-risk council quickly gained acceptance, the role of
the Federal Reserve remained open to question. The House version of the legis-
lation specified the Fed’s role as that of agent of the FSOC (Dodd-Frank 2010:
subtitle A., section 1100 of the bill as passed in the House; See also Davis Polk,
2010: 2, 10). The initial Senate Committee drafts in November 2009 proposed,
by contrast, to strip all regulatory competencies from the Federal Reserve as part
of a thorough regulatory redesign. But by March 2010 the Senate had converged
toward the House proposals to group existing agencies into a new macro-pru-
dential council which would include the Chairman of the Federal Reserve (IWash-
ington Post, 12 December 2009: Brady Dennis. See also DLA Piper, 2010). Within
the expert community, some observers felt the duties of day-to-day prudential
regulation would burden the Fed with unnecessary tasks that could undermine
its independence in monetary policy. Other specialists said the Fed possessed
such preponderant expertise that, as former Fed governor Alan Blinder put it,
“we would have to tie ourselves in knots” to move the tasks of regulating sys-
temic risk away from the Fed (quoted in Bloomberg News, May 9, 2009: Robert
Schmidt). Existing regulators, such as Sheila Bair, chairperson of the FDIC, ac-
cepted the role of the Fed, but preferred that the super-council of regulators be
entrusted with the setting of overall guidelines for macro-prudential regulation
(Bloomberg News, May 9, 2009). Such proposals echoed eatrlier efforts to deepen
coordination in financial regulation since the late 1970s (FFIEC 2011).

Beyond the precise role of the Fed, Congressional discussion focused on
the criteria by which firms would be designated as “systemically important”
and therefore subject to heightened regulatory standards. Banks of over $50
billion in assets were automatically designated as “systemically significant.” The
Senate bill diverged from the House by separating Bank Holding Companies
(BHCs) from systemically important Non-Bank Holding Companies (NBHCs).
For NBHCs, the Senate proposal called upon the FSOC to develop criteria and
decide by a two-thirds majority of voting members that a particular firm would
come under the rules of enhanced supervision. The designation of NBHCs
seemed like an esoteric issue, but the stakes were high. The details determined
whether conglomerates such as General Electric or IBM, as well as hedge funds
or private equity groups, would be included under the new requirements for
enhanced regulation. At the peak of the crisis, the remaining investment banks
became bank holding companies, subjecting themselves to Fed regulation, in
order to qualify for help from the Federal Reserve (New York Times, September
21, 2008). But nothing prevented them from dropping their bank charters, in
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which case under the House draft they would escape the new rules for systemic
risk monitoring (New York Times, 2010).

Outside Congress, the debate over systemically significant firms included
more radical remedies. A number of observers saw the Dodd-Frank reforms
as too modest. Unless the banks were broken up and capped in size, they
would remain “too big to fail.” A number of bankruptcy lawyers and respected
economists, such as Simon Johnson, recommended this approach, arguing that
anything else would ecither elevate the Treasury Secretary to the position of a
restructuring “czar’” or simply leave the bank executives in place as virtual “oli-
garchs” (Skeel 2010; Johnson/Kwak 2010).

Such proposals were never central in Congressional deliberations, although
related amendments were soundly rejected. Once the structure of the FSOC
was clarified, the main legislative debates revolved around technical matters of
definitions, procedures, and degrees of discretion in setting regulatory rules. To
bolster the process of macro-prudential oversight, the FSOC was to be support-
ed by a new Office of Financial Research (OFR) with independent subpoena
powers and a Director appointed directly by the President. Virtually all versions
of the bill directed regulators to align domestic regulations with international
agreements, and the Treasury took an active role in preparing to implement the
Basel II1 rules for capital adequacy (Bernanke 2011; see also Goldbach/Kerwer
in this volume). The other aspects of macro-prudential regulation were a realm
where the specialists’ specialists held sway. Congressional Republicans tended
to criticize the bill for imposing burdensome compliance costs, while Congres-
sional Democrats had to wrestle with how to define new and more effective
instruments of macro-prudential oversight.

Interest-group influence

Given the broad agreement on improving macro-prudential regulation, industry
groups were initially restrained in their criticism of the Dodd-Frank proposals.
From their viewpoint, a superordinate council that left day-to-day oversight with
familiar regulatory agencies had advantages (Ryan 2009). Such a Council would
ameliorate the regulatory “gaps” that appeared between the functional regulators
as new firms entered the industry. As long as the new information-gathering pow-
ers were not used too aggressively, most industry groups affirmed their support
for the new FSOC. As the legislation moved from enactment into the implemen-
tation phase, however, some divergences among industry groups began to appeat.

The Securities Industry and Financial Markets Association (SIFMA) sup-
ported a strong macro-prudential regulator. Since its member firms were already
highly regulated by the SEC, SIFMA favored a broad ambit for the new risk reg-
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ulator. The new systemic risk council could then fill important gaps in the regula-
tory landscape and dampen competition from new and less regulated entrants.
The main limit on the council’s activities should concern information-gathering,
where SIFMA recommended close coordination with existing regulators to
avoid duplicative information requirements. The securities traders emphasized
repeatedly that US regulators should coordinate closely with the G20 to obtain
comparable regulatory standards at the international level (Ryan 2009).

Other industry associations ranged in their comments from supportive to
restrained. But few of them saw any mileage in opposing the goal of systemic
risk monitoring while the legislation was being formulated. Several months after
passage, the American Bankers Association (ABA), highly critical of other ele-
ments, clearly favored macro-prudential regulation. The ABA saw systemic-risk
regulation as a promising way to subject newer firms to the same kind of rules
that its own members — mostly traditional banks — had long lived with. The US
Chamber of Commerce expressed far more qualified support. The Chamber’s
Center for Capital Markets Competitiveness emphasized the negative conse-
quences of defining the concept of “systemically important” too broadly. In
contrast to the ABA, the Chamber explicitly opposed “bank-like regulation for
large non bank financial institutions,” arguing that the process of defining new
rules would create unwarranted uncertainties for firms like General Electric or
the auto companies’ financing subsidiaries (McTighe 2010; Hirschman 2010).

Labor and consumer groups sought a macro-prudential regulator with
enough power to bring the entire shadow banking system within its purview.
The precise organizational location and structure of a new regulator mattered
less than giving it adequate tools to gather comprehensive information that the
alternative investment vehicles, hedge funds, and private equity groups had pre-
viously been able to keep confidential (Silvers 2009).

By establishing the FSOC as the central executive body for regulatory policy,
the Dodd-Frank Act achieves several purposes and sidesteps several irresolvable
controversies. By including the Chairman of the Federal Reserve, the FSOC can
draw on the Fed’s deep expertise without putting macro-prudential monitoring
entirely in the Fed’s hands. As enacted, the legislation gives the FSOC ten voting
members, including the Treasury Secretary as chair. By including the existing
functional regulators (except the OTS, now eliminated), the legislation satisfies
industry representatives who wanted to avoid the costs of switching from agen-
cies with which most of the country’s banks and financial-services firms were
already familiar. However, owing to the real power it was given to intervene in
cases of systemically important financial distress, the FSOC also responds to
those who said that a new and powerful regulatory body was essential.
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Consumer protection

A widely-hailed change of the Dodd-Frank bill was the creation, in Title X, of a
new, independent Consumer Financial Protection Bureau (CFPB). This bureau
has some elements familiar for independent agencies: the Director is appointed by
the President for a relatively long term and cannot be dismissed except for cause.
However, it differs from many such agencies in that decisions do not need the
support from a bipartisan board of voting commissioners. Above all, the CFPB is
uniquely located within another independent agency, the Federal Reserve. Fund-
ing for the CFPB is defined by law as a percentage of the Federal Reserve’s budget
and is thus, like the Fed itself, not dependent upon the Congtressional appropria-
tions process. Moreover, the Fed explicitly has no role in overseeing the CFPB.

Few observers argue that general consumer lending practices were the cen-
tral cause of the financial crisis (by contrast to derivatives markets), although
they did contribute. The CFPB provides a classic example of the way a well-de-
veloped reform proposal, widely discussed prior to the crisis, became politically
viable in the subsequent highly charged atmosphere (Kingdon 2011). The adop-
tion of the CFPB was hardly a certainty, and major groups in the financial in-
dustry resisted it strongly, winning on some key points. The agency drew powers
from many other agencies, including the Fed and the Federal Trade Commission.

Since the biggest and most powerful financial institutions do not earn their
profits from lending to ordinary consumers, they were little inclined to fight
on these issues. As a result, this issue had the potential to split the industry.
Community banks and thrifts, already closely regulated, might be expected to
welcome closer regulatory scrutiny for non-bank competitors, including payday
lenders, mortgage companies, and consumer credit agencies. Precisely because
of its broad reach, however, the proposal could potentially galvanize in opposi-
tion the thousands of organizations making consumer loans.

Elizabeth Warren, Policy Entrepreneur

Virtually every account traces the CFPB back to two academic articles by Eliza-
beth Warren, a professor at Harvard law school (Watrren 2007 and Bar-Gill/
Warren 2008). The articles powerfully make the case that consumers face a much
more risky market for credit products than for physical products because of the
relatively lax regulation in the case of credit products. In these articles, Warren
called for the creation of a Financial Product Safety Commission. Bar-Gill and
Warren (2008: 98) recommended a single new regulatory agency with a broad
mandate or “a new consumer credit division within an existing agency (the FRB
or FTC).” They did not specify whether it should be an independent agency.
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Just as important as those papers, however, was Elizabeth Warren herself.
By 2008, she was a seasoned and skilled reformer known as a creative, unflap-
pable and intelligent advocate. Her connections to Obama dated to 2004. She
was also close to Hillary Clinton and many other members of Congress. She had
achieved prominence in 2005 as an opponent of bankruptey reform (Sullivan/
Wartren/Westbook 2001, 2004). Her research was cited repeatedly in 2008 in
Congtressional hearings and news reports and had been reflected in legislation
that long predated Dodd-Frank.

In October 2008, when Congress authorized TARP, it created the Congres-
sional Oversight Panel (COP) to “review the current state of financial markets
and the regulatory system” (US Senate, COP). In November, in an important
development, Senate Majority Leader Harry Reid named Warren as a COP
member and she was subsequently selected as panel chair. The COP was pri-
marily focused on the question of how TARP funds were being used and how
banks were accounting for them. Warren became a very visible critic of TARP,
frequently interviewed on television.

In late January 2009, the COP issued a “Special Report on Regulatory Re-
form.” This report, prepared by academic consultants, comprehensively sur-
veyed prior investigations and studies concerning financial reform. It was fully
up-to-date with the international context, citing the Financial Stability Forum, as
well as Basel I and II. The Report included a list of recommendations for policy
action, including a call to “Create a New System for Federal and State Regulation
of Mortgages and other Consumer Credit Products” (p. 30). This portion of the
report closely paralleled Bar-Gill and Warren (2008), and suggested creation of
cither a new independent agency or placing the new regulator within the Federal
Reserve Board (p. 35). The report included a lengthy minority analysis which
accurately anticipated the arguments leveled at the CFPB in subsequent debates.

In February 2009, Warren blasted the Treasury for failing to spend TARP
money as Congress had been promised. The Obama Administration, however,
“did not echo the congtessional concerns” (Washington Post, February 6, 2009:
AO03). In short, Warren was known to the Obama Administration eatly on, but was
clearly, at that stage, not on the same wavelength as Treasury Secretary Geithner.

On March 25, 2009, the Financial Product Safety Commission Act of 2009,
influenced by Warren’s ideas, was introduced simultaneously in the House and
Senate. It was promoted by House Financial Services Committee Chair Barney
Frank (Newsweek, April 20, 2009: 34). A group of Senators who had co-spon-
sored the bill wrote Geithner urging that the consumer finance agency be in-
cluded in the Administration’s plan (Washington Post, May 20, 2009: A01). In tes-
timony in late March concerning financial reform plans, Geithner was criticized
by consumer advocates for making no mention of consumer issues (Washington
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Post, March 27, 2010: DO1). Reports surfaced in late May 2009 that Secretary
Geithner and National Economic Council Chair Larry Summers were discuss-
ing including the consumer protection agency in the Administrations reform
proposal, but that the Administration was still undecided on the concept (ibid.).

The June 2009 Administration “White Paper” called for creation of a “single
regulatory agency,” to be called the Consumer Financial Protection Agency, es-
sentially Warren’s proposal (US Treasury 2009). Powers over consumer protec-
tion in finance would be transferred to the new agency from the several agencies
to which they had become dispersed over the years: the Fed, OCC, OTS, FDIC,
FTC (Federal Trade Commission), NCUA, and the Department of Housing
and Urban Development (HUD). Strikingly, aside from the FTC, there was little
bureaucratic resistance to these reforms.

A new coalition

At virtually the same time the Administration unveiled its proposal, a new pro-
reform coalition was announced, known as the Americans for Financial Reform
(AFR). This coalition, which eventually numbered more than 250 consumer
groups and labor organizations, provided for the first time in the history of US
financial politics a cohesive non-industry voice. AFR was financially marginal in
contrast to the traditional major lobby groups — its annual budget was reported
to be around $1.5 million; the Chamber of Commerce reportedly spent over
$700 million in lobbying on all issues in 2010.

Comments from representatives of the financial industry eatlier in the year
suggested that they believed the consumer financial protection proposals were
unlikely to be seriously considered. Once they showed up in the Administra-
tion’s White Paper, the industry began “lobbying furiously” in opposition (Hei-
lemann 2010). The American Financial Services Association stated that they
could not accept a solution that involved a new separate agency. A lobbyist for
the Financial Services Roundtable said flatly, “our goal is to kill it” (Awmerican
Banfker, July 13, 2009: 1). Opposition also came from the American Banker’s As-
sociation, the American Land Title Association, the Independent Community
Bankers of America, the Chamber of Commerce, and many othets.

The opponents succeeded in making a number of changes as the legislation
progressed. Early on, they eliminated a requirement that lenders be required
to offer basic, standardized (“plain vanilla”) products to facilitate consumer
comparison shopping. They won on strong language requiring coordination
and communication between CFPB and other bank regulators. They won re-
quirements for dispute resolution processes when regulators disagreed among
themselves. Later in the process they restricted the new agency to enforcing (as
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opposed to writing) regulations only for the largest firms (larger than $10 bil-
lion assets), whereas other functional regulators would enforce regulations for
smaller firms. Eventually there was an agreement to completely exempt auto
dealers (who make consumer loans) from agency oversight.

As 2010 progressed, President Obama repeatedly endorsed the idea of a
new independent agency. In April, the SEC brought fraud charges against Gold-
man Sachs, and in May, opinion polls showed that the public strongly supported
stricter bank regulation. In this environment, reform advocates were embold-
ened. The Senate Bill, passed in late May, placed the CFPB inside the Federal Re-
serve. Not only had the agency not been killed, it had been granted more robust
autonomy. The FSOC may “stay” CFPB regulations (Title X, Section 1023).
However, such an action requires a two-thirds vote in the FSOC, and each mem-
ber voting in favor must represent an agency which has independently deter-
mined in a public meeting that the CFPB proposal would put banking system
safety and soundness at risk. Contrary to the urging of the financial industry,
the CFPB may not preempt state law when state law provides more consumer
protection than does Federal law. This was a major change to the status quo.

Implementation

The CFPB received a relatively high number of new rule-making authorities
granted under Dodd-Frank (though far fewer than granted to the SEC, FRS, and
CFTC). The initial implementation problem confronting CFPB was the creation
of an entirely new agency from groups of staff drawn from several existing
agencies. Most CIPB authority officially began on July 21, 2011, but as early as
March 2011 the agency had a functioning website dispensing advice to consum-
ers, inviting comments, and offering assistance with complaints.

Obama appointed Elizabeth Warren to launch the agency —a decision strong-
ly opposed by Republicans in Congress and most of the financial industry. She
went on a “charm offensive” with financial industry executives in order to try to
get the agency off to a good start (Wall Street Journal, March 15, 2011). She advised
bankers that her main targets are non-bank firms making payday and student
loans, doing debt collection, and lending for mortgages. She emphasized a “prin-
cipled approach” to supervision rather than strict enforcement of precise rules.

Of course, the impact of the CFPB remains to be seen. Opponents succeeded
in blocking the appointment of Elizabeth Warren as the agency’s first director.
The fact that the agency exists at all, and has drawn resources from many other ex-
isting agencies is a remarkable event. The fact that it is well-financed, headed by a
single director, and lodged in, but not controlled by, the Fed, is even more remark-
able. At the same time, the agency’s enforcement scope is restricted to the very
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largest financial firms, and it has no mandate to require the creation of the stan-
dardized, easily understood instruments initially recommended by Warren. While
it is a tremendous accomplishment in some respects, the agency is ultimately of
more concern to consumer advocates than to the financial policy elite that cared
most about the shadow banking world and its unregulated derivatives products.

The Volcker Rule

The portion of the Act known as “the Volcker Rule” (Title VI sections 619—
621) attempts to require banks to separate risky, speculative activity conducted
on behalf of the bank, from the basic banking functions serving bank clients.
The latter enjoy a variety of explicit public guarantees and supports. The Vol-
cker Rule was also seen as addressing conflicts of interest that might emerge
between banks operating in their own interests and those of their clients.

The Congtressional debate over the Volcker Rule was highly visible but by
some accounts not really very contentious. Contrary to several press accounts,
the Volcker Rule did not recreate the bright-line separation of commercial and
investment banking of the Glass-Steagall Act of 1933. However, the echo of
Glass-Steagall has been widely noted.

The Obama Administration’s June 2009 White Paper called for regulatory
action to strengthen firewalls between banking affiliates that dealt in OTC de-
rivatives versus the deposit-taking parts of a bank that enjoyed federal guaran-
tees. That proposal was relatively timid compared to what emerged later in the
process. Consistent with the initial Administration plan, the version of the leg-
islation passed by the House of Representatives in December 2009 made only
a nod toward the kind of separation required by the Volcker Rule — at that time
the phrase had not yet been coined.

In response to increasingly negative public opinion about the bank bailouts,
the Obama Administration decided in December 2009, as a matter of political
strategy, to back stronger legislation and to identify it rhetorically as “the Volcker
Rule” in order to draw on the deference accorded the former Fed Chairman.
Obama’s decision was announced in January 2010, to general surprise because
of the widespread belief that this direction was opposed by Larry Summers,
Director or the National Economic Council, and Tim Geithner, Treasury Secte-
tary. Obama’s announcement followed hard on a White House proposal to place
a “Financial Crisis Responsibility Fee” on the liabilities of the largest financial
firms in order to repay the loans and subsidies provided by the Government.
Both proposals marked a hardening of Obama’s approach to financial reform.
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In subsequent months, the draft legislation concerning the Volcker Rule be-
came stronger as criticism of Goldman-Sachs became sharper; many observers
saw these developments as linked. Shortly after the SEC charged Goldman with
civil fraud, a stronger version of the Volcker Rule, known as the Merkley-Levin
Amendment (MLA), was introduced in May 2010. Among other differences,
Merkley-Levin prohibited proprietary trading as a matter of law, not just pro-
spective regulation, and applied to all “banking entities” rather than only to
insured depositary institutions.

Congressional consideration of MLA became linked with another contro-
versial provision, the Brownback Amendment to exempt auto dealers from cov-
erage by the Consumer Financial Protection Agency. Both passed the Senate in
late May in an apparent compromise. The MLLA was weakened in Conference
Committee in order to win the support of newly-elected Massachusetts Repub-
lican Senator Scott Brown on a vote necessary to halt debate (Cassidy 2010). In
this case, language was inserted that permits banks to invest up to 3 percent of
their tier 1 capital (not, as in a prior draft, the more inclusive “common equity”)
in hedge funds and private equity funds, provided that they do not own more
than 3 percent of a fund’s capital.

Volcker’s entrepreneurship

The idea of restricting banks’ involvement with proprietary trading was not
among the ideas proposed in prior US regulatory reform documents. Nor had
this been an issue for the G20. By 20006, securities regulators, most prominently
in Australia, were expressing concerns about proprietaty trading as a source of
conflicts of interest (Australia, Securities and Investment Commission 2006).
However, in late 2008, following the crash, industry observers noted that pro-
prietary trading was “under scrutiny” because of the extensive leverage involved
(Wall Street Journal Market Watch, October 31, 2008).

The main agenda-setting event was a report issued on January 12, 2009 by
the Group of 30 (G30), a private policy-advisory group which was headed by
former Fed Chairman Paul Volcker, who had been named by Obama in Novem-
ber 2008 as Chairman of the President’s Economic Recovery Board (Group of
30, 2009). The report called for limiting the proprietary activities of “systemi-
cally important banking institutions” that “present particularly high risks and
serious conflicts of interest.” The G30 also called for prohibiting bank sponsor-
ship or management of hedge funds and urged that in the packaging and sale of
“collective debt instruments” banks should be required to retain a “meaningful
part of the credit risk.”
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The idea gained no immediate traction. When Volcker outlined the propos-
al to Congress on February 26 (Volcker 2009), close observers doubted that it
would play a significant role in the US reform. There was a widespread impres-
sion that, despite his official advisory position, Volcker lacked strong influence
with Obama. Consistent with that view, the idea of limiting bank proprietary
trading figured modestly in the Administrations June 2009 “White Paper,” (p.
31) and it was not mentioned at all in Obama’s accompanying public statement
(Obama 2009¢). The media rarely mentioned the topic. When Obama made a
major speech on financial reform in New York City in September 2009, he again
omitted any mention of the Volcker Rule or proprietary trading (Obama 2009¢).
When Volcker continued to advocate prohibition of proprietary trading a few
days later, the Wall Street Journal (September 17, 2009) speculated that he was likely
at odds with the Obama Administration. The New York Times (October 20, 2009)
observed that Volcker “may not be alone in his proposal, but he is nearly so.”

The House bill, passed December 11, 2009 on a strict party-line vote, did
not include a probibition on proprietary trading, but it did specify that the Federal
Reserve Board could restrict the ability of a financial firm to trade on its own
account (Section 1117).

Key events

The progress toward adopting the Volcker Rule was primarily a response to pub-
lic anger about bailouts and bonuses — anger that came from both the Right and
the Left. Obama decided in late December 2009 to reverse course explicitly and
prominently support the proposal. In doing this, he had to overcome the objec-
tions of Geithner and Summers (Alter 2010; Heilemann 2010). One prominent
observer was quoted at the time as saying that the change was a “fundamental
shift” (Washington Post, January 22, 2010).

The reaction from Wall Street was anger and a sense of betrayal. Congres-
sional reception of the idea was, initially, lukewarm. Within days of Obama’s
announcement, Volcker testified before the Senate Banking Committee. Chair-
man Dodd spoke passionately of his commitment to address the problem of
too-big-to-fail and his desite to make the idea of future bailouts “absolutely
off the charts.” He pointed out that the committee had held 52 hearings in the
past year that had thoroughly considered the problems of reform. The Volcker
Rule issue, he said, came up late and was generally viewed as a political response
to the Republican victory in the Massachusetts special election. Dodd warned
against trying to do too much, and added, presciently, that “I don’t want to go to
the floor of the United States Senate begging for a 60th vote.” Volcker pointed
out that the President’s decision long preceded the Massachusetts special elec-
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tion, a point Dodd conceded (US, Senate, Committee on Banking, Housing and
Urban Affairs, 2010).

Within a month, there were leaked accounts that the Administration was
backing away from the Volcker Rule because they were having trouble selling
it to the Treasury and Congtress (New York Post, February 23, 2010). However,
momentum swung back strongly toward the Rule — and all of financial reform
— in April, when the SEC filed its civil fraud charges against Goldman. In this
environment, many elements of the stronger version of the Volcker Rule, taken
from the Merkley-Levin Amendment, prevailed.

Implementation

Ultimately, as passed, the Volcker Rule includes a number of contingencies, ex-
ceptions, and limits. Nonetheless, real adaptations have been made already, and
the principles articulated in the Volcker Rule permit modes of supervision and
monitoring that were previously unknown. The new law directed the FSOC to
complete a study within six months including detailed guidance to regulatory
agencies required to complete drafts of regulations within another nine months.
The law required clarification about the nature of activity related to “market-
making” that would be permitted. Other terms will be clarified in part through
a study to be conducted by the GAO. The FSOC reported receiving over 8,000
public comments about its report, of which 6,550 were substantially the same
letter arguing for strong implementation of the Volcker Rule (US, FSOC 2011).
This seems to have reflected mobilization by Americans for Financial Reform
coalition partner Public Citizen (Krawiec 2011). The remaining comments ad-
dressed in detail the ambiguities and problems in implementing the law.

The FSOC report was a statement of intent to strongly enforce the new
law. The report innovated in proposing quantitative metrics that can be used
to monitor bank investment activities and that may signal an engagement in
prohibited proprietary trading, The report notes that its direction will impose
additional burdens on regulatory agencies and on banking entities as well.

By the end of January 2011 several major banks had already decided to close
down their proprietary trading (Wall Street Journal, September 1, 2010; Business
Insider, September 3, 2010; Dealbook, September 29, 2010; Financial Times, Oc-
tober 1, 2010). Despite the opportunity for a considerable period in which to
implement changes required by regulations yet to be promulgated, the leading
investment banks moved quite promptly to reveal plans to eliminate proprietary
trading. Skeptics suspected them of essentially reassigning people to permitted
areas related to making markets.
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The next step is rule making by the SEC; CFT'C, FRB, FDIC, and OCC. The
proposed regulations were expected in October 2011. Additional joint rule mak-
ings “shall” address activities that may threaten US financial stability, additional
capital requirements, internal controls, and recordkeeping.

New regime for derivatives trading

Derivatives regulation represented one of the most urgent but difficult reform
tasks. This problem was taken up in Dodd-Frank in Title VII, which set new
rules for transparent pricing and public documentation in most derivatives mar-
kets. Derivatives, as contractual agreements based on undetlying assets or com-
modities or revenue streams, were central to the financial crisis. As a broad class
of instruments, they had become a core element in the business strategies of
thousands of firms. Since they were private, over-the-counter (OTC) contracts,
they could inject inestimable levels of uncertainty into a variety of financial
markets. This combination of centrality and uncertainty meant that the prospect
of regulating derivatives unleashed a remarkable burst of high-energy politics.
Affected constituencies included interest groups from all parts of the business
community, labor, professional groups, consumer advocacy groups, and public
officials from many federal, state, and municipal jurisdictions.

Reform proponents had two main goals in the derivatives debate: first, to
segregate derivatives trading from other banking activities; and, second, to take
derivatives out of the unregulated shadow banking system by forcing them into
more open venues as fully documented transactions. Both goals provoked bitter
resistance from particular segments of the finance industry, but both appeared
in the final bill. As enacted, both measures give regulators the tools to limit dra-
matically excessive risk taking in derivatives, but only if regulators are provided
with adequate staffing and expertise.

Despite eatlier debates on the subject, derivatives had remained largely un-
regulated into the early 2000s. They came into existence as hedging instruments,
similar to commodities futures, to help market participants insure predictable
revenues for agricultural products or anticipated revenues in foreign currencies.
As the complexity of the assets underlying derivatives expanded, their notional
value began to dwarf all other markets. By the late 1990s, the volume of MBS
was growing geometrically and the popularity of the CDS that insured the reve-
nue streams from them appeared to be growing even more quickly. In May 1998,
the CFTC, led by chair Brooksley Born, issued a concept paper proposing that
derivatives be regulated by the CFTC (CFTC 1998). In an episode famous for
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its short-sightedness, Treasury Secretary Robert Rubin sided with Fed Chairman
Alan Greenspan and other regulators in opposing Born’s view. The Commodi-
ties Futures Modernization Act, passed in late 2000, legally barred the CFTC (or
any federal regulator) from asserting jurisdiction over off-exchange derivatives
(Hirsch 2010; McLean/Nocera 2010: 104-1006).

Through the eatly 2000s, the idea of regulating derivatives continued to
percolate. Iconic investor Warren Buffett described derivatives as “financial
weapons of mass destruction” in 2003 and his remarks were widely quoted (for
example, Congressional Record, March 4, 2003: 5309). Between 2005 and early
2008, the Financial Stability Board led discussions of the G20 to ensure that the
“operational infrastructure” for OTC derivatives markets was sound. Over the
same period, the Federal Reserve Bank of New York held several industry meet-
ings pursuing the same goals (Federal Reserve Bank of New York 2008). By No-
vember 2008, the US Treasury had shifted toward an activist position within the
G20 by circulating an Action Plan in preparation for the G20 Pittsburgh sum-
mit the following September, including efforts to “reduce the systemic risks of
CDS;,” while also bolstering “infrastructure for OTC derivatives” (US Delega-
tion to the G20, 2008). By 2008, all relevant actors acknowledged that financial
derivatives had played a key role in the failure of Bear-Stearns in March and in
freezing credit markets after Lehman went bankrupt in September.

Key actors

Given the urgency of improving oversight for derivatives, many actors staked
out early positions. In early 2009, bills appeared in various Congressional com-
mittees to address the danger of speculation in derivatives for energy and ag-
riculture. Seeking to maintain the initiative on financial regulation, Secretary
Geithner wrote to House Speaker Nancy Pelosi on May 13, 2009, a month be-
fore publication of the Administration White Paper, to outline Administration
proposals on derivatives.

The Treasury’s plan showed that the financial policy elite was reassessing its
earlier views with regard to the derivatives business. The eatlier consensus held
that sophisticated banks and hedge funds could use derivatives to promote better
allocation of risk and resources. But after the crash, regulators had to acknowl-
edge that derivatives could also concentrate risk in “opaque and complex ways.”
According to the Treasury Department’s report, “the build-up of risk in the
over-the-counter (OTC) derivatives markets, which were thought to disperse risk
to those most able to bear it, became a major source of contagion through the
financial sector during the crisis” (US Treasury 2009: 43). Accordingly, Treasury
proposed that derivatives be traded through verifiable transactions and guaran-
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teed by registered clearing-house institutions. Instead of the “lax regulatory re-
gime” that had taken shape by 2008, the Treasury report said that adequate regu-
lation required clearing through central counterparties (US Treasury 2009: 47).

This proposal would have effectively reversed the Commodities Futures
Modernization Act of 2000. To implement this, the Treasury plan asked the
SEC and the CFTC to mesh their rules. The CFTC’ duties were to be dra-
matically expanded to cover most derivatives, while the SEC would cooperate
by continuing its oversight of “security-based” derivatives.

Given the stakes involved, a broad range of interests sought to shape the
Treasury’s proposals as they made their way through Congress. Owing to the
unprecedented profits that derivatives had generated, financial services firms
mobilized quickly to press for more moderate changes. They wanted to stabilize
the market without subjecting the main players to major surgery and, above all,
without adding onerous requirements for margin or capital reserves.

Perhaps more surprising, within a few months, the broader grassroots advo-
cacy organizations also met the challenge. They secured the necessary expertise
and began to push their own positions on issues of derivatives regulation. By
summer 2009, the AFR had begun to articulate alternatives to industry proposals.

The main Congressional bodies involved in derivatives were, again, the
House Committee on Financial Services and the Senate Committee on Banking.
But the origins of derivatives in agtricultural trade meant that these commit-
tees shared jurisdiction with the House and Senate agriculture committees. This
shared jurisdiction became pivotal at a later point because the two agriculture
committees retained oversight for the CFTC, which was now proposed to be the
lead agency to oversee the largest financial markets in existence.

The pattern of interest-group activism on derivatives highlighted the two-
tiered politics that increasingly confronted elected officials. Initially, the interest-
group terrain was characterized by three features. First, while industry groups
shied away from opposing the Administration’s plans for monitoring systemic
risk, they were fully prepared to oppose any measutres on derivatives from the
outset. Major non-banking firms immediately scrutinized the plans for regulat-
ing derivatives. Even before Congressional committees took up the Treasury’s
proposal, companies including Caterpillar, IBM, and Boeing Acrospace were
pushing back against the regulations they anticipated (Wa// Street Journal, July 10,
2009: Kara Scannell).

Second, derivatives had become so deeply enmeshed in the economy that
firms in almost all sectors reacted to the proposals for new regulation. Several
industry associations said their members needed customized derivatives to off-
set specific risks in their everyday business activities — something quite distinct
from purely financial speculation that might require special regulatory provi-
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sions. One prominent example, the Coalition for Detivatives End-Users, was
formed in August 2009 and commented regularly on draft legislation through
the fall (Coalition for Derivatives End-Users 2009a). This consortium included
many firms that counted as significant players in financial markets, but its com-
ponent organizations were sufficiently broad in membership that they could
plausibly distinguish themselves from the Wall Street banks at the center of the
crisis (Coalition for Derivatives End-Users 2009b).

A third feature of lobbying on derivatives was shared across the industry
spectrum and the consumer advocacy groups. All of them displayed a tendency
to form dedicated, issue-specific coalitions. The Consortium of Derivatives
End-Users was one clear example, and the financial services firms adopted a
parallel approach. Two associations that represented the main marketmakers
and dealers in derivatives were the ISDA (International Swaps and Derivatives
Association) and SIFMA (the Securities Industry and Financial Markets As-
sociation). They approached the relevant Congressional committees jointly in
November and December of 2009. And after the bill was signed into law in
July 2010, these two groups began to work also with the Securities Association
of the American Bankers Association (ABA) and a number of other industry
associations in financial services.

Grassroots advocacy groups from the progressive Left also mobilized sut-
prisingly quickly around the issue of derivatives. Although consumer protection
and executive compensation ranked higher among the initial priorities of the
AFR, this group advanced informed arguments for serious regulation of deriva-
tives (Tekiela 2011). In August 2009, AFR urged Congress to require that all
derivatives be traded on regulated and fully transparent exchanges. The AFR
specifically argued against the kind of exemptions proposed by industry groups
such as the End-Users Coalition.

The tensions of two-tier politics appeared sharply from the autumn of 2009
onward. The finance industry had reliable entrée to the House of Representa-
tives via the business-friendly members in the New Democrat Coalition. Within
days after the LLehman bankruptcy, this group set up a task force on financial
reform co-chaired by Melissa Bean (D, NY) and Representative Jim Himes (D,
CT), a former banker at Goldman Sachs. The New Democrats prevailed upon
the House Financial Services Committee to exempt detivatives end-users from
the “discussion draft” of October 2009 (Propublica, October 25, 2011: Sebas-
tan Jones/Marcus Stern). When heatings were held on the initial proposals,
the CFTC Chairman, Gary Gensler, immediately warned that such “end-users”
exemptions would enable banks to shield a major portion of their derivatives
business from any new regulatory oversight. The American for Financial Re-
form supported tough language, testifying that fully public exchanges would
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provide a safer arena for derivatives trade than would centralized clearinghouses
favored by the business-friendly House members (Washington Post, October 7,
2009: Brady Dennis; see also Gensler 2009; Johnson 2009).

Key events

As legislative action moved from the House to the Senate, reformers gained re-
sources through unpredicted political events. The Financial Crisis Commission
held widely televised hearings in January 2010, and the unrepentant remarks of
several Wall Street chieftains shifted the atmospherics in favor of more sweep-
ing measures. Also in January 2010, a popular critic of Wall Street’s culture,
Michael Lewis, published a bestselling book on the pathologies of the deriva-
tives trade, which became virtually required reading for Congressional staffers.
Then, as noted above, came the special election of Scott Brown, altering Senate
politics.

As the Senate approached a vote on the financial overhaul in April and May
of 2010, the dynamic of two-tier politics became unmistakable. On April 16,
President Obama made a point of signaling his intent to veto any bill “that does
not bring the derivatives market under control” (Obama 2010). A more surpris-
ing source of help for the network of progressive groups came from Senator
Blanche Lincoln of Arkansas, the chair of the Agriculture Committee. Lincoln
had alienated the left wing of the Democratic party by helping block “the public
option” in health care. Then, even more controversially, she opposed President
Obama’s efforts to strengthen the position of labor unions in plant-level orga-
nizing contests. In response, the Arkansas branch of the AFL-CIO labor fed-
eration decided to support a far more liberal candidate in the Arkansas primary
elections in May 2010. Lincoln reacted by championing tougher language on
derivatives regulation than either the House or the Senate committees. Senator
Lincoln’s amendment strengthened the bill’s provisions by requiring all banks to
put their derivatives-trading desks into separate subsidiaries that would have to
be capitalized independently from all parts of the firm that enjoyed federal guar-
antees (Associated Press, March 1, 2010; Huffington Post, June 10, 2010: Sam Stein).

Proponents of stronger derivatives regulation began to coalesce in April and
May. As head of the CFTC, Gary Gensler published an essay in the Wa// Street
Jonrnal, arguing that it was time to treat complex derivatives like commodity fu-
tures and bring them under the control of clearinghouses with known prices and
public record-keeping (Gensler 2010). Those arguments were supported by an-
other business coalition, the Commodity Markets Oversight Coalition (CMOC).
Its members included household oil delivery firms, trucking associations, some
airlines, farmers, and other retailers. Arguing that they were in fact the genuine
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users of derivatives in matkets that had been flooded by speculators since 2000,
this group kept in close touch with the Congressional agriculture panels. They
reinforced the views of CFTC Chairman Gensler by arguing against exemptions
from the clearing requirements that might allow “hedge funds and other finan-
cial players” to shield large portions of their portfolios from scrutiny. For good
measure, they explicitly attacked the authenticity of the much larger “Coalition
for Derivatives End-Users” by writing that “they are not traditional end-users,”
and that “it is questionable whether in fact they have the issues of the com-
mercial end-users at heart” (CMOC 2010). Although the AFR did not, as a rule,
coordinate with this consortium, its views were so similar on the clearinghouse
issue that AFR re-posted the letter on its website within a day.

When the Senate and House conferees met in June to reconcile the bills
passed by each chamber, the dynamic of two-tier politics produced unexpected
and important consequences. Blanche Lincoln emerged as the exception to a
process of legislative dilution that seemed particularly conspicuous in the area
of derivatives. While the Volcker Rule spoke generally to preventing specula-
tion by institutions with federal banking guarantees, the Lincoln Amendment
required an additional “push-out” of all derivatives transactions, whether client-
linked or part of the bank’s own proprietary trading portfolio. Now, progressive
groups, including the AFR, visibly supported Lincoln’s efforts in the conference
committee. The finance industry still thought its backers in the New Demo-
crat Coalition would be able to weaken the Volcker Rule and strip the Lincoln
Amendment out of the final legislation. The business-friendly group wrote to
the conferees on June 16, urging them to restore the House language on limits
to the derivatives rules and to remove the Lincoln Amendment (Huffington Post,
June 14, 2010: Shahien Nasitipour/Ryan Grim; Propublica, October 25, 2011:
Sebastian Jones/Marcus Stetn; Washington Post, June 24, 2010: David Cho).

As discussions approached a conclusion, Congressional leaders started to
limit their face-to-face contacts with representatives of industry. There was little
doubt that the major banks could reach the key contacts by telephone, but many
lobbyists began to complain that they were losing face-to-face access (Wall Street
Journal, June 14, 2010: Aaron Luccetti/Damian Paletta). Since the overhaul was
to count as one of the Obama Administration’s major legislative achievements,
the pressure on key committee members to reach agreement mounted steadily.

At the same time, the role of CFTC chairman Gary Gensler became espe-
cially noteworthy. Given the complexity of the derivatives issue, it was not sut-
prising that the heads of the agriculture committees, Senator Lincoln and Rep-
resentative Collin Peterson, welcomed his availability. Other legislators said it
was “a little unusual” to see him conferring with legislators so regularly. Accord-
ing to one account, during a particularly long 20-hour session, Gensler “hovered
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just behind lawmakers, and could be seen whispering to staff and negotiators
as the House and Senate sought to iron out the 2,300-plus page bill” (Wail Street
Journal, July 15, 2010: Michael Crittenden/Victoria McGrane).

Toward the end of the conference negotiations, Senator Lincoln, resolutely
independent, claimed that her language would “make banks get back to being
banks and those of us who grew up in small towns in America understand what
that means” (Politico, June 24, 2010: Carrie Budoff Brown/Meredith Shiner). Ul-
timately, she compromised but only in part by allowing banks to continue their
customary trade in interest-rate swaps and foreign currency swaps, while other
derivatives had to go through separate subsidiaries. Whether for electoral rea-
sons or underlying conviction, Blanche Lincoln provided the legislative voice for
the same views that the progressive Left had less successfully urged upon Con-
gress in earlier efforts to secure tougher regulation of the derivatives markets.

Conclusion

The financial turmoil of 2008 gave the new Obama Administration no choice
but to initiate major financial reforms as it came into office in 2009. At that
time, a vague commitment to financial regulatory reform was balanced against
economic stimulus, energy policy, education reform, and health care reform as
Presidential priorities (Obama 2009). But the reality of financial distress — acute
in many cases — gave financial reform even greater urgency among the financial
policy elite that dominated the industry.

In passing the Dodd-Frank Act, the Congress produced a broad-gauged
piece of legislation. In terms of structural changes affecting key market partici-
pants and their corresponding regulators, the changes enacted by the law were
significant but cautious. These structural changes included:

— establishing the Financial Stability Oversight Council as a new body com-
posed of existing regulatory agencies;

— eliminating one existing bank regulator, the Office of Thrift Supervision, by
merging it into the Office of the Comptroller of the Currency;

— creating a new agency, the Consumer Financial Protection Bureau, with the
purpose of setting rules and monitoring compliance of financial products
for retail financial products.

As important as these structural changes may turn out to be, the new law man-
dates important new procedures for governing the key competitors and regula-
tory agencies in financial markets. Among the central regulatory changes were:
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— enhanced prudential regulation for systemically important firms, including
the imposition of higher capital and margin requirements at levels to be set
by the regulators;

— the spinning off of (most) proprietary-trading activities by banks or other
deposit-taking institutions (Volcker Rule);

— the spinning off of (most) derivatives activity, whether as proprietary trader
or market-making dealer, by banks or institutions that benefit from federal
government guarantees (Lincoln Amendment);

— the shifting of (most) standardized derivatives contracts from private con-
tracts to centralized counterparty transactions.

These changes, both structural and procedural, were important. Their ultimate
significance will depend upon implementation decisions and the judicial inter-
pretations that follow. In this period, regulatory agencies will develop the capa-
bilities necessary for their revised missions, propose the new rules that imple-
ment the law, receive public comments, and prepare for the legal challenges that
make regulatory law a matter of ongoing practice in the United States. While
the processes of administrative rule making will remain procedurally normal,
they will be contested with heightened vigor in the case of the Dodd-Frank
Act. There is no doubt that the parties and interest groups have chosen to fight
over financial reform in the legal thickets of post-enactment implementation as
much as in the brighter light of public debate. As one Washington newsletter
put it in early 2011, a “pitched battle [...] has been joined over the regulations
that are being written to implement Dodd-Frank” (Prazt Letter 2011)

The Dodd-Frank legislation represents an ambitious effort to adapt the
underlying structure of core financial and regulatory institutions, but without
rebuilding them. In this sense, the Dodd-Frank legislation confounds the sim-
plest predictions from institutionalist theory: that major external shocks are
the primary source of institutional transformations. In this case, the external
shock was severe but profound institutional transformation did not follow. The
Dodd-Frank overhaul therefore provides some support to a more incremental
view of institutional change. Despite the magnitude of the external shock, it
was not enough to completely delegitimize leading institutions or to shatter old
coalitions. Republicans and Democrats alike displayed a consistent preference
for maintaining the key institutions in the financial landscape. The deregula-
tory changes in the decades preceding the crisis can only be characterized as a
process of intentional institutional evolution: institutional disassembly via the
repeal of key laws and the hollowing out of the regulatory agencies that had
previously preserved market stability.



60 Joun T. WooLLEY AND J. NICHOLAS ZIEGLER

Interestingly, the Dodd-Frank reform included changes that cleatly diverged
from the other prevalent theories of regulatory policymaking, The creation
of the CFPB ran diametrically counter to the goals of some of the most en-
trenched interest groups in the finance sector, particularly the American Bank-
ing Association. And, for similar reasons, the changes in agency jurisdictions do
not conform in any simple manner to predictions that bureaucratic agencies can
defend their turf successfully.

For these reasons, the Dodd-Frank legislation must be understood as the
result of other distinctive factors.

The preservationist approach of the Obama White House put great empha-
sis on the need to avoid further disruption to the incumbent market participants
or the key regulatory bodies. This emphasis on maintaining continuity in the
financial policy elite clearly supported the existing interest groups in the finan-
cial arena. But the politics of finance were shaken up by a number of unusually
knowledgeable and skillful policy entrepreneurs. The efforts of Elizabeth War-
ren, Paul Volcker, Gary Gensler gave a very different cast to debates that would
otherwise have been dominated by familiar dynamics of concentrated interest-
group pressure.

At the same time, a form of grassroots mobilization represented by the
Americans for Financial Reform reflected popular anger and the efforts of the
advocacy groups. The AFR brought together a range of labor unions and con-
sumer groups and, perhaps most important, a reservoir of expertise that pushed
the Democratic Party to subordinate the preferences of established industry
groups on several occasions. It was partly the organizational skill of the AFR
that enabled this result, but also partly the depth of the populist backlash against
the financial establishment that forced Congressional leaders to seek broader
levels of support than available from the industry groups alone.

The result was a pattern we call two-tier politics, in which both political
parties sought to appeal to the established actors and the popular activists at
the same time. At the level of elite or top-tier politics, both parties had strong
ties to Wall Street, as symbolized by the seamless transition from Hank Paul-
son to Tim Geithner. Beyond Wall Street, the parties had somewhat different
constituencies in the business community, the Republicans with many of the
multinational manufacturing and extractive segments, the Democrats with more
support from transportation, infrastructure, and domestically-oriented manu-
facturing segments. At the lower tier of grassroots coalition-building, the party
constituencies differed especially clearly. For Democrats, the two-tier strategy
meant appealing to labor, consumer advocates, and the broad networks of activ-
ists known as the “net roots.” For Republicans, the two-tier imperative meant
maintaining loyalty from their core business constituencies while also placating
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the Tea Party and other populist groups that rejected the very elite consensus
that had dominated financial policy for several decades.

This two-tier dynamic is likely to appear in other policy areas in the com-
ing years. For financial regulation, the two-tier dynamic distinctly helped policy
entrepreneurs such as Elizabeth Warren and Paul Volcker. Without the ongoing
scrutiny provided by the Americans for Financial Reform, it is unclear whether
the Consumer Financial Protection Bureau or the Volcker Rule would have sur-
vived the legislative process.

But another, equally important effect of two-tier politics was the pronounced
susceptibility to unpredicted political events. The special election of Republican
Scott Brown as Massachusetts Senator in January 2010 led to a significant dilu-
tion of the language outlining the Volcker Rule in the Conference negotiations
of June 2010. And the electoral challenge that faced Senator Blanche Lincoln
within the Arkansas Democratic primary elections in 2010 led her to insist upon
much tougher provisions for the regulation of derivatives than would otherwise
have found its way into the final legislation.

These final twists in the legislative process directly shaped two of the most
important procedural changes to affect US financial markets through the crisis
and the regulatory response. The first change, by diluting the Volcker Rule, meant
that after Dodd-Frank, the separation of deposit banking from proprietary trad-
ing was significantly less clear-cut than it might have been. The second change,
by bringing Senator Lincoln’s language into the final bill, created a far stronger set
of tools than regulators would otherwise have received in their efforts to squeeze
excessive levels of risk out of the derivatives markets. Given the centrality of
both issues to the workings of contemporary capital markets, it is hard to over-
state the importance of political contingency in the Dodd-Frank outcome. Much
of the institutional context can be well accounted for by our familiar theoretical
perspectives. Key features in the outcome as well as the political process that
produced it can only be explained, however, by a new form of two-tier politics
in which elected officials have to balance grassroots advocacy organizations with
the most powerful elites and interest groups in the political arena.
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Post-Crisis Financial Regulation in Britain

Sukhdev Jobal, Michael Moran and Karel Willians

Introduction

The United Kingdom was at the epicenter of the great financial crisis that be-
gan, at least as far as the UK was concerned, on September 14, 2007. On that
date, depositors queued to withdraw their money from Northern Rock, one of
the most aggressively competitive of the new banks created by the financial
services revolution in the UK. The event was historically momentous because
it was the first public run on a bank in the UK since the Overend Gurney crisis
of 1866. But it was momentous also for other reasons. It was one of the pre-
cipitating events of the great international financial crisis. Since London was,
and remains, a leading global financial centre it was central to the unfolding of
the crisis and to its regulatory aftermath — the main concern of this chapter. In
short, making sense of the crisis and its aftermath must involve making sense
of the British case. That is the justification for this chapter.

The international crisis was the most momentous for at least a generation
— perhaps the most momentous for a century. But in the British case it has a
further significance. As we shall see, the financial sector was given a special
place in official accounts of the character of the British economy in the period
of the new long boom that in Britain stretched from 1992 to 2007. The City of
London was commonly pictured as the motor of British economic revival. The
crisis thus not only called into question the character of the system of financial
regulation, but also a whole economic strategy: it terminated a thirty year long
experiment in the management of the British economy, an experiment designed
to replace one founded on decaying manufacturing industries with a finance-led
service sector. Andrew Haldane, the Executive Director for Financial Stability
at the central bank (the Bank of England), put the outcome starkly in 2011:
“Three years on, the damage from the 2008 crisis remains deep and painful. In

The chapter reports continuing collaborative work conducted at the Centre for Research on Socio-
Cultural Change (CRESC) at the University of Manchester, United Kingdom. CRESC is funded by
the United Kingdom Economic and Social Research Council.
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the UK we are around 10 petrcent poorer as a nation and 800,000 people have
been made unemployed” (Haldane 2011).

There can thus be little doubt of the historical significance of the crisis.
From this observation springs the main point of the chapter. A great crisis
might be presumed to produce great reform consequences. In the following
pages we try to trace where change is occurring, and where it is not occurring.
We try to estimate the scale of change, but also to explain where there are block-
ages to change.

What we have now in the UK has been shaped by the past. Thus, making
sense of the present has to start by understanding the historical path along
which the UK has arrived at the regulatory practices which were implicated in
the great crisis.

The historical legacy

The regulatory legacy of the British system is inseparable from the history of a
wider conjuncture, that governing the relationship between financial power and
democratic politics in the UK. The City of London is the most deeply histori-
cally rooted and the most formidable concentration of power in British society.
It was a great centre of economic power and political organization even before
the rise of industrial capitalism in Britain. Some of its most important institu-
tions — such as the Bank of England, founded in 1694 — date from the begin-
nings of merchant capitalism in Britain, and were closely tied to the British state
and its early ventures in imperial expansion. When industrial capitalism reached
its zenith in nineteenth-century Britain the City was already a formidable power.
Internationally, it was the centerpiece of the world economy; domestically, it was
integrated into ruling aristocratic elites (Kynaston 1994, 1995, 1999; Cannadine
1990: 391-444).

It was also a self-ruling world. Accounting, reporting, business ethics — all
were regulated by the markets themselves, and lightly regulated at that. By the clos-
ing decades of the nineteenth century the City had elaborated a distinctive regula-
tory ideology: this was that financial markets were delicate and complex mecha-
nisms which could not be effectively ruled by anything as rigid as the law, and
which could only be controlled by the development of cultures of discipline in
the markets, and by the independent organization of those markets (Moran 1981).

This system of independent self-regulation developed before the age of the
interventionist state and under an oligarchic system of government. Both fea-
tures were transformed by World War One. Total war transformed the regula-
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tory ambitions and resources of the state. The war also transformed the party
and electoral systems. Labour emerged as the opponent of the main business
friendly party, the Conservatives; the franchise was widened to something close
to universal adult suffrage.

These developments potentially posed a major threat to business power gen-
erally, and to the autonomy of City interests in particular. The City responded
with particularly successful adaptations. These endured for much of the twen-
tieth century, and even now exercise an important influence over the regulatory
system. The Bank of England, which had hitherto been fairly marginal in the
regulation of the City, now emerged as a critical institution. It used its authority
to reshape the governance of markets. The war had destroyed the kind of open
international economy of which the City had been a centerpiece. After 1918,
City markets were organized into a series of cartels policed by trade associations.
The cartelization of the markets, coupled with the authority of the Bank of Eng-
land, was sufficient to sustain what the City called self-regulation: accepting the
discipline of self-regulation was the price firms paid for being allowed into the
privileged cartels. The stability of the self-regulatory system in the decades after
1918 allowed the City to develop its regulatory ideology further. This pictured
the City as a special part of the economy, claiming exemption from one of the
main features of twentieth century economic government in Britain, the appar-
ently inexorable rise of the state as a regulator of economic life (Moran 1986).

The system created after 1918 to protect the City from the threats of the
new political environment proved very effective. A portrait of the City’s regula-
tory world in, say, 1979, would have looked remarkably like the picture in 1919.
But even in 1979 important changes were taking place in the economic and
political environment. These changes accelerated in the 1980s. The wider glo-
balization of financial markets, and the rise of rival financial centers, lay behind
the “Big Bang” of 1986. The Big Bang deregulated many of the key restrictions
which had supported the cartels that in turn had provided the foundations for
the system of self-regulation. The market reforms of that year were thus ac-
companied by a reconstruction of regulatory institutions. The City still clung
to the language of self-regulation, and was still determined to minimize the
dangers of intervention by the democratic state, but it now needed a replace-
ment for the disciplines of the cartelized world of government by elite trade
associations. A Securities and Investments Board (SIB) was created which in
turn oversaw a complex range of Self-Regulatory Organizations that covered
the main city markets. As their title suggests, their aim was to preserve self-
regulation, and indeed the constitution of both the Securities and Investments
Board, and of the Self-Regulatory Organizations, was designed to ensure that
they were controlled by the elite of the markets (Moran 1991). But this attempt
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to preserve the old autonomy in a wotld of competitive markets and global
organizations turned out to be profoundly unstable. It could not deliver what
it was supposed to provide: effective regulation. It was bedeviled by scandals
and failures, of which the most catastrophic was the Barings Bank collapse of
1995. Although strictly speaking outside the SIB system — the Bank of England
retained responsibility for banking supervision — the crisis proved the occasion
for a wholesale reconstruction of the system of financial regulation. The New
Labour government, which was returned to office in 1997, gave the Bank of
England the considerable prize of control over short-term interest rate policy,
but simultaneously stripped it of responsibility for bank supervision. It created
a new Financial Services Authority which inherited both the Bank’s supervisory
powers and the responsibilities of the system created under the Securities and
Investments Board in 1986. It was the Financial Services Authority which was
the centerpiece of the regulatory system that collapsed so dramatically after
2007 — and it is to this regulatory system that we now turn.

The pre-crisis institutional set up

One of the many puzzles of institution-building in the UK is why the system
established in 1997 performed so badly; solving that puzzle has an important
bearing on the way things have turned out since. It is a puzzle because the regu-
latory system created in the wake of the Barings fiasco seemed like a radical
break with the past, and indeed a radical departure from the regulatory systems
that existed in many other advanced financial centers. The centerpiece was a
single institution, the Financial Services Authority, a body that, for the first time,
laid out in statute the powers and responsibilities of financial regulators. At a
stroke the United Kingdom was equipped with a uniquely powerful financial
regulator. The creation of the FSA built on a major institutional innovation in
British government in recent decades — the creation of what is sometimes called
a regulatory state. Across the governing system there have developed special-
ist regulatory agencies, in fields as diverse as the regulation of human fertility
and the regulation of economic practices in the public utilities (Moran 2007).
There was plainly some influence here from the long history of the American
regulatory state, but the formal arrangements for the FSA suggested something
much more powerful than the United States had achieved, at least in the domain
of financial markets. In the United States, as is well known, regulatory jurisdic-
tion for financial institutions has been divided at federal level between many
different agencies, and regulatory jurisdiction also has to be shared between
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institutions at the federal level and numerous agencies within individual states.
In the United Kingdom, under the 1997 reforms, all this was concentrated in the
hands of a single statutory body. The Bank of England, while gaining control
of short-term interest rates via a newly created Monetary Policy Committee, lost
its historic responsibility for bank supervision as a consequence of its perceived
failings in the Barings collapse (for Barings, see Moran 2001).

Recall that the historical project of the City of London had been to insulate
the markets from “political” control — for which read “democratic control.” Re-
call, also, that despite the dismantling of the cartel system that had underpinned
regulation, and the creation of the Securities and Investments Board in 1986,
the markets had nevertheless managed to secure control over the regulatory
system even in the age of the financial services revolution. The creation of a
new statutory body by Parliament centralizing all regulatory functions seemed
like the realization of the City’s worst nightmares. That it did not turn out in this
way at all is a key to understanding how the system functioned after 1997 — and
a key to understanding what has succeeded the crisis. Three influences ensured
that the FSA never remotely realized the potential that its formally dominant
position would suggest.

First, despite the bare letter of statute, the Authority was always conceived
of as the property of the markets. This sense of ownership began with funding,
because the Authority was paid for by a levy on the markets. A related important
institutional sign of this lay in the practical functioning of the Authority. It was
physically located in the City, rather than in the governing quarter in “White-
hall”, the cluster of buildings around Westminster where the most important
institutions of the core executive are located. It recruited its staff, not from the
civil service, but from the City itself, and it tried to pay salaries appropriate to
financial markets rather than to the public sector — which is to say, salaries con-
siderably higher than those in the public sector.

These institutional features were in turn linked to the second sign of the Au-
thority’s weakness: its operational regulatory philosophy. Some of the inspira-
tion for establishing the Authority lay in the example of the American regulatory
state; but none of its regulatory style came from the well documented tradition
of adversarialism which has marked American regulation (Kagan 2001, 2007;
Vogel 1986). From the beginning, the Authority had an explicitly formulated
philosophy of cooperative and consensual regulation: any kind of adversarial
confrontation with actors in the markets was only to take place as a last resort.
The origins of this regulatory philosophy lay partly in an instinctive cultural
subordination to the markets, who after all provided its funding. In addition,
while the Authority paid well by the standards of the public sector, in the over-
heated City labor market of the late 1990s, it certainly did not pay well enough
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to attract outstanding talent from the City. It suffered from high staff turnover
and, as the detailed review of its dealings with the first high profile casualty
— Northern Rock — showed, its relatively junior and inexperienced staff were
easily overawed and dominated by the powerful personalities who led the most
aggressively competitive institutions (Financial Services Authority 2008). Thus,
while the creation of the Authority represented an institutional break with the
past, it was nothing like so great a cultural break. Despite the fiasco of Barings —
which was attributable precisely to the absence of a questioning, adversarial style
— the prevailing cultural assumption before and after 1997 was that a consensual
regulatory style was what was needed to foster the health of London’s financial
markets. This assumption not only united regulators in the Authority — it was
also a value held across the policymaking system more widely. The advent of
New Labour in office from 1997 produced a culture of extraordinary triumpha-
lism. Across the political and economic elite there developed a consensus that
the fututre of the British economy lay in a dynamic financial services sector, and
that this dynamism depended above all on creating the most benign conditions
possible for financial innovation in London (Froud et al. 2010a). The FSA did
not therefore pluck the commitment to a consensual regulatory style out of the
air; had it tried to regulate adversarially it would have faced hostility not only
from the City, but from right across the governing elite.

Two critical features therefore made the FSA a much less formidable regula-
tor than the bare institutional appearance might have suggested: its closeness to
its market clients and its subordination to a widely held regulatory ideology. A
third feature played a particularly important role in the actual unfolding of the
crisis. The system created in 1997 made the FSA the institutional kingpin of the
system, but it could not monopolize regulatory authority. Two other important
institutions — the Treasury (Finance Ministry) and the Bank of England — also
had big stakes in regulation. The Treasury had a stake because it had a general in-
terest both in financial stability and in the contributions of the financial markets
to the wider economy; the Bank of England had a stake because, while it had
lost responsibility for narrowly conceived supervision, it plainly retained a deep
interest — in all senses of that word — in the health of the financial system, nota-
bly of the banking system. In short, there existed petfectly traditional problems
of coordination in the new system. The authorities were quite alert to the po-
tential for coordination problems created by this tripartite system, and as late as
2006 had elaborated a Memorandum of Understanding designed to spell out the
division of regulatory labor between the three institutions. This tripartite system
was coordinated by a Standing Committee which met monthly, was chaired by
the Treasury, and on which sat representatives of the three key institutions (HM
Treasury 2000). But from the beginning the Standing Committee failed in its co-
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ordinating function. This was partly because it never seriously engaged the most
important actors. While membership was formally composed of Principals —
which meant the heads of the institutions, such as the Governor of the Bank
and the Chancellor of the Exchequer — they in practice rarely attended meetings,
and the workings of the Committee were relegated to the level of administra-
tive routine (House of Commons Treasury Select Committee 2007). Moreover,
when the crisis broke it became clear that the coordinating system simply did
not have an effective alignment of responsibilities and resources: the FSA was
responsible, but had neither the authority nor the fiscal resources to stem the
crisis; the Bank of England had the authority, and in some eyes the duty, but
had neither the requisite statutory responsibility nor the fiscal resources; and the
Treasury had the fiscal resources, but did not have the expertise or the statutory
responsibility. This helps explain why the actual rescue, and the reconstruction
in its wake, had relatively little to do with the coordinating arrangements that
were supposed to manage the tripartite system. It is to the experience of the
crisis that we now turn.

Managing the crisis

Understanding how the crisis was managed is critical to understanding what
came afterwards because crisis management both opened up and closed off
possible paths to the post-crisis institutional order. We can see this by examining
how crisis management unfolded.

The initial effect involved what we can summarily call the repoliticisation of
financial regulation. Financial regulation under the system created by New La-
bour after 1997 belonged to a domain of low politics. With the run on Northern
Rock in September 2007, the sight of depositors queuing to withdraw deposits
shifted both the terms of regulatory argument and the arenas where it took
place. The issue suddenly was of the highest priority for the Prime Minister
and the Chancellor (finance minister). Institutionally, the sign of the change
was the transformation of the role of the Standing Committee, which from the
Northern Rock crisis onwards drew the principals into attendance (House of
Commons Treasury Select Committee 2008a). The systemic crisis of October
2008 deepened the transformation, for it widened the range of regulatory issues
now commanding the attention of elected politicians at the apex of the core
executive, beyond questions about the stability of particular institutions and
the arrangements for depositor protection to the macro-stability of the whole
banking system. Moreover, the combination of the collapse of particular insti-
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tutions such as Northern Rock and the systemic crisis pulled in a wide range of
other democratic actors: the most significant, because it succeeded in generating
wide publicity about its activities, was the House of Commons Treasury Select
Committee, which from 2008 published a series of reports on the unfolding cri-
sis (House of Commons Treasury Select Committee 2008a, 2008b, 2009). The
Committee was chaired by an astute Labour Party backbencher who showed a
striking capacity to turn Committee hearings into soundbites suitable for TV
news broadcasts.

The crisis also transformed the state’s ownership responsibilities. In No-
vember 2008, the authorities were obliged to establish United Kingdom Finan-
cial Investments (UKFI) as a vehicle for managing public ownership of a huge
tranche of the banking system. As we show below, the government of UKFI
is complex: although the holding institution for the state’s share of bank own-
ership, it operates at arms length from the Treasury and, in both its internal
organization and culture, is closely integrated with the financial markets. By July
2009, UKFI owned 70 percent of the voting share capital of Royal Bank of
Scotland and 43 percent of the Lloyds Banking Group (UKFI 2009: 2). State
ownership was symptomatic of another key aspect of repoliticisation: the ex-
posure of the financial elite to popular scrutiny — precisely what the historical
regulatory strategy had been designed to prevent. Protecting financial markets
from democratic control in the decades before 2007 depended heavily on natu-
ralizing their functions: that is, on depicting the markets as responding to forces
born of quasi-scientific laws. But during the crisis, and in the Parliamentary
post-mortems, a narrative developed that traced the catastrophe to pathological
features of the banking industry: to a system that produced “excessive” rewards,
and stimulated excessive risk taking by a banking elite driven by the search for
huge bonuses. Opinion polls also showed that these perceptions were widely
shared by the public at large (Glover 2008). This was a moment of great dan-
ger, for it precisely rejected the assumptions of naturalization, tracing the crisis
to a combination of institutional defects in markets and a culture of human
greed. That phase probably culminated in two sets of events: the arraighment
of several former heads of the stricken banks before the House of Commons
Treasury Select Committee, which was accompanied by wide broadcasting of
selected clips from their cross examination on mass TV news, and headlines in
the tabloid press such as “Scumbag millionaires,” in The Sun on February 11,
2009; and the extended campaign against Sir Fred Goodwin, head of one of
the most spectacular casualties (Royal Bank of Scotland), which focused on the
huge pension which he had succeeded in negotiating as a price of departure in
the crisis-ridden weekend in October 2008 that saw the rescue of RBS.
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But what had seemed like the very peak of a democratic assault — the fero-
cious criticism of Goodwin — coincided with a reassertion of influence by the
financial elite over crisis management. The crisis had thrust the Treasury into
the frontline of managing the financial markets, but the Treasury, as a small, elite
policy advice institution, has very little operational expertise. The period of re-
construction after the crisis thus saw the Treasury — and the wider core executive
— turn wholesale to the City itself as a source of expertise. We can see this most
cleatly in the case of United Kingdom Financial Investments, the body created
by the Treasury to manage the large chunk of the banking system which had
come into public hands as a result of the crisis. The Treasury provided UKFI’s
first chief executive (John Kingman, the most successful career civil servant
of his generation) and it was physically located in the Treasury buildings. But
otherwise, UKFI was a City institution: its chairs have all been City grandees;
its staff at the most senior level have been drawn from City institutions; and its
philosophy from the beginning has been expressed in the traditional financial
doctrine of maximizing sharcholder value — it rejects any radical reconstruction
of the banking system in favor of maximizing the profits and share price of
the institutions it controls, with a view to resale as soon as possible back to the
private sector (Froud et al. 2010a). Nor was UKFI unusual in adopting this cau-
tionary, conservative stance. Although, as we show below, there has been some
support for radical regulatory changes, and some radical structural reform of
the banking system from within the Bank of England, the crisis was striking for
the way in which the pre-crisis elite consensus about the role and importance of
the City in the British economy was maintained. Just about the only prominent
political figure who argued for radical structural reform — for example, a Glass-
Steagall-like separation of investment and retail banking — was the economic
spokesman for the Liberal Democrats, Vince Cable. We further examine Cable’s
role later in the chapter.

This institutional penetration by the financial elite was accompanied by the
restatement of the traditional City narrative (see above) about the social value
of finance. Two key reports in this respect were Bischoff and Wigley, conven-
tionally named after the chairs of the groups that produced them. But these two
City grandees were not just producing private sector statements. The Bischoff
Report should more accurately be called the Bischoff/Datling Report (2009),
for it was published by the Treasury and was signed off by both Bischoff and
Alistair Darling, as Chancellor. Wigley (2008) was commissioned by the Mayor
of London, and its report, stressing the importance of a regulatory regime that
maintained London’s traditional attractiveness as a financial centre, was warmly
welcomed by the Mayor. The significance of both these reports is that, in re-
asserting a traditional City story about the value of financial markets to the
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economy, they restated, in spite of the crisis, the traditional narrative which had
supported policy before the great crash. The closing down of reform possibili-
ties was plain in the changes proposed and enacted by the Labour government
before it lost office in May 2010. The most comprehensive statement of the
government’s philosophy came in the White Paper (the conventional form for
legislative proposals in the UK system) which was eventually incorporated into
banking reform legislation just before the general election of May 2010 (HM
Treasury 2009). The White Paper has a double significance: it represented, after
nearly two years of banking crisis, a distillation of official thinking about regula-
tory reform; and its proposals were faithfully enacted in the government’s bank-
ing legislation before it lost office. This summary of the White Paper is also a
summary of what was enacted as the Banking Act by the Labour government
during the last days of the Brown premiership in 2010.

What is most remarkable is its caution in the face of the greatest banking
crisis since at least the Great Depression. It rejected any move to reshape the
structure of the industry and, specifically, to break up large, complex banking
conglomerates. It reasserted, in language that could have been used at any time
in the past thirty years, what it called the “pivotal” (p. 18) role of the City and
of finance in the economy. It rejected any Glass-Steagall-like measures separat-
ing investment and retailing banking (p. 75). Moreover, only the most marginal
changes were proposed to the institutional architecture of regulation itself. The
FSA’s dominant position as regulator was retained. Only marginal changes in the
coordinating institutions were proposed. The old Standing Committee was to
be replaced by a statute-based Council for Financial Stability. While there would
be an annual report to Parliament, the White Paper committed itself only to the
vaguest move to more democratic control: it announced merely that the authori-
ties would “discuss mechanisms for increasing the democratic accountability
of the [Council]” (p. 50). Had we been writing this chapter as recently as May
2010, therefore, the story we would have told would have been one of a brief
reform moment quickly closed off by the reassertion of both City power and a
traditional narrative about the key role of financial services in a post-industrial
economy. But understanding what has happened subsequently to the regulatory
system depends on understanding the forces that helped shape the system after
the Labour government’s reforms. Two things reopened the closure that had
apparently been achieved in May 2010.

First, the reform debate could not be shut out of democratic politics. The
reform of the system played only a small part in the 2010 general election cam-
paign, but it was nevertheless critical. In order to distinguish itself from the
Government’s essentially conservative reforms, the Conservative Opposition
was obliged to position itself at a more radical point on the reform spectrum, at
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least as far as the reform of regulatory institutions was concerned: it committed
itself, for instance, to the abolition of the Financial Services Authority. More-
over, the outcome of the election obliged the government to enter into a coali-
tion with the Liberal Democrats who, under the influence of their deputy leader
and economic spokesman, Vince Cable, had developed the most radical critique
of the financial matkets of all three main parties (Johal/Moran/Williams 2011).

Second, the reform of the institutions became entangled — as it had done in
the United States — with bureaucratic politics. The Financial Services Authority
partly survived in the Labour reforms because, in the form of a report by its
new chair, Adair Turner, it had repositioned itself as a more adversarial regula-
tor, something we discuss below. But the Bank of England continued to see the
aftermath of the crisis as an opportunity to recapture the regulatory jurisdiction
lost in 1997. In June 2009, with the debate about reconstruction at its height
inside government, the Governor went public on the Bank’s claims, in the pres-
ence of the Chancellor, at his annual set piece address to the City at the Lord
Mayor’s banquet (King 2009a).

Those arguments fell on deaf ears while Labour was in office; but the result
of the 2010 general election reopened the terms of regulatory debate and al-
lowed the Bank, and other actors, a new chance to shape the system. It is to this
that we now turn.

The present state of regulatory change — and what we will get

This chapter goes to press in September 2011, so it is not possible to describe
regulatory developments after that date. That is an obvious consideration, but
an important one, since much of the formal institutional reconstruction, and
much of the policy reshaping, will not become evident until at least 2012; so the
reader has an advantage over the authors.

The present state of regulatory reform can be described under three head-
ings, and they correspond to three key questions which policymakers have had
to answer in reshaping regulation in the UK (and in other jurisdictions, for that
matter). First, what is to be the institutional shape of regulation? Second, what
kind of daily relations are regulators to have with the markets? That is a criti-
cal question in the UK because the culture of cooperative regulation described
carlier gave market operators great freedom in their everyday dealings and, as we
shall see, it was widely concluded that cooperative regulation of this kind was an
important contributory cause of the catastrophe. Third, what policy stance is to
be adopted on wider issues of systemic regulation? As we saw in the preceding
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section the outgoing Labour government gave a conservative answer to that
question: there was to be no fundamental structural reform along the lines of, for
instance, a Glass-Steagall-like separation between investment and retail banking,
As we shall now see, the result of the 2010 election reopened that third question.
Of these three, the answers to the first question are the clearest, but also the
least illuminating, because while they tell us what the bare institutional structure
will look like, we know little about how the new institutions will work in practice.
In summary, the system, which will be fully operational by 2012 when the legis-
lation is finally on the statute books, involves the creation of three distinct insti-
tutions. (All presently exist in an interim form.) Although legislation is awaited,
preparations are now well advanced for the creation of this new structure, in-
cluding the appointment of heads of the new agencies, as we shall now see.
First, there will be a Financial Policy Committee, “with responsibility for
macro-prudential regulation, or regulation of stability and resilience of the fi-
nancial system as a whole,” to be established within the Bank of England (HM
Treasury 2011: 4). An interim version of this already exists and held its first

<

meeting in June 2011. The Committee is intended to have 13 members, of whom
four will be external (to the Bank) members. Although the Committee has held
an initial meeting it has not yet proved possible to fill all four external positions.

Second, there will be a Prudential Regulatory Authority, which will have re-
sponsibility for “micro-prudential” (firm-level) regulation. The Authority will
be “an operationally independent subsidiary of the Bank of England” (HM
Treasury 2011: 4). In effect, this is replacing the Financial Services Authority,
but how much of a break with an incompetent past this will be remains to be
seen. The need for continuity has ensured that the first head of the Prudential
Regulatory Authority is Hector Sants, the outgoing chief executive of the FSA
(Treanor 2011).

Third, there will be a standalone Financial Conduct Authority, which will
largely take over the responsibilities for consumer protection formerly admin-
istered by the FSA. At the time of writing this institution is in the process of
construction; from September 2011 it will have a chief executive designate, Mat-
tin Wheatley, former chief executive of the Hong Kong Securities and Futures
Commission.

Although many questions obviously remain unanswered about this institu-
tional structure, some things are clear. The most important is that in the bureau-
cratic politics which was prompted by the crisis and its aftermath the central
bank, which initially made little headway in the face of the conservative insti-
tutional preferences of the Brown government, has now emerged victorious:
the Prudential Regulatory Authority is an arm of the Bank of England, and the
Financial Policy Committee has a majority of members drawn from officers of
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the Bank. And this, as we suggested in the preceding section, is the result of
something which historically has played little part in financial politics in the UK:
the influence of electoral politics, as the Conservatives maneuvered to stake out
a distinctive position on institutional change in the 2010 general election. But
what is not clear is how big a change this institutional reform denotes. As with
the changes in other jurisdictions, such as the Dodd-Frank reforms in the USA,
much will depend on implementation. As the appointment of Hector Sants to
head the Prudential Regulatory Authority suggests, the sheer practicalities of
putting together the new institutional structure at short notice have meant that
much has depended on cannibalizing the old FSA. How far the new institutions
will break with the old culture only time will tell.

Nevertheless, some important clues are provided by the way the policy sys-
tem is answering the second question posed above: what kind of daily relations
are policymakers to have with the markets? There has indeed been a striking
change here, at least in some of the language used. Virtually every regulator
and public policy actor has repented of the pre-crisis language of cooperative
regulation, and has suggested that there is now a need for a turn to an aggres-
sive and adversarial style. A typical example is provided by Adair Turner, the
chair of the Financial Services Authority, in a report designed to lay out the les-
sons learnt from the crisis. Turner acknowledged that in the case of Northern
Rock the Authority “fell short of high professional standards in the execution
of its supervisory approach.” The new approach would be “underpinned by a
different philosophy of regulation” which would be “more intrusive and more
systemic” (Financial Services Authority 2009: 88). Turner’s use of this language
was, admittedly, part and parcel of the bureaucratic maneuvering which accom-
panied the struggles to reconstruct the regulatory system in the wake of the
crisis, a process that involved, as we have seen, the reinvention of the FSA as
a less market friendly institution. But it is plainly significant that, in the wake
of the catastrophe, the tactically appropriate measure involved abandoning the
language of cooperative regulation.

The language used by regulators to describe their philosophy has changed. It
is less certain that regulatory practice has altered correspondingly. What is strik-
ing about the period since the crisis is the continuity in actual regulatory style,
whatever the language used in restatements of regulatory philosophy. A good
instance is provided by two issues which have become intertwined: the bonus
reward regime operated by the banks, and their lending policies, especially their
lending to small and medium-sized enterprises. Substantively, the bonus issue
is of secondary importance because it does not go to the heart of the larger
structural problems of the system (on which, see below.) But it nevertheless
has both substantive and symbolic importance. Substantively, it is linked to an
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incentive structure which was connected to the kind of risk taking which was
implicated in the crisis, and the failure to curb bonuses is an indication of the
failure to eradicate that culture of risk taking, Symbolically, large bonuses have
been a sensitive political issue in an era of austerity when real incomes for most
of the population are falling. The main sharcholder in the part of the system
taken into public ownership, UKFI, has supported the doctrine of maximiz-
ing sharcholder value, and has supported the continuation of the bonus sys-
tem as a means of incentivizing the management of the publicly owned banks.
Moreover, faced with widespread hostility to the bonus system the banks have
engaged in a classic piece of regulatory circumvention: bonuses have been ab-
sorbed into salaries, thus circumventing even the voluntary restraints (Groom
2011). The government’s most systematic attempt yet to address the problem
is embodied in “Project Merlin,” which attempts to link a voluntary settlement
of the bonus issue with the vexed issue of bank lending after the crash to small
and medium-sized enterprises. In return for hitting agreed lending targets the
banks were allowed to operate a voluntary system of bonus restraint. With only
a first quarter’s returns so far in on the Merlin bargain, it is hard to be certain
about its effectiveness; but the key point is that attempts to solve the problem
of both bonuses and bank lending are still shaped by the search for cooperative,
voluntary arrangements. Above all, Merlin is not a legally enforceable regime: it
is a bargain made between the banks and the government. Project Merlin is an
attempt to cope with a legacy of the Brown government. In 2009, faced with
criticisms of the reappearance of large bonuses in the banks, the Government
announced a one off tax on bonuses. The tax was largely ineffective: the banks
simply consolidated what would have been bonuses into salaries. But the expiry
of the tax left the coalition with a problem: what measure could be created to
meet this public disquiet? Project Merlin was the result.

There remains the experience of a bigger picture which is, strictly speak-
ing, not the subject of a chapter which is only about the UK: that is, the wider
changes in the supranational regime of prudential regulation focused on the Ba-
sel system. But the workings of the Basel system illustrate one of the recurring
themes of this chapter: the way the policy process is now heavily conditioned by
a world of highly technocratic debate in which those who can command most
expertise are best able both to intervene in the decision-making process, and
shape — or circumvent — its implementation. What is striking about the 2010
Basel I1I regulations is how undemanding they are, and how much room their
leisurely implementation leaves for regulatory circumvention. The minimum ra-
tio of “tier 1 capital” to “risk weighted assets” was set at 7 percent. There was
some tightening of the definition of core capital but the denominator remained
“risk weighted assets,” not total assets (for more detailed discussion, see Gold-
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bach/Kerwer in this volume). Meanwhile, non-compliant banks did not face full
implementation of the new code until January 2019.

The question of bank lending is in turn linked to the third big question
identified above: what sort of structural features should mark the reformed
banking system — and should reform, indeed, do anything to ownership and
competition in the industry? In advance of the general election, the Conserva-
tives had been silent on this structural question, and the Labour government,
in its very cautious reforms (see above) had given a cleatly negative answer to
the question: there would be no structural reform, and the main structural aim
would be to restore to the private sector, in financial health, the banks which it
had been obliged to acquire in the crisis. The only significant dissenting voice
was provided by the Liberal Democrats, the UK’s third national party (roughly
equivalent to the FDP in the Federal Republic). Its economic spokesman, Vince
Cable, argued in advance of the election that the crisis had much to do with the
way retail and investment banking were tied together, and advocated the kind of
separation between the two created in the US Glass-Steagall Act —an act that, of
course, had been first circumvented, and then effectively repealed, at the height
of euphotia about the financial services boom (Johal/Moran/Williams 2011).

Had the General Election of May 2010 produced the result usual in the Brit-
ish system — a clear majority for one of the two leading parties, Conservative and
Labour — then this third question would undoubtedly have been answered in the
negative: had the Conservatives been returned with a workable majority there
would have been no question of structural reform of the banking system. But
the outcome deprived the Conservatives of a majority, and obliged them to form
a coalition with the Liberal Democrats — a coalition in which the main critic of
the banks, Vince Cable, now occupied the position of Business Secretary. More
directly still, the formation of the coalition involved the creation of an agreed
program of policy measures for the new government. The crucial issue was what
this program would say about the issue of structural reform. In the event, it tem-
porized. Since the two parties had different views of the desirability of reform,
the program committed to the establishment of an Independent Commission
on Banking, with a recommendation not to produce a final report until Sep-
tember 2011. Unsurprisingly, the membership of the Commission was a thorny
issue, since composition was likely to have an impact on the final report. In the
event, it was a predictable compromise. The chair, John Vickers, made his name
in public policy circles as an advocate of competition in the age of deregulation
in the Thatcher years, as did Clare Spottiswoode, who was a regulator of one of
the main sectors — energy — deregulated by the Thatcher government. On the
other hand, the Commission also contained the Financial Times correspondent
Martin Wolf, who has offered sustained criticisms of the banks.
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The Independent Commission on Banking is an advisory body. Its reports
and recommendations have no statutory force, and the formation of the Com-
mission in May 2011 was a delaying tactic: an effort to push into the future a
decision on an issue where there were serious differences of view between the
two coalition partners. But it has now produced two reports, and the appear-
ance of the second (final) report in September 2011 was a moment when an
elite consensus about banking reform in the UK crystallized. It is plain with the
benefit of hindsight that the publication of the first (interim) report in April
2011 allowed the formation of an elite consensus around a set of limited re-
form proposals. The consultations invited in the wake of that report provided
an opportunity for the banks to lobby hard against the most radical option, full
separation between their investment and retail arms. On the critical question of
the structural reform of ownership the interim report used cautious language,
but that language was skeptical about radical reform. It said: “Some form of
retail ring-fencing appears therefore preferable to full separation to the extent
that: a) the rules around the subsidiary are firm enough to secure most or all
of the benefits of the reform; and b) the costs of ring-fencing are substantially
lower than those of a full split.” But it added: “Unless both of these conditions
hold, however, the balance of arguments might favour strict separation” (Inde-
pendent Commission on Banking 2011a: 89). In his speech to the Lord Mayor’s
banquet in June 2011 (an annual opportunity to address the City elite) the Chan-
cellor appeatred to support this “ring fencing” option (HM Treasury 2011a).
And indeed the final report, when it was published in September 2011, opted
for this less radical solution (Independent Commission on Banking 2011b.) As
the Commission’s chair Sir John Vickers put it, introducing the final report:
“The first thing to say about our final recommendations to promote financial
stability is that they are squarely in line with the provisional position set out in
our Interim Reporf” (Vickers 2011). The recommendations for ring fencing were
immediately welcomed by the government, in the figure of the Chancellor (Fi-
nance Minister).

In summary, these recommendations are, in the Commission’s own words,
the following:

that a high ring-fence be placed around vital retail banking activities in the UK. In summary,

such ring-fenced banks should:

— contain all deposits from individuals and SMEs, along with any overdrafts supplied to them;

— not be allowed to engage in trading or other investment banking activities, provide services
to financial companies, or services to customers outside the EEA;

— within these constraints, be allowed to take deposits from larger companies and provide
non-financial larger companies with other intermediation services such as simple loans; and
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— where they form part of a wider corporate group, have independent governance, be legally
separate and operationally separable, and have economic links to the rest of the group no
more substantial than those with third parties — but be allowed to pay dividends as long as
they maintain adequate capital levels, which will preserve diversification benefits.
(Independent Commission on Banking 2011b: 29-30)

In addition, the Commission has recommended an equity capital to risk weight-
ed assets ratio which is more stringent than the latest Basel requirements. The
outcome of the Commission’s inquiry thus fulfils three critical political func-
tions. First, for the coalition it has allowed the formation of a unified position
between parties that had entered the election in 2010 with very different views:
the Conservatives resisting any significant structural reform, the Liberal Demo-
crats advocating a complete separation between investment and retail banking,
It thus defuses one of the most explosively divisive policy problems faced by the
government. Second, since the Commission’s status is only advisory, the recom-
mendations have to be embodied in legislation. That will be preceded by exten-
sive consultation, and this allows the banks to mobilize their full lobbying ca-
pacity to shape the details of the legislation; and in banking regulation the devil
always lies in the detail. Finally, the time-scale envisaged by the Commission for
the full implementation of its proposals is, even if legislation is relatively speedy,
quite leisurely: the banks will have until 2018 to adapt to a new regime. And in
banking systems, especially in banking systems as volatile as those presently in
Europe, the world of 2018 is quite unknowable.

In summary: the single most striking feature of the system of bank regula-
tion which has been reconstructed since the great crisis of 2007-2008 is the
limited character of change. Institutionally, there have been losers — notably the
Financial Services Authority — but the system now being brought into existence
marks a variation on an old set of themes. It is in principle possible that the new
institutions will behave in a way very different from their predecessor, but the
other evidence from the regulatory system casts doubt on this. Nothing radical
is to be attempted with the chunk of public ownership acquired after 2008 — on
the contrary, it is, via UKFI, being guided by the pre-crisis notion of the maxi-
mization of shareholder value. The outcome of the debates about bonuses and
the nature of bank lending in the post-crisis system likewise suggest that the tra-
ditional culture of cooperative regulation persists. And the Independent Com-
mission on Banking has helped to establish an elite consensus which removes
radical structural reform from the policy agenda and gives the banks plenty of
opportunity to lobby on legislation and shape implementation.

To understand why the post-crisis system is marked by this striking degree
of continuity, despite having experienced a regulatory fiasco which produced
the greatest banking and economic crisis for at least a generation, we have to
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understand the character of regulatory politics in the financial sector since 2007.
That is the purpose of the next section.

The new economics and the new politics of
the City of London

Understanding the way the policy outcomes sketched above were produced de-
mands an understanding of two sets of forces, economic and political. There
are powerful structural interests in the markets, but these structural interests
do not mechanically produce policy; they are mediated by political structures
through which interests are mobilized and decisions made. That is why under-
standing what is going on demands that we understand both the economics and
the politics of the financial sector.

The structural character of the financial system created in the United King-
dom in the decades since the financial services revolution of the 1980s has a key
bearing on outcomes after 2007. As we have seen, the financial elite and its po-
litical allies from the 1980s told, and retold, a story about the central role of fi-
nance in creating jobs and employment in a post-industrial economy — in replac-
ing the jobs and prosperity lost by the liquidation of the UK’s industrial base.
But as we have demonstrated elsewhere that account was largely ideology — a
narrative, in other words, created to legitimize the position of key elites (Froud
et al. 2010a). The evidence shows that, in the period of the economic boom that
in the UK stretched from 1992 to the start of the crisis, when the narrative was
that the country was creating a new economy based on post-industrial sectors
such as financial services, employment in financial services was actually flat. This
was because jobs in the sector are predominantly in retail finance. Much of retail
finance was indeed dispersed across the whole country and large parts of retail
banking were labor intensive because they required a branch-based sales force
and back office support. But the expense of these labor intensive operations
precisely meant that firms constantly sought efficiencies, and thus constantly
sought to cut back employment. London had the dominant cluster of financial
services employment. By the time of the great crisis, London as an international
financial centre was the centre of UK financial employment despite the disper-
sion of retail finance employment. The 324,000 working in finance in London
accounted for 31 percent of the national financial services workforce and more
than 7.5 percent of the London workforce. The backward linkages from finance
to supporting London professional services such as law and accountancy were



PosT-Crisis FINANCIAL REGULATION IN BRITAIN 85

significant but much weaker than in the case of a manufacturing sector assem-
bling a complex product. On our estimates each worker inside the finance sector
supports no more than half a worker outside the sector. (This passage draws on
the detailed calculations in Erttrk et al. 2011.)

The most important reason for this London dominance is well known:
London as an international financial centre concentrates on wholesale finance,
where small numbers of highly paid workers lift huge values. Within London,
wholesale finance in turn concentrates affluence in a tiny number of areas of
the capital. A small number of working rich, senior bankers and financiers in
and around the City of London earn ever increasing incomes. Their lucrative
employment is highly concentrated in the local government area covered by the
Corporation of the City of London — a correspondence that we examine in
more detail below. The new working rich of senior bankers, hedge fund part-
ners and such like are a small group commuting from a few suburbs of choice
to places of work in the old City in the square mile behind St Paul’s or to the
main new City location in Canary Wharf, with alternative investment colonizing
a Mayfair village. When it comes to finance, “London” is thus actually short-
hand for a highly concentrated geographical space which has very little connec-
tion with the rest of the metropolis except insofar as nondescript middle class
suburbs supply PAs and secretaries for the working rich, and poorer boroughs
supply office cleaners. The structural interests created by the financial services
revolution thus had, by the moment of crisis, created a very particular constel-
lation of interests: one highly concentrated geographically and, as we shall see,
corresponding to a particularly important system of government in the capital.

This structural uniqueness was reinforced by an allied feature of the sec-
tor after the financial services revolution. It is sometimes summarized as the
Wimbledon effect — the observation that the UK can host what is probably the
world’s premier tennis tournament, but consistently fails to produce players who
excel in it. Foreign firms dominate the new City, which is located in London
but cannot find a British champion to cheer on. Most of the British financial
services firms which joined the new competition after Big Bang in 1986 lost
out and were quickly sold on. Barclays Capital is the only successful surviving
large investment bank which can claim to be British owned. Private equity is
the only subsector of finance in which several British firms — such as Permira
and Apax — have met the US challenge by successfully upscaling. More gener-
ally, the entrepét trade in money has created something rather like an offshore
financial centre which just happens to be located on the muddy Thames rather
than on a sandy Caribbean island. The City is dominated by foreign institutions
performing functions for international, especially EU, markets. The UK banking
sector originates more cross-border bank lending than any other country — 18
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percent of the world total in June 2010 — and around half of European invest-
ment banking activity is conducted in London. There were 241 branches and
subsidiaries of foreign banks in London in March 2010, more than in any other
centre worldwide and a third of these banks were from the euro area. Foreign
banks manage over one-half of UK banking sector assets, totaling over £7.6 tril-
lion at the end of 2009, mainly on behalf of foreign customers. Even the stock
exchange is increasingly dominated by non-UK companies (The City UK 2011).

The structural interests embodied in financial markets at the time of the
crisis therefore do not represent a widely dispersed financial sector powering
the UK economy; they are a socially and geographically narrowly confined elite.
The location of that elite in London, its integration with key parts of the met-
ropolitan political elite, and the workings of its own system of government
are all critical to explaining outcomes since the crisis. Above all, explaining the
post-crisis world demands recognizing the importance of the new politics of
the City. The observation that the financial markets, and the interests embodied
in them, are powerful in shaping economic policy in the UK is hardly novel. But
the striking development of recent decades has been the reconfiguration of the
institutional mechanisms that convert this economic muscle into influence over
policy, and this reconfiguration holds the key to making sense of what is going
on. Three forces are at work: the reorganization and professionalization of lob-
bying capacities within the City; the changing institutional configuration within
the core executive, notably the way this has affected the capacity of financial
interests to make their voices heard at the heart of government; and the chang-
ing relationship between democratic actors, especially the major political parties,
and City interests. We shall examine each in turn.

For much of the twentieth century the City was barely recognizable as a
“lobby”: its considerable influence over policy depended on social and cultural
integration with governing elites, and on the Bank of England as an informal
mediator between City interests and the core executive. The development of
more open and transparent systems of interest representation, and the growing
relative autonomy of the Bank from City interests, made this informal regime
of representation increasingly anachronistic (Moran 1981, 1986). The financial
elite has responded with professionalization and more formal organization of
its lobbying operations.

Davis (2000, 2002) has documented the growth of professional financial PR
and lobbying services in the City in recent years. The Corporation of the City
of London — until near the end of the twentieth century largely a body with
narrow local government and social functions — has likewise reorganized into
a systematic lobby for City interests. A key change occurred in 2002, when the
constitution of the Corporation was reformed: it had hitherto escaped every
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reforming measure in local government since the original Municipal Corpora-
tion Act of 1835. The City of London Ward Elections Act (2002) did something
unique in British local government. The business vote in all other local govern-
ment systems of the UK had finally been abolished in 1969. (The business vote
— sometimes in other jurisdictions called the corporate vote — was an extra vote,
additional to the normal franchise, exercised by business owners in elections.)
The Act of 2002 not only retained the business vote in the City, but greatly ex-
panded the business franchise, so that business votes now actually outnumber
the residential vote in the City. In other words, the financial elite is unique not
only in British society but within the British business community: it controls its
own system of local government. The Corporation has applied its considerable
historical endowments to building up its advocacy and economic intelligence
capacities: it was the Corporation, for example, which provided much of the
research work for the Bischoff Report, and it was closely involved in the Wigley
Report referred to above (Bischoff/Datling 2009: 54; Shaxson 2011; House of
Lords 2002). Not all sections of the City, true, have absorbed the lessons of
lobbying professionalism. The newer, more buccaneering markets, like many
new business sectors, have found it harder to operate as an institutional lobby,
something that emerges from Woll’s chapter on hedge funds in this volume. But
in general the financial elite entered the crisis of 2007-2008 with a lobbying
operation which in its professionalism and command of resources was vastly
superior to that commanded in similar eatlier crises.

A parallel change had also taken place within the core executive — the sec-
ond major force that shaped how the financial crisis was converted into public
policy. A significant legacy of the Brown Chancellorship has been a great aug-
mentation of the range and depth of Treasury power across the core executive
(Thain 2004). A striking index of the change is provided by a comparison of
the Treasury’s role in successive banking crises: in the great systemic crisis that
preceded that of 2007-2008, what is usually called the secondary banking crisis
of the 1970s, it played only a marginal role, the key manager in those events
being the Bank of England (Moran 1986). But in 20072008 the Treasury was
the dominant manager in the crisis (Froud et al. 2010b). The crisis saw the use
by the Treasury of public funds on a huge scale to support the stricken banks.
This second important force shaping post-crisis politics, therefore, involved the
domination of the process by a Treasury which had greatly enhanced its posi-
tion in the core executive during the Brown Chancellorship, and which in turn
had developed close relations with the elite of the financial markets.

The strengthening of the nexus between the core executive and the elite
of the City has in turn been reinforced by the third force identified eatlier: the
rise of a financial nexus between the leading parties and City interests. The link
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is symbolized by the family backgrounds of the present Prime Minister and
Deputy Prime Minister, both offspring of the City working rich. In the case of
the Conservatives the symbolism is particularly apt, for it points to key long-
term changes in the financial relationship between the Party and City interests.
Pinto-Duschinsky’s landmark study of party finance in the UK showed that in
the golden age of the mass party the Conservatives, contrary to many myths,
raised most of their income through membership dues and fund-raising activi-
ties at local level: for instance, in the decade from 1967 only about 30 percent
of Conservative party income came from companies (Pinto-Duschinsky 1981:
234). The bulk of income came from the constituency parties — large in the age
of the mass party, and highly effective fund-raising operations. This mass party
has now disappeared: there ate presently only about 200,000 individual mem-
bers, most of them elderly. The decay of mass membership has an important
financial consequence: the Party in the country is no longer a significant source
of income. Moreover, increasing transparency about donations to parties — be-
ginning with the 1967 Companies Act and culminating in the regulatory regime
now run by the Electoral Commission — has made large corporations hesitant
to contribute. The Party has to rely heavily on rich individual backers. The re-
sult can be seen in its financial history under David Cameron: in 2005, when
Cameron became Leader, the financial services industries were the source of
just under a quarter of total cash donations to the Party; by 2010 the figure had
risen to just over 50 per cent (Bureau of Investigative Journalism 2011; Watt/
Treanor 2011). A large proportion of this money comes from the working rich
created by the financial services revolution — high net worth individuals who
have the means to make significant donations, and who as individuals do not
feel constrained by the delicacies that hem in major corporations. A key thresh-
old is 2 £50,000 annual donation, because this makes the donor 2 member of
the “Leader’s Group,” with an entitlement to meet “David Cameron and other
senior figures from the Conservative Party at dinners, post-PMQ lunches, drinks
receptions, election result events and important campaign launches” (Conserva-
tive Party 2011). In 2010, 57 individuals from the financial services sector made
donations sufficient to join the Leader’s Group. The withering of the Party’s
non-metropolitan roots is thus closely connected to its increasing reliance on
the working rich created by the financial services revolution.
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The future: Closure or a democratic opening?

This picture represents the post-crisis world of financial regulation in the UK
as one of closure: one where the financial elite has been able to use its lobby-
ing and financial muscle to shape institutional arrangements, and to elaborate
a dominant regulatory ideology. Yet there are countervailing forces, and they
mean that the future may be more open than this account might suggest. Three
forces are particularly significant.

The first impacts on regulatory ideologies and on the kind of narrative which
the financial elite uses to legitimize its dominant position. The most economi-
cal way to think about the destabilizing possibilities here is to consider the role
of the Bank of England. As we have seen, the Bank historically has been a key
institution in maintaining the autonomy of the financial elite: institutionally, it
stood between the state and markets; and ideologically, from the era of Montagu
Norman, it privileged the tacit regulatory knowledge of market practitioners
over any kind of explicit knowledge that might reside, for instance, with profes-
sionals like economists or lawyers — a stance that legitimized self-regulation by
market actors. But in the last generation, and at an accelerating pace in recent
years, the Bank’s character changed. Institutionally, it acquired relative autonomy
from the interests in the markets, guided instead by a self-image as an institu-
tion pursuing the public interest goals of a publicly accountable central bank.
Intellectually, it underwent something similar to the experience of other lead-
ing central banks: in Marcussen’s word, it became “scientised,” which is to say
that it became increasingly dominated by figures whose legitimacy depended on
their professional accreditation as economists, and who moved in an epistemic
community of other professionally qualified central bankers (Marcussen 2000,
2009). And while that epistemic community has its own technocratic ideolo-
gies, it nevertheless exposed the Bank, as it did other leading central banks, to
a range of heterodox economic argument much wider than the range available
in the markets. A good example of this is the position of Andrew Haldane.
Haldane’s importance lies partly in the fact that he is a senior advisor to another
professional economist — the governor, Mervyn King — and is also the execu-
tive director responsible for financial stability. In the debates that succeeded the
crash, both the Governor and Haldane have been publicly skeptical of much
of the narrative offered by the financial elite: skeptical of particular claims (for
instance the worth of large bonuses in the reward system of banking, and of
the threat of banks to relocate operations elsewhere if they find regulation too
onerous); and skeptical also of the grand narrative about the contribution of the
financial sector to the wider health of the economy. That in turn has led to the
public argument that the financial sector in the UK may be too large, and in the
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direction of heresies like the notion that there should indeed be some structural
Glass-Steagall-like separation between investment and retail banking (Haldane
2009a, 2009b, 2010; King 2009a, 2009b). The institutional reforms summarized
in the previous section amount to a resounding victory for the Bank of England
in the bureaucratic political struggles that accompanied the reconstruction of
regulatory institutions. Thus if the effect of Brown’s long reign as Chancel-
lor was considerably to increase the power of the Treasury over the range of
economic policy, the impact of the regulatory changes since the 2010 General
Election has been to increase the Bank’s control over the narrower domain of fi-
nancial regulation. We of course know little beyond general statements of intent
about what the actual practice of regulation will be like when the institutions
are up and running, but we can fairly confidently predict that the culture of the
Bank as a regulator will be very different from the culture of the old Financial
Services Authority.

The second countervailing influence lies in the role of transnational institu-
tions and networks in shaping the rules of financial supervision. That is pri-
marily the subject of other contributions to this volume, but it must at least be
mentioned as a potential influence on the future of the UK case. Since at least
the formulation of the prudential rules by the first Basel Committees follow-
ing the banking crises of the 1970s, the game of financial supervision has been
an international, not just a national, game. The London elite has to formulate
strategies that can work in the complex, multi-level and multi-actor system of
the European Union and the institutional world of Basel. These are worlds in
which the usual complications of coalition creation — divisions between sectors,
markets and institutions — are magnified. They are worlds in which, to some
degree, London-based institutions have to be “takers” of regulatory standards
hammered out in other arenas — in the institutional worlds of Basel and Brus-
sels. They are worlds in which the epistemic communities of “scientised” regu-
lators described by Marcussen (2006, 2009) are particularly important. And they
are wotlds — especially in the case of Brussels — where new lobbying and advo-
cacy skills have to be acquired beyond those that work in the national setting in
London. There is plenty of evidence that the London financial elite is able to
master these skills, and plenty of evidence that, notably in the “comitology” of
the European Union, it can create effective cross-national coalitions supporting
financial elites (Macartney 2011). Moreover, the Brussels elites are often strik-
ingly insulated from wider societal pressure. A vivid example is provided by the
most important attempt yet made by the European Union to respond to the
regulatory implications of the crisis: the de Larosi¢re Report published in 2009.
The diagnosis in the report bears a striking resemblance to that offered for the
UK by the Turner Report — that there has been insufficient understanding and
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close scrutiny of the workings of the markets. That is unsurprising, perhaps, be-
cause de Larosiere’s high level group was composed of national financial regula-
tors, including Turner’s predecessor as chair of the Financial Services Authority.
But what is most striking about the report is the extraordinarily narrow range
of interests and actors to whom it listened. Beginning in November 2008, at
the moment of greatest fragility in the financial system, it held eleven day-long
meetings. Those who gave evidence included neither a single elected politician
nor any of the numerous groups in civil society with views about the organiza-
tion of finance. The witnesses consist of two sets: the members of the regula-
tory elite, such as Trichet, Governor of the European Central Bank, EU Com-
missioners and Baron Lamfalussy; and representatives of the trade associations
(mostly EU wide but including some national voices) for the main corporate
interests from insurance, banking and securities (de Larosiere 2009: 70).

In short, the institutional worlds of the EU and Basel set new tactical chal-
lenges for financial elites in London, but there is not much evidence that they
are unable to meet these challenges, nor is there evidence that the mindworld of
the EU, in particular, threatens to open up the world of financial regulation to
more heterodox influences — something we could not say with as much certainty
about the epistemic world of central bank regulation.

This leaves the third possible influence that might destabilize the elite settle-
ment arrived at in the aftermath of the crisis: democratic politics. What the UK
and all the other members of the European Union share is the fact they are
democratic political systems — if only, in many instances, of a rough and ready
kind. Events of recent years have illustrated strikingly the possibilities and limits
of democratic intervention. There is, in the case of the United Kingdom and
United States, a striking pattern in democratic responses to the crisis: initial
outrage, the construction of a scandal, and the arraignment of the “guilty men”
(they are all men) in highly televisual hearings of committees of the legislature.
But this is characteristically circumscribed by the inability of democratic politi-
cal debate to cope with the complexities of regulatory argument, the reclaiming
of the debate so that it largely takes place within elite networks, and the oppor-
tunities this has opened for financial interests to use their considerable lobbying
and financial muscle — especially in meeting the often desperate need of demo-
cratic politicians for campaign funds.

A more intriguing possibility lies in the potential for movements in civil
society in democratic political systems. One of the themes of this chapter has
been the increasing sophistication of the lobbying machines operated by finan-
cial interests, a sophistication that of course is not confined to the UK. But the
mirror image of this world of professional lobbying and PR is the multiplication
of civil society groups that are critical, not just of the workings of the financial
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markets revealed by the crash, but also of the workings of corporate power as a
whole. As the case of de Larosiere shows, it is perfectly possible for the financial
elite to conduct its regulatory debates without reference to these groups, and
there exist huge disparities in the resources available to corporate interests and
those mobilizing in civil society. But modes of mobilization beyond the political
parties, exploiting the declining attachment to the parties, the lessons of single
issue success and failure, and new technologies of communication and mobili-
zation probably offer the best chance of destabilizing the elite accommodation
which has so far marked the regulatory reconstruction that has taken place in
the wake of the great crisis.

Conclusions

This account of the regulatory aftermath of the great financial crisis in the UK
has a particularly conditional quality. That is in part for reasons which will have
recurred in accounts of other systems given in this volume: even now, four years
after the crisis began, we are still at the beginning of the process of reconstruc-
tion. In the UK the reconfigured institutions will not be fully operational until
well into 2012. We know that in regulation the devil lies in the detail: we prob-
ably will not be able to offer with certainty any judgment about the regulatory
regime until perhaps 2015 — when the institutions will have been observed over
a prolonged cycle. And we also know that structural reform of the banking sys-
tem itself will take until 2018 to unwind.

But apart from this commonsense caution, there is a more analytically re-
vealing reason for contingency in the UK case: the impact of the crisis has been
to leave partly open the future of the UK regulatory system. The reason for this
is that the crisis has destabilized the system of politics that has long governed
financial regulation in the United Kingdom. As we have seen, that system has
deep historical roots. The City was already a great economic and political power
before the rise of democratic politics in Britain. For much of the twentieth
century both the institutions and ideology functioned to protect financial mat-
kets from the attentions of the democratic state. Even the statutory system of
regulation created in 1997 reflected the preference for light touch public control.
The catastrophes of 2007-2008 dealt a tremendous blow to all this: they under-
mined the claims that the system was competent at the job of securing financial
stability; they resulted in the forced transfer of a big part of the banking system
to public ownership; and they opened up debate about the control of the City
in wider democratic arenas like Parliament.
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As the outcome summarized in these pages shows, financial elites have met
these challenges robustly. They have had several powerful advantages: they are
embedded in key parts of the core executive, notably in the Treasury; they con-
trol key institutions of crisis management, such as United Kingdom Financial
Investments; and in recent years the organized lobbying capacity of the City has
been transformed, allowing it to operate in a sophisticated way in interest-group
struggles. The best guess about the future is that financial elites will control regu-
lation as effectively as in the past. But as we have also noted, there are uncertain-
ties. The elite is nowhere as socially, politically or economically integrated as in
the past. As the leading financial centre in Europe, London also imports the
diversity of interests of many different national elites. Key institutions, notably
the central bank, that once were reliable allies of market elites, are now swayed by
alternative forces — notably the influence of “scientised” epistemic communities.
The impact of crisis has accelerated a process which was already under way: it
has demystified the traditional regulatory ideology and emboldened those in the
democratic political arena, and in the wider civil society, who are critical of the
banks and of the City elite more generally. That elite will probably still succeed
in future struggles; but that there will indeed be struggles over the future of the
regulatory system in democratic political arenas in the UK is now pretty certain.
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4
International Radicalism, Domestic Conformism:
France’s Ambiguous Stance on Financial Reforms

Nicolas Jabko

Listening to senior French government officials, one may get the impression that
the financial crisis that started in 2007 has revolutionized France’s approach to
international financial governance. President Nicolas Sarkozy has repeatedly cas-
tigated “speculators” for triggering the crisis, and has called for a “moralization”
of financial capitalism. He has also been very active on the international stage,
using the French presidencies of the EU in 2008 and of the G8 and G20 in
2011 as pulpits to demand a radical reform agenda and repeatedly calling for “a
new Bretton Woods.”! On October 23, 2010, Finance Minister Christine Lagarde
hailed the newly adopted Lo7 de régulation financiére et bancaire (LRFB) with the
following statement: “With this law, France is turning its back on deregulated fi-
nance,” implying a major change in France’s domestic financial policy framework.
This law was the main result of a year of legislative work, as the finance ministry
had drafted its bill after the G20 summit of September 2009 and the government
had introduced it to the French parliament in early 2010. But a closer look at the
law, and more generally at France’s financial reforms since 2007, suggests a large
gap between the ambitious rhetoric of official statements on taming unfettered
global finance and the modest scope of actual regulatory initiatives.

In this chapter, I trace the French reactions to the financial crisis at the inter-
national, European, and domestic levels. The puzzle that I attempt to explain is
the distance between the modest reality of these reforms and France’s ambitious
rhetoric in the global debate on financial regulation. The inertia of the French
financial policy framework could be due to the limits of France’s power in the
European Union (EU) and on the world stage; to cognitive and sociological
biases in the French decision-making process; or to pressures from domestic
interest groups. Against conventional wisdom, I argue that the first explanation

Nicolas Véron’s input to this paper is gratefully acknowledged.

1 The first presidential statement in this vein was on September 25, 2008: “We have to redesign
the entire financial and monetary system, as was done in Bretton Woods after the Second World
War.” See Nicolas Sarkozy, Discours de M. le Président de la République a Toulon, September
25, 2008 (www.elysee.fr/president/les-actualites/discours/2008/discours-de-m-le-president-
de-la-republique-a.2096.htmlrsearch=Toulon&xtmc=toulon_25_septembre_2008&xcr=2).
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is the least convincing. The modesty of French reforms is primarily due to a bi-
ased technocratic and political process that gives disproportionate weight to the
status quo. France’s relatively weak impact on the European and the global stage
is more often a pretext than a genuine rationale for limited domestic reform.
France’s internal continuity, in turn, casts doubt on its capacity to significantly
shift the global debate on financial regulation.

International initiatives

In the documentary film Inside Job, French political leaders appear full of resolve
and good will in their approach to the global financial crisis, in contrast with
hapless and captured US authorities. That is certainly the image that French
leaders projected early on in 2008-2009. President Sarkozy used the French
presidency of the EU in the second half of 2008 as an advocacy pulpit for a
strong multilateral response. Speaking on behalf of the EU, he claimed credit
for convincing President George W. Bush to convene a series of high-level in-
ternational summits and to extend the invitation to a more open circle than the
G8. As Sarkozy explained at the end of a meeting with Bush at Camp David on
October 18, 2008: “The crisis is global, we must find a global solution [...] In
order for the summit to succeed, we must collect ideas from everybody.”” The
direct sequel of this meeting was the first and unprecedented summit of G20
political leaders that took place in Washington on November 15, 2008. Since
1999, the G20 had operated only as a forum of finance ministers and central
bankers. The raising of its profile echoed recurrent French critiques of US ten-
dencies to go it alone, but was also in line with longstanding French demands
for sturdier global governance. It was also reminiscent of President Valéry Gis-
card d’Estaing’s initiative in the 1970s to establish a forum, which later became
known as the G7, for “fireplace chats” between the leaders of the leading indus-
trialized nations. In both cases, the underlying rationale for the creation of a new
forum was that high political momentum and hands-on multilateral leadership
were necessary in order to address global economic challenges.

As for the substance of France’s positions, the rhetoric of France’s political
leaders was also quite radical. French leaders repeatedly called for deep reforms
of the international financial system. Although the first G20 summit in No-
vember 2008 in Washington produced a generic declaration calling for “needed
reforms in the world’s financial systems,” Sarkozy reportedly wanted a blunter

2 “Crise: I’idée d’une série de sommets retenue,” e Monde, October 19, 2008.
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indictment of US-style financial detegulation as the main source of the crisis.’
Shortly afterwards, he took advantage of the advent of a new administration
in the United States to push for tougher regulation. Before the following G20
summit in London in April 2009, he published an open letter calling for more
“urgency” in “the regulation of financial markets,” focusing especially on credit
rating agencies, hedge funds, and tax havens.* In September 2009, the G20 sum-
mit in Pittsburg appeared to move further in the French government’s favored
direction with its pledge “to turn the page on an era of irresponsibility and to
adopt a set of policies, regulations and reforms to meet the needs of the 21*
century global economy.””® G20 political leaders also “designated the G20 to be
the premier forum for our international economic cooperation” and pledged
to increase by $500bn the capital of the International Monetary Fund — which,
at the time, was led by Dominique Strauss-Kahn, another Frenchman. At the
EU level, Sarkozy successfully pushed for his agriculture minister Michel Bar-
nier to be appointed as internal market commissioner (a portfolio that includes
financial regulation) within the incoming European Commission to replace his
deregulation-friendly predecessor Charlie McCreevy. In a speech on Novem-
ber 28, 2009, Sarkozy hailed the “triumph of French ideas about regulation”
when Barnier was appointed. He proclaimed Barnier would “represent France
in Brussels” — a controversial point, as European commissioners are bound by
EU law to exercise their mandate in complete independence from the member
states. Perhaps the culmination of President Sarkozy’s international activism was
the stern lecture that he delivered to the world’s economic elite at Davos in
January 2010. On this occasion, he argued against “unregulated globalization”
and called for “restoring the moral dimension of capitalism” (Sarkozy 2010). In
that speech, the French President also praised the G20 for “regulating bonuses,
closing down tax havens and changing the rules of accounting and prudential
standards,” advocated “taxing the exorbitant profits of finance,” and reiterated
his call for a “new Bretton Woods.” In January 2011, the French President re-
turned to Davos. As France was holding the presidency of the G20, his speech
struck a more cautious tone. But he again called for moralization: “There is no
market economy without a minimum of morals, in the same way as there are no
markets without rules” (Sarkozy 2011).

When one looks beyond summit pronouncements, however, the picture
that begins to emerge is more ambiguous than the bold international initiatives
and the radical rhetoric of French political leaders would suggest. Although

3 “Le G20, théatre de la discorde franco-américaine,” I.e Monde, November 16, 2008.
4 Nicolas Sarkozy, “The Practical Steps the G20 Must Take,” Washington Post, April 1, 2009.
5 Preamble of the Leaders’ Statement, Pittsburgh summit, September 24-25, 2009.
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French leaders were certainly active in advocating change at the beginning, 1
will show that their initiatives often petered out due to design weaknesses, in-
adequate implementation, or outright resistance by domestic interest groups. In
some cases, of course, French initiatives also ran into opposition from France’s
partners. However, this external opposition was a less important factor than the
lack of political determination to implement reform in the face of domestic op-
position. To illustrate this point more concretely, I consider three issue areas of
international initiatives, at both the global and the EU level. At the global level,
I highlight France’s approach to global negotiations and in relation to specific
financial reforms. Second, I look at France’s role in EU crisis management, and
third, at its impact in advancing a concrete agenda of EU legislative reforms.

Global negotiations

The crisis triggered an unprecedented wave of discussions about financial re-
form. These were comprehensively outlined in the conclusions of the first G20
summit in November 2008. France appears to have repeatedly pushed for ambi-
tious measutes as regards the regulation and/or supervision of rating agencies,
hedge funds, traders’ bonuses, tax havens, CDS markets and short-selling rules,
high-frequency trading, commodities markets, and shadow banking, as well as
the possible introduction of a financial transactions tax. In 2008-2009, Nicolas
Sarkozy personally led the charge at the G20 against tax havens and in favor of
regulating of bankers’ bonuses. Independently of their high symbolic value in
the domestic context of French politics, these two topics also provided a plat-
form for Sarkozy to build a common position with German Chancellor Angela
Merkel. This was an increasingly important goal for the French President after
the acute tensions that had surfaced between him and the German Chancellor
on the issue of economic stimulus during France’s six-month presidency of the
EU in 2008.6

By contrast, France has been widely reported as being among the less ambi-
tious states in the negotiations within the Basel Committee on Banking Supervi-
sion that resulted in the adoption in 2010 of the Basel III accord on capital, le-
verage, liquidity, and risk management. France has appeared similarly lukewarm
in the ensuing discussion on how to tackle so-called systemically important fi-
nancial institutions (SIFIs), steered by the Financial Stability Board (FSB) un-
der instructions from the G20. In the important area of accounting standards,
France has effectively worked against efforts to reach global convergence as it
successfully advocated direct political intervention of the European Commis-

6 Interview with a government advisor, Paris, July 13, 2009.
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sion on International Financial Reporting Standards (IFRS) standard-setting,
most visibly in October 2008 with the hurried revision of a much-debated stan-
dard on financial instruments. French officials criticized the fair value account-
ing approach promoted both by the International Accounting Standards Board
(IASB) and its US counterpart. They also called for greater involvement of na-
tional prudential regulators in setting accounting standards, a proposal that is
the subject of considerable resistance in the United States and at the IASB itself.

The overall picture that emerges from this brief overview is that France’s
more radical positions are in areas that would only have a limited impact, if any,
within its own territorial remit. France does not host large-scale activities on the
part of rating agencies or hedge funds. Few traders work in France compared to
the United Kingdom or other major international financial centers. And France
is generally a high-tax jurisdiction, rather than a tax haven, for most financial
market segments. On issues that directly affect large French financial intermedi-
aries, as was the case with capital standards (Basel III), the SIFIs discussion or
IFRS, France has however tended to rank among the least ambitious, or most
defensive, players at international level.

BU crisis management

France took a leading role in EU crisis management at the height of the financial
crisis in the fall of 2008, as it was holding the EU six-month rotating presidency
at that time. Early efforts failed to coordinate the stances of the bloc’s largest
members in an entirely intergovernmental manner. The leaders of France, Ger-
many, Italy, and the United Kingdom in Paris met on October 4, 2008, but did
not achieve any concrete results and added to the markets’ sense of helplessness.
On October 12, however, President Nicolas Sarkozy was more successful when
he convened another summit, this time of all eurozone leaders plus the British
Prime Minister. The heads of state and government presented a joint approach
inspired by the British crisis-management plan introduced a few days earlier.
They agreed on targeted recapitalizations, liquidity support, and extensive public
guarantees. This framework was subsequently adopted by all EU member states
on October 15, putting an end to the most panicky phase of the crisis. Satkozy’s
decisiveness was widely — and in my opinion, rightly — credited with this signifi-
cant achievement.

In the later phases, crisis-management discussions at the EU level were held
in three successive and partly overlapping contexts. First, there was a targeted
intervention to avoid a shortage of liquidity in Central and Fastern Europe, a
region that had become heavily dependent on West Furopean banking groups,
including French banks such as Société Générale. This effort, known as the
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Vienna Initiative after a series of meetings that took place in the Austrian capi-
tal (and later formally called the European Bank Coordination Initiative), was
primarily spearheaded by private-sector participants through the Institute of
International Finance, and then by the European Bank for Reconstruction and
Development (EBRD), as well as the International Monetary Fund (IMF) and
the European Investment Bank (EIB), with the involvement of the European
Commission. The most prominently involved member state was Austria, and
France never appeared to take a leading role. Second, after the peak of volatility
in late 2008 it gradually became evident that investor confidence would not re-
turn to the European banking sector before a system-wide process of triage (in
other words, the assessment of all systemically important banks’ capital strength
on a truly comparable basis) and, if necessary, recapitalization and restructuring,
Three successive half-hearted attempts at conducting such a process through
so-called “stress tests” were implemented in September 2009, July 2010, and
July 2011. Even though Germany was widely reported by media and profes-
sional sources as the least constructive member state in this process, France’s
voice was subdued at best in the discussion on how to make the European
financial system more transparent, the leading advocates for which were the
IMF, the ECB, and (in 2011) the newly formed European Banking Author-
ity. Among member states, Spain (at least from mid-2010 onwards), the United
Kingdom, and the Nordic countries took a more visible leadership role in this
process. Third, since early 2010 the fiscal difficulties of peripheral Eurozone
countries including Greece, Ireland and Portugal have become a major risk fac-
tor for the entire EU and beyond. Germany has been the pivotal player among
“core” Eurozone countries. France has played a significant role in mediating the
dialogue between Germany and other Eurozone member states, but can hardly
be described as the agenda-setter.

EU legislation and regulation

In the United States, crisis management and crisis-related legislation succeeded
each other in a relatively straightforward sequence. First, there were two ma-
jor crisis-management initiatives, namely the Troubled Asset Relief Program
(TARP) introduced by the Bush administration, and then the Supervisory
Capital Assessment Program (“stress tests”) initiated in eatly spring 2009 by
the newly formed Obama administration. Together with major interventions
by the Federal Reserve, these initiatives led to significant stabilization around
mid-2009. By then, the major US financial institutions were generally consid-
ered safely capitalized, even though smaller banks continued to default in large
numbers in the following two years. Second, in June 2009 the administration



INTERNATIONAL R/\DI(?J\LISM, DowmEsTic CONFORMISM 103

presented an initial blueprint for structural regulatory reform. This marked the
start of the legislative process that eventually led the US Congress to adopt the
Dodd-Frank Act in July 2010. The subsequent rule making by specialized agen-
cies on the basis of the Dodd-Frank Act is still ongoing at the time of writing
(see Woolley/Ziegler in this volume).

In Europe, developments have been less neatly sequential. Crisis manage-
ment continued on and off and has not yet come to a conclusive end. Since early
2010, it has evolved largely in reaction to market developments on the front of
sovereign debt crises in peripheral Euro-area member states. Meanwhile, finan-
cial legislation has been an ongoing process, with many different texts being suc-
cessively discussed, rather than one single all-encompassing piece of legislation
as in the United States with the Dodd-Frank Act.

To simplify, in the EU two main areas of legislative reform can be identified
(see Quaglia in this volume). First, the EU has embarked on a major transfor-
mation of its financial supervisory architecture, which resulted in the legal and
operational start of four new EU-level bodies on January 1, 2011. Second, it has
introduced or is considering various changes to its financial legislation in areas
that broadly parallel those covered by the Dodd-Frank Act. In both areas, I find
ambiguous evidence of France’s specific impact.

As regards the EU’ financial supervisory architecture, reform started with
the initiative by European Commission President José Manuel Barroso in No-
vember 2008 to request a report from an ad hoc “high-level group” headed by
former French central banker (and IMF and EBRD head) Jacques de Larosiére.
The de Larosiere Report, delivered in February 2009, suggested the creation
of three FEuropean Supervisory Authorities (ESAs) replacing existing consul-
tative committees: the European Banking Authority (EBA) based in London,
the European Securities and Markets Authority (ESMA) based in Paris, and the
European Insurance and Occupational Pensions Authority (EIOPA) based in
Frankfurt; and of an additional “macro-prudential” body hosted by the ECB in
Frankfurt and now called the European Systemic Risk Board (ESRB).

The French government broadly supported this reform agenda, while other
EU member states, including the United Kingdom and Germany, repeatedly
dragged their feet. Mote than a specific input from a particular government or
individual leaders, France’s relative openness to the implementation of the de
Larosi¢re Report reflects long-standing French positions in EU negotiations,
even though they have not always been put forward consistently. The idea of
creating EU financial supervisors was described in the United Kingdom as
early as 2000 as a “French plot.” Jacques de Larosiere embodied this position
throughout the 2000s as he personally lobbied for more consistent EU financial
supervision. However, it is important to remember that Commission President
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Barroso chose Jacques de Larosiére because of his widely recognized interna-
tional financial expertise and credibility rather than as a representative of France
or of “French” ideas. In fact, de Larosiére often seemed to be a voice in the
wilderness. When his report was initially published, the Banque de France was
far from enthusiastic as it felt the creation of the EBA would encroach on its
supervisory prerogatives. Now that the ESAs and the ESRB have been set up, it
remains to be seen how constructively France will engage with these authorities,
both in general and on specific issues. The fact that key figures of the French
financial establishment, such as de Larosiére or head of the French securities
regulator Jean-Pierre Jouyet, initially favored the principle of centralization does
not necessarily mean that French officials will be constructive in practice further
down the road. On the contrary, early indications suggest that French authori-
ties may take a more lukewarm view of the power of the ESAs now than in the
discussion that led to their creation, especially since comparatively few French
nationals have been appointed as their chairs or as members of their manage-
ment committees.”

As for the rest of the EU’s post-crisis regulatory program, a comprehensive
assessment is made more difficult by the fact that most of the legislative work
remains incomplete. Specifically, three crucially important pieces of legislation
— on the structure of securities and derivatives markets (known as the MiFID
review®), the transposition into EU law of the Basel 111 capital accord (known as
CRD#’), and bank crisis management and resolution — ate yet to be negotiated
or finalized. Legislation adopted since the start of the crisis — most notably on
deposit insurance (2009), securitization (CRD2, 2009), credit rating agencies
(2009 and 2011), private equity and hedge funds (AIFM Directive," 2011), and
remuneration policies (CRD3, 2010) — have been more limited in their ambi-
tions, even though some of them were far from finding consensus. As regards
France’s position, the same remarks apply to these texts as my previous com-
ment on negotiations at the international level: France, like Germany, has spe-
cifically pushed for harsh measures in those areas in which it did not have sig-
nificant domestic interests at stake, rather than for across-the-board regulatory
tightening that would also have constrained the large universal banking groups
that dominate its domestic financial system.

7 Interview with senior French financial regulatory official, March 15, 2011.
8 MIiFID stands for Markets in Financial Instruments Directive, the first version of which was
adopted in 2004.
9 CRD stands for Capital Requirements Directive, of which there have been three iterations so
far, adopted in 2006, 2009 and 2010.
10 AIFM stands for Alternative Investment Fund Managers.
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The domestic response to the crisis

In this section I assess the French domestic response. As we will see, the forms
of institutional change in the regulation of French financial markets were quite
varied. The government used many institutional levers in order to formulate its
response to the financial crisis. From this perspective, formal changes in laws
and regulations were only the tip of the iceberg. They are inseparable from
other dimensions of the regulatory reform process — crisis management, finan-
cial supervision, tax policy, and other measures that the government adopted in
response to the crisis. In all cases, I find continuity with previous practice, and
no change of direction for the French state’s approach to financial regulation
and oversight.

Crisis management

The French government’s first measures were an immediate reaction to the fast-
moving developments of the financial crisis. To be sure, BNP Paribas’s decision
on August 9, 2007 to freeze three investment funds due to a sudden shortage of
liquidity marked the start of the financial crisis. However, there were fewer dra-
matic developments in France than in Germany (with the failures of IKB and
Sachsen LB) or the United Kingdom (with the bank run on Northern Rock) in
the initial phases of the crisis in the second half of 2007. In January 2008, the
revelation of a major trading loss at Société Générale eventually led to a change
of that bank’s management. Contrary to initial fears, however, this did not result
in the bank’s loss of independence, let alone a systemic collapse.

Things became more volatile, in France as in the rest of Europe, following
the bankruptcy of Lehman Brothers in mid-September 2008 and rapid conta-
gion that followed. Two prominent French financial institutions were among the
most massively hit by the fear of contingent liabilities: Natixis, a publicly-listed
corporate and investment banking firm jointly controlled by Caisses d’Epargne
(the French Savings Banks group) and Banques Populaires, and Dexia, a French-
Belgian bank specializing in the financing of municipalities. In both cases the
problems were related to their investments in bond insurers in the United States:
CDC IXIS Financial Guaranty (CIFG) in the case of Natixis, and Financial
Security Assurance (FSA) in the case of Dexia. Dexia was rescued jointly by the
French and Belgian governments with a massive capital increase on September
27-28, 2008. Its senior management was dismissed and a senior executive from
BNP Paribas, Pierre Mariani, was appointed as the bank’s new CEO. The state-
coordinated restructuring of Natixis precipitated the merger of its two parent
groups to form the newly branded BPCE group in February 2009. Francois
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Pérol, until then President Sarkozy’s senior economic adviser, was appointed
chairman of the merged group.

To help manage the crisis, the French government in September 2008 created
two new corporate bodies: the Société de Prise de Participation de ’Etat (SPPE),
a financial investment vehicle specifically designed to shore up the capital of the
banks; and the Société de Financement de ’Economie Francaise (SFEF), to re-
finance the economy. SPPE was created as a 100-percent state-owned corporate
entity that could inject public capital into French financial institutions. It had 40
billion euros at its disposal for re-capitalization. SFEF represented a less direct
approach to state intervention. It was set up as a commercial company in which
private-sector banks own 66 percent of the stock and the French state holds
34 percent. SFEF could raise up to 320 billion euros in order to help the banks
refinance themselves; the banks’ stock of SFEF benefited from a state guarantee
and could therefore be used as collateral to borrow yet more funds from the Eu-
ropean Central Bank. In practice, SFEF later raised the equivalent of 77 billion
euros on the market, while re-capitalization was broken down into two hybrid
equity tranches of 10.5 billion euros each, plus 3 billion euros to bail out Dexia
and 2.5 billion euros for the BPCE group.

Thus, the French government’s crisis management was swift and effective.
The creation of SPPE and SFEF avoided singling out the weaker financial play-
ers and enabled the entire French banking sector to remain afloat. At least up to
the time of writing, France has thus steered away from any major banking col-
lapse — unlike some of its big neighbors across the Atlantic Ocean, the English
Channel, or even the Rhine. But this crisis management framework can hardly
be described as a radical break from the past, and it is not without its downsides.
As in previous financial crises, the French government played a major role and
liberally committed taxpayers’ money to rescue ailing banks. The government
also utilized all the usual channels of influence, although without asserting bold
new objectives beyond the immediate goal of putting out the fire. The Inspec-
tion des Finances, an elite corps within the Finance Ministry, remained at the
center of all crisis management operations. This is significant because the In-
spection also happens to be the perennial breeding ground for France’s banking
establishment. The same corps had played a critical role in the French state’s
initiative to liberalize the financial sector in the 1980s and the 1990s.!! Now the
Inspection was called to the rescue of the banking sector. None of this was
particularly new.

11 On the beginnings of this process, see especially Philip Cerny (1989).
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Supervisory architecture

Beyond the immediate task of crisis management, the most visible domestic
initiative was the creation — by way of a governmental decree adopted in January
2010 — of a new Prudential Supervisory Authority (Autorité de Controle Pru-
dentiel, ACP). This was achieved by merging two previously separate bodies: the
Commission Bancaire, hosted by the Banque de France, which supervised banks
and other financial intermediaries; and the Autorité de Controle des Assurances
et des Mutuelles, the insurance supervisor. This resulted in a “two-pillar” regula-
tory structure, with an unchanged Autorité des Marchés Financiers (AMF) as
the securities regulator, and the ACP assuming prudential oversight of most
French financial services firms. Both the AMF and the ACP are independent
public authorities, separate from both the Ministry of Finance and the Banque
de France. However, the AMF board includes a non-voting representative of
the Ministry of Finance and the 19-member executive college of the ACP is
chaired by the governor of the Banque de France.

Although this reorganization was occasionally presented as a bold response
to the financial crisis, it was once again anything but revolutionary. Similar merg-
ers between banking and insurance supervisors had been conducted in other
EU countries in previous years, for example, in the United Kingdom in 2000
and in Germany in 2002 (in these cases the mergers also, and more controver-
sially, included securities regulation). The corresponding move in France was
arguably long overdue and cannot be labeled groundbreaking. Irrespective of
the merits assigned to different models of supervisory architecture, post-crisis
change in this respect was less significant in France than in some other coun-
tries. In the United Kingdom, the Cameron government in 2010 announced the
return of most prudential supervisory competencies to the Bank of England,
which had lost them to the Financial Services Authority (FSA) in the late 1990s.
In the United States, Congtess conducted an extensive series of hearings up to
the Dodd-Frank Act, mandating the creation of a consumer protection watch-
dog within the Federal Reserve and an across-the-board overhaul of regulatory
rules and bodies. By contrast, France approached the topic of regulatory reform
through the same channels as before. In a spirit of continuity characteristic of
France’s regulatory reforms, the reform was assigned to the Inspection des Fi-
nances. The Inspection’s report was itself drafted by Bruno Deletré, who ironi-
cally had previously been one of the senior executives of Dexia and had been
associated with that bank’s questionable investments in the United States.

Another new item — introduced by the LRBF — is the creation of a Finan-
cial Regulation and Systemic Risk Council (Conseil de Régulation Financiere
et du Risque Systémique, CRFRS). This paralleled the creation of macro-pru-
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dential policy bodies elsewhere, such as the Financial Stability Oversight Coun-
cil (FSOC) in the United States, the Financial Stability Council in Belgium, or
the European Systemic Risk Board, an autonomous EU body hosted by the
ECB. The CRFRS is chaired by the Finance Minister and is in charge of co-
ordinating the action of France’s main regulatory bodies, namely the Banque
de France, ACP, AME, as well as the accounting standard-setter, Autorité des
Normes Comptables (ANC). On the occasion of its first meeting on Febru-
ary 7, 2011, Christine Lagarde declared that “France is one of the very first
European countries to create a genuine traffic controller to monitor financial
risk.” However, there is no indication that this new body will actually be making
any impactful decisions. Its competencies are much more restricted than those
of the US FSOC or even of the Belgian Financial Stability Council, which is
tasked with determining which financial firms are systemically important in the
Belgian financial system. Instead, the CRFRS will probably serve as an incuba-
tor of official French positions that the minister will use in order to assist her in
Buropean negotiations.

Other regulatory reforms

A myriad of other measures were included in the LRBE In addition to ratify-
ing the merger of preexisting regulatory bodies into the ACP and creating the
CREFRS, the law for example extended the powers of the Autorité des Marchés
Financiers; it mandated tighter corporate governance and greater transparency
of compensation for banks and financial establishments; and it introduced a
series of measures aimed at protecting small and medium-sized enterprises and
households from a contraction of bank credit. But none of these measures
went markedly beyond the scope of the ordinary regulatory maintenance that is
included in French legislation on a more-or-less yearly basis, such as the trans-
position of EU financial directives. Although French Members of Parliament
did harden some of the government’s provisions in the original bill, most of
the amendments were marginal. As finance minister Christine L.agarde declared,
“the legislative base is international by essence, and European by default.” The
government’s constitutional prerogative to set the parliamentary agenda sharply
circumscribed the Parliament’s initiatives — all the more so that financial reforms
were a highly technical subject, in which parliamentary expertise is typically
scarce. The Parliament’s discussion of the bill did not attract much publicity, and
the parliamentary debates never involved more than 15-20 Members of Parlia-
ment; only 15 members were present when the National Assembly adopted the
law on June 10, 2010. On the part of the government, there was no attempt to
add idiosyncratic French rules to the ones coming from the European level. On
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the contrary, there was a deliberate attempt to avoid any overly strict regulation,
for fear that financial skills or institutions would leave the country.

The law did increase the possibility of financial sanctions for wrongdo-
ing and reckless risk taking; but these sanctions are capped at a relatively low
amount (100 million euros) and the imposition of sanctions remains subject
to several political and administrative vetoes. The law also establishes a regula-
tory framework for derivative markets for the first time in France. However,
most of the legal provisions are about the imposition of greater transparency,
rather than actual limits on derivative trading — and in any case, not much deriva-
tives trading activity is located in France at the present juncture. The regulation
of credit rating agencies, which was presented to the press as a major change,
mainly mirrors EU developments and consists of registration requirements. The
French law additionally includes a possibility of financial sanctions (also limited
to 100 million euros) in case of egregious mistakes in rating corporate or sover-
eign debts. Since such mistakes are hard to prove, however, the legal impact of
this provision remains unclear for the moment.

Tax policy'?

The taxation regime applied to the financial industry is another area of financial
reform. Although there were obvious limits to how far France could go on its
own, the government could have changed its tax policies at the margin in order
to try to influence the corporate governance of financial firms. In contrast to
other European Union countries such as Germany and the United Kingdom,
however, France did not require that banks benefitting from public support sus-
pend the distribution of dividends to sharecholders. When France’s bank support
plan was announced, BNP Paribas congratulated itself on these measures, which
would have “consequences for neither the shareholders nor the governance of
the group.””® The government merely asked employers in October 2008 to draft
a “code of conduct” for business managers. France’s two biggest employers’ as-
sociations therefore issued a document that advocated a restriction of bonuses,
supplementary retirement schemes, golden parachutes, as well as the awarding
of shares and options to executive officers.'* But the adoption of these recom-
mendations was purely voluntary, since the code was not made legally binding;
And while the executive directors of big banks voluntarily renounced their 2008
bonuses in the aftermath of a scandal that erupted in March 2009 around the

12 This section builds on Jabko and Massoc (2011).
13 Press Release, BNP Paribas, October 21, 2008.
14 Code de Gonvernement d’entreprise des Sociétés cotées, AFEP-Medef, October 2008, pp. 20-31.
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Société Générale decision to award generous stock options, retirement packages
and bonuses were not at all abandoned.

This state of affairs evolved slowly as the conditions of the state’s support to
the banks began to stir controversy. As the issue became more politicized, many
elected officials began to criticize the conditions imposed by the government’s
bank support plan as insufficiently restrictive. From opposition and majority
parties alike, voices began to condemn the government’s refusal to legislate on
the remuneration of bank managers and on banks’ use of tax havens. They de-
nounced “the disdain for national representation” and the tactic of “decrecing a
state of emergency on almost every text.””® As the rescue plan unfolded and the
situation of emergency receded, MPs and the government came into confronta-
tion. The Parliament demanded to be involved in overseeing the rescue plan.
Didier Migaud, a Socialist Party member, and Gilles Carrez, from the governing
UMP party, managed to achieve a certain level of agreement within the Finance
Committee of the National Assembly. The impact of the Parliament on the res-
cue plan nevertheless remained limited, with the exception of two amendments
relating to transparency. Only in March 2009, when a scandal broke out over the
payment of bonuses to executives of state-assisted banks, was the Parliament
able to impose legal restrictions on executive pay (Culpepper 2011: 173-174).
Meanwhile, President Sarkozy’s speeches increasingly struck a moralizing and
interventionist pose vis-a-vis the excesses of the financial sector: “The law of
the market alone, it’s over; self-regulation, it’s over; excessive remuneration, it’s
over” (Sarkozy 2008). The managers of big banks were summoned to the Elysée
Palace on several occasions, after the President declared himself outraged by
their remuneration packages. But these highly publicized interviews did not lead
to any formal restrictions until the end of 2009.

When government policy finally began to change in earnest, it happened un-
der the pressure of events rather than as the result of an independently defined
government strategy. On December 6, 2009, British Prime Minister Gordon
Brown — already in a poor electoral position — made a surprise announcement
of an exceptional tax on banks, primarily targeting bonuses paid to traders. The
French government announced several hours later that it planned to align itself
with the British mechanism. Without delay, Sarkozy and Brown co-signed an
article in the Wall Street Journal in support of a “one-off tax” on bonuses and
calling for action “at the global level” on this issue (Brown/Sarkozy 2009). The
French Ministry of Finance was then tasked with drafting a corrective finance
bill to be presented to parliament on January 20. The French initiative was an
exact copy of the British mechanism, establishing a tax rate on banks of 50 per-

15 Interviews, Paris, June 10 and June 22, 2009.
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cent of the total volume of bonuses and starting from a threshold of 27,500 eu-
ros per employee (equivalent to 25,000 pounds in Britain). It seemed as though
the French government had finally decided to punish French banks. By contrast,
German Chancellor Angela Merkel feared that the Constitutional Court would
rule against targeted taxation and she therefore did not follow the example set
by her British and French counterparts.

The French government’s belated enthusiasm for taxing the banks remained
limited, however. As Christine Lagarde stated after the Council of Ministers’
meeting on December 16, 2009, the tax on bonuses was an “exceptional tax
for exceptional circumstances.” Moreover, the impact of this tax remained rela-
tively modest, much more so than in Britain given the large difference in the
number of traders between the two countries. The banks in the City of London
responded to the British government’s announcement by denouncing Gordon
Brown’s populism, even convincing the Mayor of London to take up their cause.
In France, the reaction of the bankers was more muted.!® This difference is
more casily understood when the total amounts involved are considered. Ex-
pected revenues in France from this exceptional tax were less than 320 million
euros'” — far less than what was reaped by the British Treasury.'® Finally, the
French government kept a narrow focus on the issue of “excessive’” bonuses for
traders. Even if justified by the traders’ colossal losses, this focus diverts atten-
tion from the significant compensation of senior bank executives, who also bore
responsibility for the crisis. After the meager diet of 2008, executive compensa-
tion packages climbed in 2009 and they were again awarded sizeable bonuses."
In the absence of a public outcry, the French government seemed little inclined
to intervene heavily in the banks’ governance and remuneration schemes.

The government’s caution in the area of tax policy and its narrow framing
of tax reform also had some partisan-political roots. Before the financial crisis
even started, Nicolas Sarkozy himself had committed significant political capital
to the creation of a “tax shield” (bouclier fiscal). This new policy enabled French
taxpayers to limit their total taxes up to a ceiling of 50 percent of their income.
It was ostensibly designed to make France more attractive for entrepreneurs, but
it also disproportionately benefitted financiers. After the beginning of the crisis,
the President’s agenda ran into a dilemma. On the one hand, the government
had to show that it was doing what it could to discourage reckless behavior and
to crack down on “speculation,” including by means of taxation. The pressure

16 “Taxe sur les bonus: les Banquiers francais grognons mais discrets,” Les Echos, January 12, 2010.

17 “En France, la recette attendue ne devrait pas rapporter plus de 300 millions d’euros,” Les Echos,
January 7, 2010.

18 “Londres: la taxe sur les bonus pourrait rapporter plusieurs milliards,” Les Echos, January 7, 2010.

19 “Retour des bonus pour quelques dirigeants de banques francaises,” Les Echos, June 3, 2010.
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mounted even within the governing UMP after its massive setback at the re-
gional election of March 2010. Members of the government’s majority in Par-
liament worried about the impression of “social unfairness” that the tax shield
created during a period of budget cuts and across-the-board tax increases.” On
the other hand, the President did not want to acknowledge defeat and antago-
nize core constituencies. In the end, the government decided in May 2011 to
abolish the tax shield, but at the same time to reform (and presumably alleviate)
France’s wealth tax, the Impit de Solidarité sur la Fortune (ISF). Nicolas Sarkozy’s
government did not abolish the symbolically loaded ISF altogether, for featr of a
political backlash against the “president of the rich.” However, the threshold of
exemptions was raised from 800,000 euros to 1.3 million euros and the taxation
rate above that level was considerably decreased, which may result in an overall
tax cut for a majority of ISF taxpayers.

In sum, the government did not use its taxation powers to significantly mod-
ify the framework of financial firms’ corporate governance. The government
had to face the pressure of public opinion and growing hostility in Parliament,
including within its own majority. It attempted to neutralize critics on both the
right and the left with the slogan of “moralizing capitalism.” This posture
should not be taken at face value, however. Above all else, the rhetoric of “rup-
ture” apparently served to deflect attention from a mostly hands-off approach
to corporate governance and to the taxation of financial firms’ activities. It is
possible to justify this restraint by pointing out that French bankers, as they were
groomed within the state’s financial establishment, were not awarded bonuses as
high as those of some of their British and American counterparts.” There is no
question that executive compensation among senior French bank executives re-
mained much lower than in the United Kingdom or the United States, espe-
cially after the bailout-related restrictions and the special UK tax on bonuses
wete relaxed in 2010.2 But this relative self-restraint pre-existed the financial
crisis and partly reflects the fact that France’s marketplace is not nearly as devel-
oped, competitive and lucrative as the City of London or Wall Street. The rela-
tively moderate level of executive compensation in France thus cannot be con-
sidered a consequence of the government’s professed desire to radically reform
the financial system.

20 “Bouclier fiscal: Nicolas Sarkozy face a la fronde de la majorité,” Le Monde, April 1, 2010.
21 Interview, Paris, March 15, 2011.
22 “Ahead in the Clouds,” Financial Tines, March 15, 2011.
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A choice of no change

In the view of the overwhelming majority of French financial executives and
policymakers, at the time of writing, the French financial model has been vin-
dicated rather than undermined in the crisis. A few powerful universal banks,
under the attentive but ultimately benevolent gaze of the prudential supervisor,
are at the apex of this system. Unlike some of their unfortunate counterparts
in the United States, the United Kingdom, or even Germany, no major financial
institution in France has collapsed, even though Dexia and Natixis came close,
Caisses d’Epargne had to be merged into BPCE, and further consolidation may
lie ahead. France did not experience a highly visible near-bankruptcy of a sys-
temically important financial establishment like Northern Rock, Hypo Real Es-
tate, or Lehman Brothers. As the Banque de France’s Governor Christian Noyer
declared in a speech on January 17, 2011, the French model of universal banking
“has proved itself valuable.” This judgment is in sharp contrast with the US
drive to prevent financial establishments from remaining or becoming “too big
to fail.”” A meaningful French debate on this topic has not even started — and it
is not clear that it ever will (Goldstein/Véron 2011).

This sense of success (or limited failure) in the face of crisis is arguably one
of the most important dimensions of France’s relative post-crisis institutional
inertia. Rather than going in the direction favored by US lawmakers — in other
words, the corporate separation of risky proprietary trading activities from
banking and financial intermediation (the so-called Volcker Rule), or the differ-
ent but similarly radical UK attempts to “ring-fence” retail banking from whole-
sale operations (Independent Commission on Banking Interim Report, April
2011) — the French financial establishment professes the belief that the combi-
nation of universal banking and effective regulation provides a reliable response
to financial risks. Bankers point out the unique capacity of large universal banks
to successfully adopt a balanced portfolio approach, in which the risky nature of
trading activities is offset by the conservative nature of the traditional banking
business. French regulators are often critical of their American and British
counterparts, arguing that lax regulation and sketchy or contested regulatory
enforcement bear more responsibility for the financial crisis than the sheer size
or structure of financial groups.

France’s crisis management measures were undeniably effective in prevent-
ing disordetly developments. However, the massive support provided has argu-
ably increased moral hazard, as the government made it crystal-clear that no
French bank would be allowed to fail, thereby exacerbating the too-big-to-fail
problem in France. In fact, the French government has consistently appeared
reluctant to acknowledge the very existence of that problem. A revealing epi-
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sode was when Prime Minister Frangois Fillon, just after the disclosure of the
multi-billion loss at Société Générale following Jérome Kerviel’s trading fraud,
declared that the bank would “remain a major French bank.”” In the context
of the moment, this unambiguously meant that if another group was to ac-
quire Société Générale because of its Kerviel-induced weakness, the acquirer
would have to be a French group, ruling out potential foreign bids by HSBC,
Santander, or UniCredit. Indeed, the market consensus quickly crystallized on
an acquisition by BNP Paribas as the most likely outcome if Société Générale
could not remain independent. The government thus expressed a clear prefer-
ence for a combination of two major French banking groups, rather than the
loss of a “national champion” to a European peer, regardless of the fact that
such a combination would not only diminish competition in the French banking
sector and potentially lead to numerous layoffs, but also and above all increase
the already very high concentration of the French banking sector and therefore
the too-big-to-fail problem.

In sum, the government’s crisis management is marked by strong continu-
ity with past practice. As in previous crises, most notably Credit Lyonnais and
Comptoir des Entrepreneurs in the early 1990s, the government gave priority
to the avoidance of bank failures, at the price of increasing moral hazard and
committing massive public financial resources. When restructuring could not
be avoided, as happened in the case of Natixis and nearly happened to Société
Générale, it gave unambiguous preference to domestic acquisitions over cross-
border ones. This combination will probably not change in the near future.
Judging from recent history, France is more likely to try to address systemic risk
by further consolidating its universal banks than by cutting into the flesh of a
highly concentrated banking sector. Although this makes local bank failures un-
likely, it also increases the risk of catastrophic and system-wide crisis if one of
France’s large financial conglomerates ever runs into serious trouble.

Conclusion: The ambiguity of France’s reformism

French reformism in the face of the financial crisis is ambiguous. There is an
obvious gap between the ambitious rhetoric of official French statements on
taming unfettered finance at the global level and the modest scope of French

23 “La Société Générale, c’est une grande banque frangaise [et] le gouvernement entend que la
Société Générale reste une grande banque francaise acteur de la mondialisation,” quoted in
L’Express, January 29, 2008.
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regulatory reforms at the domestic level. I see three possible explanations of the
inertia of French financial policy: it could be due to the limits of France’s power
in the EU and on the world stage; to cognitive and sociological biases in the
decision-making process; or to pressures from domestic interest groups. All
three explanations are plausible, as they echo international relations theory, cog-
nitive theories of decision making, and political economy theories of interest
aggregation and capture by powerful domestic actors. In the foregoing narrative,
we highlighted various explanatory elements that could be classified under one
of, in some cases, several of these headings. I recognize that the matter is com-
plex and that these explanations are not always mutually exclusive. In other
words, institutional inertia could be overdetermined. However, T believe it is
useful to consider different explanations as distinct hypotheses, and to assess
their relative weight in the outcome. The advantage of proceeding in this way is
that it produces a pointed depiction of France’s actions since the outbreak of
the global financial crises. These actions are a far cry from the radical vision that
French political leaders have projected to domestic and foreign audiences.

Limited sovereignty

A first explanation for the limits of institutional change in France is that it is
mostly driven by EU and international developments. Realizing their limited
domestic leeway, French policymakers may have consciously decided to focus
their energies on trying to enact change at the European and the global level.

This explanation is not completely devoid of relevance. As we have seen,
Finance Minister Christine Lagarde made it very clear that France would priori-
tize reforms at the global and the EU level. France’s inclination towards coop-
erative solutions was not just an abstract goal. France did play an active role in
several broad global and EU initiatives on regulatory reform. Far from dragging
his feet, the French President acted closely in concert with Germany to obtain
results from the G20 summit in Pittsburgh in spring 2009. He encouraged inde-
pendent French figures such as de Larosiere, Barnier, and Strauss-Kahn to carry
the flag of regulatory reform beyond French borders. He praised and emulated
the British government in October 2008 for its leadership on rescuing banks,
and again in December 2009 for taxing bank bonuses.

Although France had a role in launching some global and EU processes of
regulatory reform, I have argued that its support for reform was fraught with
ambiguity. At the outset, French reform initiatives were often cast in such broad
terms and flamboyant rhetoric that it was difficult for policymakers to follow
up on French promises and translate them into actual reforms. When it came
down to specific issues, French state officials who specialized in financial issues
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sometimes acted differently from the stated intentions of French political lead-
ers. President Sarkozy painted a very big picture indeed — but in financial regula-
tion, the devil is generally in the details. When bureaucrats had to negotiate on
policy details, they received little guidance from their political masters. Thus,
they often reverted to the path of least resistance, namely the defense of French
financial services firms’ interests and institutional status quo. Even political lead-
ers were remarkably cautious once they got into specific details. The fact that
this conservative attitude contrasted with the government’s ambitious rhetoric
became apparent only late in the game. The loss of momentum of many French
initiatives, such as the taxation of “speculative profits,” highlights ambiguous
attitudes toward reform.

Ostrich attitude

The second possible explanation for the timidity of French reforms resides in
the cognitive and sociological biases of France’s decision-making process. I be-
lieve that this explanation works much better than the first one, partly for rea-
sons that are peculiar to the social composition of France’s financial and policy-
making establishment.

Among that group, there appears to be broad consensus that extreme (“tail””)
risk scenarios should not be envisaged, reinforced by politicians who are confi-
dent that most problems in the recent crisis did not originate or manifest them-
selves dramatically in France. Only the insider circle at the Autorité de Controle
Prudentiel, the Banque de France that hosts it, and the major banks, know how
close they were to disaster, what exactly has been done to avert it, and what is
the true current condition of the banking system. Anecdotal reports suggest
considerable anxiety, among both supervisors and bankers, from the summer of
2007 and throughout 2008. But the general public and much of the political
class and media were not directly made aware of any apparent risk of national
banking collapse. Problems could not be withheld from public view at Société
Générale (the Kerviel story), Dexia, Calyon (Credit Agricole’s corporate and
investment bank unit, which suffered heavy trading losses) and Natixis. But they
remained much less dramatic than Northern Rock, Lehman, Fortis, or Hypo
Real Estate. There was also public outrage at the level of bonuses, but with no
specific lightning rod, given that the most prominent financiers and bank execu-
tives renounced some of their compensation to avoid public ire, this petered
out. Politicians and bankers have held to the belief that in France there are ef-
fective informal ways of dealing with the problems of France’s biggest banks.
With such a small number of big banks, executives representing virtually the
entire system can easily sit around a table. The extraordinary degree of sector
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concentration — which has even increased since the crisis with the giant merger
that gave birth to the BPCE group — also means that bank failures are less fre-
quent. From a sociological perspective, the financial establishment is largely
staffed by the Inspection des Finances, an elite group within the public service
from which private banks massively recruit their top management.* After grad-
uating at the top of their ENA class, they had all started their careers on the
same protected executive track at the Ministry of Finance. These bankers have
the same educational background; they know how the state operates, having
often served at the Finance Ministry or in the staff of government ministers or
both. The inspectenrs are groomed to think of large banks as “national champi-
ons” whose role enhances France’s prosperity. Cognitive and sociological factors
thus reinforce each other to produce institutional inertia.

Domestic interests

A third way to explain the paucity of reforms is the resistance from domestic
interest groups. Unlike the limited sovereignty and ostrich hypotheses, this third
explanation foregrounds sectional interests rather than international-structural
or sociological-cognitive impediments to change. As I have made clear through-
out this chapter, I find that this explanation works rather well. It is perhaps best
understood as complementary to the above sociological-cognitive (ostrich-like
attitude) explanation.

To be sure, the French government was under political pressure to react to
the excesses of the financial sector. There were cases of rogue traders putting
large banks at risk (Kerviel at Société Générale, smaller cases at Natixis and Ca-
lyon) and the awkward coexistence of generous bonus awards with bank rescues
using taxpayers’ money. The government thus had to act, as it did for example
in December 2009 by emulating the United Kingdom when it decided to create
a special tax on traders’ bonuses. The rhetoric against reckless risk taking by
“thirty-year old traders” and “speculators” then flourished. But fundamentally
the French government remained protective of the interests of large banks and
their most senior executives.

Obviously, this interest group would not happily welcome financial reforms
that could have the effect of reducing profitability, strategic margins of maneu-
ver, and compensation packages. The links between the financial and policy

24 As Massoc and Jabko (2011) point out, ten out of the 19 executive directors of the four biggest
French bank networks in October 2008 were ENA alumni (including eight inspectenrs des finances);
six were alumni of the Ecole Polytechnique; and two were alumni of both schools. Only five
bankers were neither énarques, nor polytechniciens; and four of these five relative outsiders were at
Crédit Agricole, a bank that remains influenced by its origins as a grassroots-level credit union.
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elites, both at the level of elected officials (for example, through the UMP’s
fundraising) and unelected senior bureaucrats (through the sociological compact
of the Inspection des Finances and other networks), thus could create powerful
obstacles to change. When push comes to shove, French leaders’ radicalism re-
mained superficial and rhetorical. As it ran into powerful sociological, cognitive,
and material countervailing forces, it quickly ran out of breath.
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5
Institutional Change in German
Financial Regulation

Stefan Handfke and Hubert Zimmermann

Introduction

Without any doubt, the financial crisis of 2008/2009 posed the most setious
challenge to the German regulatory and supervisory system since the turmoil of
the 1920s and 1930s. Prior to the crisis, Germany was among the most interna-
tionally active proponents of a comprehensive regulatory framework for global
finance (Zimmermann 2008). National regulation, on the other hand, was seen
as prudent and the financial system as less crisis-prone than others. Germany
had been very hesitant in adopting the full range of financial innovations created
in the past two decades. In many respects — for example, permission for hedge
funds and private equity to operate in the country or liberalization of the hous-
ing market — it lagged behind the Anglo-Saxon countries and even many other
European countries. During the negotiations about the Basel 1 and Basel 11
frameworks, Germany had fought a rearguard campaign to preserve elements
of its peculiar banking landscape. The German banking sector is characterized
by a unique three-pillar structure, with public sector banks (such as the Landes-
banken, state-owned regional banks, and savings banks), cooperative, and private
commercial banks. This traditional structure has endured, despite the severe
problems of some Landesbanken and the widely lamented small size of most
German financial institutions. The often predicted transformation from a quint-
essentially bank-based to a market-based financial system has not yet happened
in Germany, despite the progressive disintegration of the cozy network of
banks and firms which characterized the postwar “Deutschland AG” (Litz
2004; Streeck/Hopner 2003). For all these reasons, it came as an unpleasant
surprise when, in autumn 2008, despite the supposedly low exposure to the fi-
nancial excesses in Anglo-Saxon countries, the German government had to re-
sort to unprecedented measures to avert a meltdown of its financial system, in-
cluding the nationalization of banks and comprehensive government guarantees
on savings. After this shock, many observers expected and asked for a complete
makeover of the regulatory and supervisory system. However, this has not yet
happened and this chapter deals with the reasons.
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The analysis traces the evolution of German financial regulation after the
crisis, emphasizing the historical dimension of institutional change (Streeck
2009). The objective is to detail the extent and direction of institutional change,
both of rules and agencies, in German financial market regulation. We observe
that there is no radical, but only incremental change in the aftermath of the lat-
est crisis, despite the severity and comprehensive scope of the distortions. What
explains this relative stasis? We argue that functional requirements and comple-
mentarities emphasized by the Varieties of Capitalism school played only a lim-
ited role: institutional change in German financial regulation is fairly decoupled
from developments in the markets. Those changes which actually happened
were rather conditioned by a political game structured by the German polity.
The German financial system is closely linked to political structures at the feder-
al, regional and local level. This creates numerous veto opportunities for actors
with a stake in existing institutional structures. Partisan veto-players, Lander gov-
ernments and influential lobbying associations hinder every attempt at a radical
overhaul of the system. As a result, incremental change dominates, despite the
violence of the external shock. Our explanation therefore confirms a simple
veto-player constellation (Tsebelis 2002). To account for the limited changes we
have recourse to recent concepts of institutional change, such as “institutional
layering” and “institutional drift.” Institutional layering involves a step-by-step es-
tablishment of new institutions without abruptly replacing old ones (Streeck/
Thelen 2005; Van der Heijden 2011). We use the concept in the sense originally
established by Kathleen Thelen: “layering |...] involves the partial renegotiation
of some elements of a given set of institutions while leaving others in place”
(Thelen 2003: 225). Over time, a web of institutions emerges which has a pro-
pensity for overlap and inefficiency. Drift emphasizes how stagnant institutions
slowly fail to adapt to their fast-moving erstwhile target through non-decisions
and inertia. Contrary to Streeck/Thelen (2005), who summatized and deepened
these concepts we do not see slow transformative change at work in observing
these modes of change in German financial regulation.

We first discuss regulatory change as a consequence of specific failures
identified by political actors during the crisis. The bailout of Hypo Real Estate
(HRE), the establishment of the Financial Market Stabilisation Fund, and the
controversial ban on naked short selling were quickly implemented emergency
measures. We then examine more long-term regulatory programs and decisions,
such as the Financial Market Stabilisation Act (Finangmarktstabilisiernngsgeserz),
proposals for better market regulation via capital requirements or financial
transaction taxes (BMF 2010b), and the adoption of the so-called Restrukturie-
rungsgeserz (Restructuring Law). We also deal with the debate on reform of the
German system of deposit insurance. National supervision as the only exclusive
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administrative competence of the Federal Government is covered by the sec-
ond part of the analysis where we discuss the German governance structure of
financial markets, with its two pillars, the Bundesbank and the integrated su-
pervisory agency BaFin (Bundesanstalt fiir Finanzdienstleistungsanfsicht). Of course,
financial regulation in Germany is strongly conditioned by the international or
European level (BMF 2010c). Reform initiatives at these levels are discussed in
other chapters of this volume and we mention German reactions to these initia-
tives only briefly and selectively. Finally, our conclusion offers an explanation of
incremental policy change based on the specific pattern of political veto-players
in financial regulation.

Regulatory change as a result of crisis management

Restructuring banks

Among all the industrialized nations, Germany was the country which, prior to
the crisis, was most active in arguing at the global and European level for new
institutions to govern global finance (Zimmermann 2009). It regulatly lectured
its partners on the dangers for financial stability and social cohesion posed by
new actors in global finance, such as private equity, hedge funds or sovereign
wealth funds. Given the supposedly low exposure of the German financial sys-
tem, the government reacted to the first reverberations of the crisis with com-
placency. Early warning signs, such as the August 2007 bailout of the rather
small IKB Bank, traditionally a lender to small and medium-sized enterprises,
were treated as isolated incidences. In late 2008, however, the crisis hit Germany
with full force. By far the most serious event was doubtless the barely averted
crash of Hypo Real Estate (HRE). Its de facto nationalization, as well as the aid
packages for other banks (particularly Commerzbank) dominated headlines and
talk-shows in Germany for months, along with stories of the losses incurred by
individual savers who had made the mistake of investing in Lehman certificates
or Icelandic banks. The crisis also brutally exposed the longstanding problems
of the Landesbanken which got into trouble due to risky international invest-
ments and speculative transactions. The result was a several billion euro bill
for German tax payers. Traditionally, the Landesbanken as state-owned regional
banks had a threefold task: first, to function as a kind of central bank for the
savings banks (Sparkassen); second, to finance regional projects of the Linder;
and third, to support small and medium-sized companies (SME) in cooperation
with the Sparkassen (Schrooten 2009). However, EU competition policy had
long fought against the competitive advantages of the Landesbanken because
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of the implicit state guarantees which gave them easier access to credit than oth-
er banks. Faced with the impending loss of their privileges, the Landesbanken
joined the global securitization game as late-comers and incurred heavy losses.
Two smaller Landesbanken were merged with the more successful Landesbank
Baden-Wirttemberg and in June 2011 it became known that West-LLB — as it was
now known — would be split up into several parts, but the debate on the future
of this German peculiarity is still ongoing (Spiegel-Online 2010). The decade-
long struggle about the future of the Landesbanken shows the resilience of the
German financial system against any change which touches on the fundamental
interests of the Linder.

A strong influence of the regional level was also evident in the fields of
bank restructuring and deposit protection which reflected the core interests of
the political system: avoiding further burdens on state governments due to bank
failures and ensuring the stability of German savings. The most prominently
proclaimed objective immediately prior to the crisis and during its first phase,
the regulation of new financial actors, became a secondary issue and was dele-
gated to the international level (see Quaglia and Woll in this volume). An excep-
tion was the controversial unilateral ban on short-selling. Up to the financial cri-
sis, investors in Germany, with the exception of investment funds, were allowed
to engage in this practice. In May 2010, under the impression of the escalating
Greek sovereign debt crisis, the government introduced a unilateral ban on the
short-selling of the stocks of ten of the country’s largest financial institutions. A
following draft law planned to extend the ban to Eurozone government bonds
and Credit Default Swaps (CDS), among other instruments. The unilateral step
was criticized heavily by many other countries (NY'T 2010). However, soon af-
terwards the EU started to work on its own proposal. In May 2011, European
Union governments agreed to curb so-called naked short-selling of government
bonds and stocks. The German government welcomed the step, adding that the
ban should have gone further and included CDS tied to the debt. Apart from
this episode, the German authorities took care to embed their regulatory reform
steps in the concurrent European and international efforts.

The crisis of Hypo Real Estate was the most profound shock to the Ger-
man financial system at least since the crash of the private Herstatt bank in
1974. This event had led to the establishment of a deposit insurance system for
private banks and the strengthening of banking supervision by the state. HRE
was among the biggest players in the German bond and housing markets and it
was highly exposed to global capital markets, in particular because of the recent
acquisition of offshore conduits, such as the Irish affiliate Depfa. The German
government was convinced that the insolvency of HRE would result in “Ar-
mageddon”, dwarfing the Lehman disaster (Steinbriick 2010: 207). Eatrlier epi-
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sodes of struggling banks could be ascribed to mismanagement at smaller banks
under the radar of supervisory authorities: HRE threw a glaring spotlight on
the inadequacy of financial regulation and supervision. Successive and massive
bailout packages led to the de facto nationalization of the bank in October 2009.
This met the dogged resistance of some sharcholders. To the government the
whole affair constituted a severe threat to its autonomy in dealing with financial
emergencies. Its responsibility in the disaster came under intense scrutiny and a
patliamentary committee investigating the affair garnered enormous media at-
tention (Bundestag 2009). Clearly, the restructuring of banks had to be based on
new legal procedures which minimized the risks for taxpayers and the threat to
the stability of the financial system posed by systemically important financial in-
stitutions (SIFIs). Existing insolvency laws were not adequate for this task, since
they protected shareholders from a so-called “bail-in.” The need to socialize the
costs of cases such as IKB or HRE (while the profits had been privatized in pre-
vious years) was considered explosive in terms of the legitimacy of the overall
political system (Steinbriick 2010: 164). Thus, the most important objective of
institutional reform in Germany after the crisis was to avoid bank rescue opera-
tions by the state that were financially and politically extremely costly, while at
the same time the investors in these banks and their managers escaped political
and financial liability. However, rather than attempting an overhaul of the exist-
ing system of banking regulation, the reform efforts focused on the more lim-
ited objective of avoiding another HRE and satisfying public calls for a legally
binding mechanism which would ensure that managers and other stakeholders
had to bear the cost of ill-judged investment decisions. Given these limited ob-
jectives of the reform and the fact that even the banking industry was calling for
a stricter resolution regime, the reform was uncontroversial — as long as it did
not impinge on the competences of the Linder. The following paragraphs trace
the development of the so-called Restructuring Law from its beginnings as an
emergency measure to save troubled banks during the height of the crisis, to a
new institutional feature in the German regulatory landscape.

On October 5, 2008, the same day that Chancellor Merkel gave a guarantee
with regard to all individual savings deposits, a distinguished group of people
met at the Federal Chancellery: the state secretary in the Federal Chancellery
Jens Weidmann, Finance Minister Peer Steinbriick and his state secretary Jorg
Asmussen, Bundesbank president Axel Weber, the bosses of Deutsche Bank,
Commerzbank and Allianz, and the president of the Federation of German
Banks (Bundesverband dentscher Banken, BdB). Together they represented the major
decision-makers in German financial regulation. According to Steinbriick (2010:
211) the goal of this meeting was to devise a quick solution for the stabilization
of the German financial system. The immediate result was the German Finan-
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cial Market Stabilisation Act of October 17, 2008. Its purpose was to restore
confidence in the financial system and to jumpstart bank lending to businesses.
Another immediate goal was to save systemically important banks — a task which
many governments had to embark on in the hot days of autumn 2008.

For this purpose, the law set up a fund administered by a new Federal
Agency for Financial Market Stabilization (FMSA). FMSA was established as
a dependent agency under public law at the Bundesbank but it was kept or-
ganizationally separate from the central bank and supervised by the Ministry
of Finance (BMF) because of its political nature. It was supposed to finance
stabilization measures through the Sonderfonds Finanzmarktstabilisiernng (SoFFin)
which provided funding to banks in difficulties. This made the state co-owner
of the banks which had recourse to these funds.! To an even larger extent (102
billion euros), SoFFin extended guarantees for loans of struggling banks, per-
mitting them affordable refinancing on capital markets.” Originally, SoFFin was
to be a short-term remedy, to be abolished at the end of 2009. However, the
continuing stress in the German banking system required an extension until the
end of 2010. This dateline also passed and instead of demise, SoFFin acquired
new responsibilities, as shown below, resulting in another layering of institutions
dealing with financial regulation. The perpetuation of this institution resulted
from the government’s attempt to reform its financial regulation in such a way
as to avoid another HRE-type drama. The government felt misled by the HRE
management and was confronted with recalcitrant stockholders resisting the
takeover of the bank by the government.

On February 18, 2009, the Financial Market Stabilisation Act was supple-
mented by a provision which allowed the nationalization of failing SIFIs. Obvi-
ously, such a step evoked historical memories of expropriation. The govern-
ment, amid a chorus of concerned voices, tried to avoid this extreme measure
(NYT 2009). While this difficult debate was under way, the government asked
the Federal Ministry of Justice, led by SPD minister Brigitte Zypries, and the
Federal Ministry of Economics and Technology (BMWi) under CSU minister
Theodor zu Guttenberg to draft a plan for the ordetly restructuring of banks.
With the electoral campaign in full swing, neither ministry was able to agree
on a common plan. The BMWi plan was presented in early August 2009 and
foresaw rapid nationalization of systemically important institutions in case they
were threatened by insolvency (BMWi 2009). The plan was heavily criticized in

1 To date, the following banks have requested and received capital from SoFFin: Aareal Bank
€0.38 billion; Commerzbank €18.2 billion; Hypo Real Estate Holding €7.7 billion; WestL.B €3.0
billion. Overall, SoFFin has provided €29.28 billion (FMSA 2011).

2 HRE, IKB and HSH Nordbank are the biggest beneficiaries to date. In 2009 and 2010, SoFFin
amassed annual losses of mote than €4 billion.
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the press because it was seen as too interventionist and because the draft was
written by the private law firm Linklaters. Soon afterwards, Zypries and Finance
Minister Steinbriick (SPD) presented their own plan which argued that in case
of trouble the concerned bank and the supervisory agency BaFiin would first try
to negotiate a solution without proceeding towards government control of the
bank. In case these talks achieved no result, the plan foresaw the separation of
systemically important parts of the bank. These parts were then to be adminis-
tered by SoFFin. The goal was to supplement the existing insolvency law in such
a way as to preserve the autonomy of the state, without, however, resorting to
expropriation as in the Guttenberg plan (Welt-Online, August 26, 2009). The
plan was well received, but it was obvious that a proper law could be agreed on
only after the federal elections of October 2009.

Despite the CDU/CSU and FDP majority resulting from this election, the
Steinbriick/Zypties plan turned out to be the basis from which the new govern-
ment proceeded. In March 2010, the cabinet approved a key-issues paper (BMF
2010a) which contained the outlines of the Federal Government’s response to
regulatory failures: the creation of an orderly procedure for the restructuring
and wind-down of troubled banks, a bank levy to build up reserves for future
emergencies, and new rules on the pay and conduct of employees of financial
institutions. These plans were far from the radical overhaul demanded by the
opposition parties, in particular Biindnis 90/ Die Griinen und Die Linke.?

The cabinet meeting of March 2010 was attended by French Finance Minis-
ter Christine Lagarde. This was a signal that Germany would not step out of line
with regard to parallel financial reform talks in the EU. In fact, the final restruc-
turing act was very much along the lines proposed by the European Commission
in May 2010 (Euractiv 2010). Contrary to the position of some EU countries,
such as France, the United Kingdom and the Netherlands, which wanted to use
a bank levy to bolster state budgets, Germany sided with the Commission in its
demand that these funds should be used only for the purpose of bank restruc-
turing. In July 2010, the government published a first draft for a bank restruc-
turing law which fleshed out in detail the measures proposed in the key-issues
paper (Bundestag 2010). The draft law (Act on the Reorganization of Credit
Institutes or Kreditinstitute-Reorganisationsgeser) stipulated specific procedures for
the reorganization of such institutions. Among the core provisions were limits
on the rights of minority shareholders of troubled banks to block a necessary
restructuring procedure with reference to laws protecting the rights of stock-
owners. Sharcholders could be forced to turn some of their investment into eq-

3 Both focussed particularly on a Europe-wide financial transaction tax. See: Biindnis90/Die
Grinen (2008); Holl (2010).
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uity, thus incurring high losses. The burden on the state and the taxpayer would
be reduced while private shareholders would participate in the cost of failed
investment strategies. Such an infringement of property rights (violating Article
14 of the German Constitution) was justified by the public interest of prevent-
ing a collapse of the financial system. In line with the Steinbriick/Zypties plan,
troubled banks would first attempt their own restructuring process, under the
supervision of a BaFin administrator. If this process failed, BaFin would be al-
lowed to transfer assets to a “good bank” which could be sold. Investors would
be left with the rest, a “bad bank” (Financial Times 2010). In addition to this
procedure, a bank levy was introduced. Banks were expected to pay part of their
profits into a restructuring fund with a target size of 70 billion euros. The levy
on individual banks would vary in accordance with their liabilities and exposure
to capital markets. The German bank levy was among the first in the OECD
world, in accordance with IMF proposals from April 2010 (IMF 2010) and a
Communication from the European Commission from May 2010 (European
Commission 2010). Finally, the draft law provided for restrictions on the remu-
neration of employees in financial institutions in which the state had a stake.

The bank levy was originally a bone of contention between the CDU/CSU
and the FDP. However, after similar ideas were discussed in other countties, in
particular the United States, the FDP gave up its resistance (SZ 2010). Nonethe-
less, the levy attracted a lot of criticism. Most experts are highly skeptical about
whether the target size of 70 billion euros would be reached anytime soon.
However, the coalition argued that higher levies would cut too deeply into the
earnings of many German banks which were characterized by fairly low pro-
ductivity. The banking industry, notably Deutsche Bank and the BdB, strongly
attacked the bank tax as well as new rules on the pay of top executives, alleging
that German regulation went far beyond internationally envisioned rules (Wil-
son 2010). The BdB also lamented that actors such as the insurance industry and
hedge funds were to be exempted (BdB 2010). However, their lobbying effort
was futile (Ochsner/Bohsem 2010).

The Restructuring Law was pushed through patliamentary deliberations in
the Bundestag and the Bundesrat with great haste. The opposition parties, which
had tried to induce the government to establish a proper financial transaction
tax (Tobin tax), sharply criticized the swift process. Overall, they agreed with
the general purpose of the law. The hasty parliamentary procedure limited their
chances, and those of other societal actors, to shape the content of the law.
In October 2010, notwithstanding the protestations, the law speedily passed
the Bundestag, with the SPD abstaining, and the Greens and Die Linke voting
against the law because of its too lenient treatment of the banking industry.
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However, the law also had to clear the hurdle of the Bundesrat which turned
out to be much more difficult. The finance and economic committees of the
upper chamber recommended suspending a vote on the law and instead to move
it to a conciliation committee of the two chambers. The major contentious issue
was the bank tax since it applied also to savings and mutual banks in which the
Linder have a major voice through co-ownership and co-decision. These insti-
tutions argued vociferously that they should be exempted from the tax, because
they had proven their resilience during the crisis and were now unfairly punished
(Deutscher Sparkassen- und Giroverband 2010). Nonetheless, only public sec-
tor banks with specific mandates for public investment (such as the Kreditanstalt
Siir Wiederanfban and many Linder institutions) were exempted from the law.

In November 2010, the Bundesrat passed the law but only after having re-
served for itself the right to have a say in the implementing legislation. Pre-
dictably, the formulation of implementing legislation caused new conflicts. In
spring 2011, the Bundesrat tightened the rules on estimating the bank tax. It had
turned out that Deutsche Bank, despite high profitability, would only pay a very
small sum after using International Financial Reporting Standards (IFRS) to
drastically reduce its reported income in Germany (Handelsblatt 2011a). Some
Linder governments also once more demanded the exemption of smaller insti-
tutions, while the Federal Government argued that this would violate the consti-
tutional principle of equal treatment. In July 2011, a compromise was reached
between the Federal Government and those Lander with Grand Coalition gov-
ernments: bigger banks would have to pay a higher percentage of their annual
profits whereas small banks were exempted (Handelsblatt 2011b).

Since January 2011, the Restrukturiernngsgesetz has been in force and broadens
the competences of FMSA. In addition to SoFFin (which will give no new loans
to banks), FMSA now also manages the restructuring fund, which will be filled
with contributions from the new bank levy. The restructuring law also expands
BaFin’s competences with regard to preventive action. It can now declare failing
banks “systemically important” which would then bring them under the remit
of FMSA. This is an advance on the initial set-up of SoFFin which did not dis-
tinguish between systemically important and other banks (Sachverstindigenrat
2010). However, such a decision will remain a political one. The restructuring
law brought about institutional layering, with the new institution FMSA insert-
ing itself uneasily between the previous two pillars of supervision, BaFin and
the Bundesbank. FMSA is a new actor which might incrementally gain addi-
tional competences but it does not constitute a bold departure (and was never
intended to become a new regulatory agency). It increases the number of actors
in German financial regulation. Numerous grey areas in the competences of Ba-
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Fin, Bundesbank, FMSA and BMF indicate the likelihood of a perpetuation of
the institutional turf-wars characterizing financial regulation in the past decade.

Deposit insurance

On October 5, 2008, the German government extended a guarantee to all de-
posits of German savers. The potential amount encompassed by this guaran-
tee was a staggering 600 billion euros, roughly double the size of the German
state’s annual tax revenue. Doubtless, this step was among the politically most
relevant responses of the government to the crisis. A bank run similar to the one
on Northern Rock in the United Kingdom would have potentially catastrophic
consequences for the German financial system. The protection of savings is a
core task of the state, particularly in a country with a savings rate as high as Ger-
many’s. The government guarantee on savings glaringly exposed the limitations
of the existing national system of deposit insurance.

Deposit insurance mirrors the three-pillar structure of the German banking
system. When the crisis erupted, no less than eight different deposit protection
schemes existed, most of them private. The cooperative banks had already in-
troduced a scheme in the 1930s; commercial and savings banks followed in the
mid-1960s. In the mid-1970s, reacting to the bankruptcy of Herstatt bank, com-
mercial banks introduced full-fledged deposit insurance guaranteeing individual
deposits up to an amount of 30 percent of the core capital of each bank. Obvi-
ously, this entails potential sums which cannot be met during a systemic financial
crisis. The fund is financed by the contributions of the over 180 member banks.
Savings banks, including regional central banks, provide indirect insurance via
a broad array of schemes which safeguard the viability of single banks. In case
one bank fails, the other banks in the sector have to jump in. The scheme of
the cooperative banks foresees 100 percent coverage, guaranteed by all member
banks (BVR 2010a). These funds are used to bail out member banks in dif-
ficulties.* In addition to these private schemes, there is a guarantee by the state
which used to cover up to 20,000 euros. In July 2009, the government legalized
an augmentation of the state guarantee on private deposits to 50,000 euros,
to be followed by another rise to 100,000 euros from January 2011 onward, in
compliance with EU prescriptions.

After the collapse of IKB in 2007, which cost the fund of the private banks
a hefty 925 million euros, Finance Minister Steinbriick commissioned a study on
reform of the German deposit insurance system. According to this study, pub-

4 In 1998, in compliance with EU directives, deposit insurance was made compulsory for all
private and public deposit institutions.
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lished in early 2008, the conflicts about the recapitalization of IKB had shown
that the fragmented system was inefficient and undercapitalized (Bigus/Leyens
2008). Consequently, it recommended centralization, forcing the three pillars
to extend guarantees to each other (Drost 2010a). Predictably, the heads of
the associations representing the three pillars strongly denounced the necessity
of such a reform and pointed to the stability of their respective systems. Since
nobody at that time felt enough urgency to take up this potentially controversial
issue, the study was shelved.

Unsurprisingly, the Lehman collapse depleted the deposit insurance system
of the BdB immediately, given its very high guarantee sums, unprecedented in
Europe (Béhmcke 2009). When it had to reimburse the German victims of the
Lehman collapse, the commercial banks had to have recourse to a 6.7 billion
euro guarantee from SoFFin. Adding to this disaster, the press reported that the
guarantee scheme was already in a critical condition well before the crisis top-
pled it, possibly since 2001 (Frithauf 2009). In August 2009, the BdB decided to
double the contribution of its members, but it was obvious that the fundamental
problem persisted. The protection scheme of the savings banks and Landesban-
ken was overwhelmed by the losses incurred by banks such as WestlLB. The
Linder and the Federal Government, again via SoFFin, had to extend huge
guarantees. The only deposit insurance system which withstood the crisis was
that of the cooperative sector which was able to stabilize two struggling mem-
bers (Deutsche Zentral-Genossenschafisbank and Apotheker- und Argtebank) without
aid from the state.

These obvious deficiencies of the German deposit insurance schemes gave
proponents of reform powerful arguments. The BdB president, Andreas
Schmitz, publicly called in late 2009 for a reform of the system along the lines
of the 2008 Steinbriick idea, suggesting that not only the private banking sector
but also the savings and cooperative banks should join a centralized scheme
(Frahauf 2009). The FDP, usually an advocate of consolidation at the Federal
level, supported such a position which would have resulted in a concentration of
deposit insurance (Drost 2010). It was also in accordance with an EU-wide plan
published by the internal market commissioner, Michel Barnier, in July 2010,
which recommended harmonized and centralized deposit protection schemes
across Europe (FT 2010). However, the cooperative and local savings banks
strongly came out against such an EU-wide scheme because it would have been
introduced in addition to their scheme and therefore would have caused high
additional costs (BVR 2010b). In September, both government parties had come
round to the position of the savings and cooperative banks. The Bundesrat took
the same stance but even more strongly, accusing the Commission of violating
the subsidiarity principle (Drost/Menzel 2010). As it did during the Basel I1I
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negotiations, Germany staunchly protected its decentralized banking system.
Supported by Austria and MEPs, the Germans were able to block those parts of
EU legislation which endangered the deposit protection schemes of the savings
and cooperative banks (FAZ 2011). In late 2010, the Commission caved in to the
demand for the preservation of these schemes; however, it demanded that the
TLandesbanken should not be included. In all likelihood, this would have been the
end of the Landesbanken (Stock/Drost 2010). Influential economists demand-
ed that this chance should be used to finally push the Landesbanken towards a
more sustainable business model (Hilgert et al. 2011). To date, however, the
Landesbanken are still covered by the overall deposit protection scheme of the
savings banks. The regulation of deposit insurance exemplifies once more the
resilience of German institutions, even in the case of obvious inefficiencies and
strong EU objections. Political actors were able to stop any meaningful reform.

Failed supervisory reform

The crisis also turned out to challenge the German supervisory system, which
had been tampered with on an on-and-off basis since the 1990s (Frach 2010).
From 2002, the system rested on a two-pillar structure constituted by the Ger-
man Bundesbank and the single supervisory authority the Bundesanstalt fiir Finanz-
dienstleistungsanfsicht (BaFin). The establishment of BaFin, which is responsible
for the supervision of the whole financial sector, was a reaction to the rising
importance of new financial products and the inefficiencies of the existing su-
pervising structure (Frach 2008: 74-83). In 2002, the coalition government of
the Social Democrats and the Green Party merged three formerly separated
supervisory institutions and created BaFin following the model of the British
Financial Services Authority.

The liberal-conservative government of Christian Democrats (CDU) and
Free Democrats (FDP), which took office at the end of 2009, announced in its
coalition agreement the intention to reshuffle the existing supervisory structure.
Administrative failures were seen as a major element in the belated response
of supervisory authorities to the serious over-leverage of many financial insti-
tutions (Milbert 2010). One central element of this reform was supposed to
be the concentration of banking supervision under the roof of the Deutsche
Bundesbank (Coalition Agreement 2009). According to the Kreditwesengeserz; (§7
KWG), the Bundesbank and BaFin shared competences in banking supervision.
BaFin represented the single supervisory authority, answerable to political over-
sight (see §2 FInNDAG [Geserz, diber die Bundesanstalt fiir Finanzdienstleistungsanfsicht|;
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FTD 2010b), whereas the central bank was responsible for on-site inspections.
Although organized as a single supervisor, BaFin has three different director-
ates for the supervision of banks, insurances and securities firms and a fourth
directorate which deals with cross-sectoral tasks. Removing banking supervision
from its remit would have seriously downgraded the importance of BaFin. The
plan of the new coalition was an attempt to cut the agency’s competences and its
alleged growth in power during the previous years (Handke 2010). This increas-
ing influence of the agency was due not only to BaFin’s strong domestic posi-
tion as a single supervisor, but also to its increasing involvement in transnational
networks which gave it more autonomy in management and implementation
matters than politically intended (Ddhler 2006). Another demand of BaFin crit-
ics — that it be brought physically closer to the government by relocating it from
Bonn to Berlin — was not tackled. Bonn was the constituency of the FDP party
leader Guido Westerwelle who feared the anger of almost 2,000 employees and
their families. Nonetheless, the mere suggestion of removing banking supervi-
sion from BaFin’s remit caused a major debate in the following months.

After the coalition plans became public, the Bundesbank moved quickly,
sensing a major opportunity to expand its range of tasks after its loss of impor-
tance due to the introduction of a common European currency. Bundesbank
president Axel Weber presented the so-called “integration model” (Integrations-
modell), in which the Bundesbank was to become the only authority to super-
vise banks, insurance companies, and other financial service firms (Frankfurter
Rundschau 2009). The integration of BaFin into the structure of the Bundes-
bank would have demoted the agency to an appendix of the central bank, with
minor competences in consumer protection and market supervision. Of course,
BaFin resisted these plans. It was supported by the insurance industry which
rejected the idea of being supervised by the Bundesbank, an alleged ally of the
banking business (GDV 2009). It also quickly became clear that the integration
of BaFin, which was under legal and technical oversight of the Federal Ministry
of Finance, would pose thorny questions with regard to the hallowed indepen-
dence of the central bank.

In March 2010, Leo Dautzenberg, the Finance Spokesman (Finanzpolitischer
Sprecher) of the CDU/CSU faction in the Bundestag, proposed a so-called
“holding model” (Holding-Modell) as an alternative option, which would have
maintained BaFin as one pillar of a newly created Bundesbank holding (Wall-
street-Online 2010a). The model sought to unite BaFin, the central bank, and
the newly created SoFFin under the roof of this holding, which would have
been headed by an executive board of the representatives of all three pillars.
Within the holding, not only the structure of BaFin as the single supervisory
authority — including the authority to supervise banks — would have been main-
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tained, but also the ministerial oversight over the whole supervisory pillar. This
part of the model conflicted with the self-conception of the central bank as
the independent guardian of the stability of the financial system (Bundesbank
2007). Therefore, the central bank strongly opposed this model. It was sup-
ported by the FDP, which disapproved of ministerial oversight over the central
bank (Handelsblatt 2010b).

During the debate, which lasted for one year, each model pretended to en-
hance the efficiency of supervision by abolishing the dual system with split com-
petences between BaFin and the Bundesbank. However, the goal of “efficiency”
was not operationalized and therefore remained an empty term. Specific ways of
promoting better performance or the problem-solving capacity of supervision
were not defined. The advantages of pooling competences under the roof of
the Bundesbank could not be derived from objective evaluations or the observa-
tion of administrative deficits (Hartmann-Wendels 2011). Much of the debate
became couched in legal terms. The question was raised concerning whether a
merger of banking supervision under the roof of the Bundesbank was in line
with the German Constitution. Some financial law experts doubted that the plan
of the governing coalition could have been realized without changing the Ger-
man Basic Law (Grandgeserz or GG), since according to {88 GG the Bundesbank
is not authorized to perform sovereign acts such as shutting down a bank (Héide
2009; FTD 2010a). However, this legal argumentation against reform does not
explain actors’ strategic behavior. Basically, questions of political influence dom-
inated and issues of efficiency or legal appropriateness were only of secondary
importance (Hartmann-Wendels 2009; Interview CDU 2010; Interview FDP
2010).> This is best expressed by the dissent between the FDP and the CDU on
the question of ministerial oversight over BaFin and the Bundesbank. Whilst the
CDU - including the CDU finance minister — was willing to submit parts of the
central bank to such oversight, the FDP was the guardian of the Bundesbank’s
independence. Parts of the CDU were keen to implement ideas they had held
for a long time and to kill two birds with one stone: on the one hand, the reduc-
tion of BaFin’s power and on the other hand, getting a foot in the door of the
central bank, at least in supervisory matters (FAZnet 2009).

At the end of 2010, the government gave up its far-reaching goals and pre-
sented a vague ten-point plan which intended modifications of the existing su-
pervisory structure with divided responsibilities between BaFin, SoFFin, and
the Bundesbank. Apart from the announced further development of macro-
prudential supervision, the plan promises that the relationship between the

5 In 2010 and 2011, one of the authors (S. Handke) conducted structured interviews with repre-
sentatives of political parties and the BME The interviewees requested anonymity.
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three administrative bodies and the exclusive tasks of BaFin were to be defined
more clearly (Dautzenberg et al. 2010). However, as of 2011 there is still no
organizational change in comparison to the supervisory structure of 2008 and
the announced reforms are nothing more than abstract political declarations of
intent, which may be picked up in the future (Bundestag 2011). Thus, the oppor-
tunity to reorganize the German supervisory system was missed, although the
financial market crisis had opened a wide policy window for significant change.
Irreconcilable differences between the central actors — especially BaFin, the
Bundesbank, the BME, and political parties — obliterated the chance of estab-
lishing a common position on which supervisory reform could have been based.

The major reasons for the failure of the reform lay in politics and the fact
that BaFin, the Bundesbank, and each of the three supervisory models were
backed by different partisan veto-players. During the debate those veto-players
were the governing parties, the CDU, the CSU, and the FDP, which had to agree
on a unanimous policy position for any change in the supervisory status quo.
Remarkably, the line of conflict was drawn not between government and op-
position parties but among the coalition partners themselves. After it was voted
out of office, the SPD, which had been instrumental in creating BaFin, was not
really interested in the faitly arcane debate on supervisory reform.

The differences among the governing parties were widened by splits among
interest groups. The financial industry was not able to agree on a unanimous
position with regard to the three solutions on the table: the coalition agree-
ment, the integration model, and the holding model. The banking sector with
its Association of German Banks (BdB) was in favor of a model which would
have given the sole responsibility for banking supervision to the Bundesbank
(Schmitz 2010). Initially, the CDU/CSU and FDP government predominantly
focused on the banking business as the most affected branch of the financial
sector. Consequently, the coalition agreement of 2009 took into consideration
the specific interests of the banking industry, which conceded the improvement
of regulation and supervision, but insisted on the single banking supervision
under the roof of the Bundesbank (Bundestag 2009). The insurance industry,
however, opposed the government’s plan of concentrating banking supervision
at the expense of BaFin, as well as the integration model and the holding model
since the branch expected to be worse off when supervised by the Bundesbank
(GDV 2009). They feared that insurance interests — for example, specific inter-
nal risk models and softer capital requirements — could be violated by the domi-
nant bank-centered perspective of banking supervisors. Consequently, not only
the GDV but also the giants of the insurance industry, Munich Re and Allianz,
lobbied against the government’s reform plans (Afthtippe 2010).
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Apart from the industry, the affected administrative bodies pursued their
own interests. In accordance with a political economy perspective on organi-
zational behavior (see, for example, Downs 1967; Blais/Dion 1990) it can be
assumed that the BME, BaFin, and the Bundesbank as bureaucratic organiza-
tions share distinctive preferences. All three try to keep their institutions alive
and foster their growth in terms of staff and budget (Niskanen 1979). Despite
similar strategic orientations they nonetheless had to expect quite different sup-
portin the political sphere. Although BaFin had no strong institutional support,
it survived. Dissent among the coalition parties and in the industry was enough
to kill any proposal.

Neither the CDU nor the FDP wete able to force a decision in favor of one
of the three models since opinions also differed widely between and within the
political parties. In sum, the reform failed because political parties as veto-players
did not dare to jeopardize their good relations with either the financial industry
or influential and important executive bodies, since the consequences of reform
were incalculable and did not guarantee success (Drost 2010a; Wallstreet-Online
2010b). No single reform model was supported by either the whole financial in-
dustry or BaFin and the Bundesbank together and therefore none of them gained
a majority among the governing parties in parliament (Interview BMF 2011).
This is why in the end the old institutions persisted.

Despite the failure of the reform of the overall supervisory structure, the
crisis constituted an opportunity for functional changes, for example adding
new tasks to the remit of BaFin or modified procedures. However, the internal
organization of BaFin has not yet been revised. There have been attempts to
alleviate one of Ballin’s main problems, the lack of qualified staff, granting it
more than 240 additional employees in 2011 (BaFin 2010a). But it is still a severe
problem to find trained staff for the supervisory authority, which is bound by
collective wage agreements and salary laws and which therefore has problems
competing with well-paying banks and insurers. The challenge of recruitment
concerns every hierarchical level, from the basic units up to the top positions
(FTD 2011). The debate on BaFin’s future has probably exacerbated the diffi-
culties of recruitment, as top candidates might have been deterred from enter-
ing an agency with an uncertain future.

Apart from personnel matters the implementation of supervision is impor-
tant. While it is not clear whether BaFin now performs its supervisory tasks
more strictly than before the crisis, the agency was at least given more preventive
enforcement powers, such as the competence to evaluate the qualifications of
members of the supervisory boards and boards of directors of financial insti-
tutions (§36 para. 3 KWG). Additionally, BaFin has the right to impose tighter
capital requirements (10 para. 1b KWG) and surcharges on the liquidity (§11
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Figure 1 Number of annual supervisory activities and IFG obligations, BaFin
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Source: Author’s own illustration based on BaFin's annual report 2007-2010.

para. 2 KWG) of individual institutions. In the wake of the latest crisis BaFin
has obtained the legal authority to take such measures against a bank or an in-
surer even when there is merely an assumed violation of solvency requirements
(§45 para. 1 KWG). Despite this expansion of competences, which constitutes
institutional layering in terms of “adding instruments” (Van der Heijden 2011:
14), the focus is mainly on the micro-prudential level. This is fairly demanding
in terms of professional skills and manpower, since Balin has to perform duties
such as on-site inspections and the review of (internal) risk models. Against this
background, it is not surprising that supervisory activities have not expanded
quantitatively. In the banking sector, for instance, BaF'in conducts so-called Son-
derpriifungen (special audits), which are demanded by law on a regular basis, re-
quested by an institution to approve internal risk models, or driven by BaFin’s
investigatory needs (BaFin 2010b). Between 2006 and 2010, the total number
of annual audits did not increase, as can be seen in Figure 1. The stable number
of BaFin-driven audits is particularly noteworthy, since an increasing number of
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bank failures and default risks should have led to an increasing number of spe-
cial audits, but this is not confirmed by the data. The absence of extended audit-
ing may be a consequence of BaFin’s limited personnel capacities, which did not
allow for more inspections even in the case of a severe crisis and the intended
tightening of regulation and supervision. Even so, the workload increased due
to BaFin’s further obligations, which are not an integral part of its supervisory
tasks. For one thing, the number of requests for information on the basis of the
Freedom of Information Act (Informationsfreibeitsgesetz, IFG) rose dramatically.
While there were 72 requests in 2006, BaFin had to answer 407 in 2008 (BaFin
2007, 2009). The legal obligation to supply every applicant with the requested
information is a time- and resource-consuming duty for BaFin, which can be
met only at the expense of others.

The empirical data indicate that supervision in terms of auditing and sanc-
tioning was not tightened during the crisis, since the agency was not able to
expand its capabilities at short notice. With some new supervisory competences
just a thin institutional layer was added. Hence neither an organizational reform
of the supervisory structure nor a radical functional improvement of BaFin’s
capacities took place. Officially, the supervisory reform was postponed due to
other urgent tasks in financial market regulation (Handelsblatt 2010a), but in the
end it was simply cancelled without any explanatory statement and the political
debate ended abruptly, adjourning the topic size die (Henrich 2010). Fundamen-
tal change will, in all likelihood, result only from external pressure: the establish-
ment of a European Banking Authority with far-reaching competences will have
a deep impact on national supervisory structures.

Conclusion

This description of institutional change in German financial regulation and su-
pervision has shown that German institutions turned out to be quite resilient
despite the upheavals in the markets during the crisis and the breakneck speed
of financial innovation in recent decades. Instead of completely reforming and
transforming existing institutions, the German system has adapted slowly and
rather out of sync with financial market developments, whether this concerned
the years prior to the crisis when regulation seemed to work reasonably well and
the main target was the so-called “excesses of Anglo-American capitalism” or
the crisis shock of 2008. The most frequent patterns of change took the form
of institutional layering and drift: while the need for a restructuring regime for
banks and closer controls on financial elites led to the establishment of new
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institutions, existing structures remained in place despite a partial loss of sig-
nificance. Even obvious failures, such as in the cases of market supervision and
deposit insurance, did not lead to the abolition of existing institutions. Instead,
new agencies such as FSMA and new committees, such as a reconciliation com-
mittee for supervisory authorities, were added to the existing set-up. Institu-
tional drift in which some institutions lost importance but survived while others
assumed new functions was another important mode of institutional change.
This is, for example, the case with the Landesbanken, the Bundesbank’s super-
visory department, or pre-crisis insolvency laws.

The political space for reforms remained rather small, although technocrats
in the concerned ministries and the regulatory agencies promoted their own
reform agenda and developments in the European Union again and again con-
stituted an incentive for pre-emptive and post-facto adaptation. The main rea-
son for this slow adaptation seems to be the nexus of the political economy
of finance in Germany, with the existence of a multilevel polity, represented
in particular by the Linder governments. Financial regulation and supervision
was up against the realities of Germany’s federal structure which also enhances
the resilience of the traditional bank-based system. Both financial actors and
their regulators are battling to preserve their organizational identities. They are
backed by regional and local constituents who then bring their influence to bear
on the parties. The endless debate about the reform of the Landesbanken is a
prime example. Germany’s big financial firms have close links to and are coveted
by their regional sponsors, as are predominantly regionally based savings and
cooperative banks. Financial regulation and supervision inevitably touches these
entrenched interests, leading to conflicts among and within parties, and fre-
quently, if proposals are not killed beforehand and in anticipation of Bundesrat
opposition, to ultimate demise in the upper chamber. Slow incremental change,
as the major adaptive strategy, reflects not only the interlocked nature of Ger-
man decision making in financial regulation, but also the continuing parallel
persistence of traditional and new forms of financial market structures.
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Increasing Vulnerability: Financial Market
Regulation in Switzerland

Simon Steinlin and Christine Trampusch

Introduction

In this chapter, we reconstruct institutional change in the governance of the
Swiss financial market before and since 2007. Due to critical press accounts, it
is well known that, in the past few years, Switzerland has felt increasing pres-
sure from outside. The tax struggles with the OECD, the EU and Germany, the
banking secrecy crisis and the UBS affair in the United States have been ongoing
themes on the international political agenda, dominating Switzerland’s external
relations. After decades of continuity, since 2007/2008 Swiss financial market
regulation has been on a new trajectory, which we call “increasing vulnerabil-
ity.” Exogenous pressure and the internationalization of financial markets have
long been serious challenges for Swiss financial market regulation. But since
the financial crisis, the near breakdown of UBS, and the international pressure
on Swiss banks and banking secrecy, the Swiss government has increasingly ac-
knowledged that Switzerland has to adapt its financial system to changing ex-
ternal environments in order to maintain international competitiveness. Thus,
even though Switzerland is to a large degree still willing to protect its regulatory
peculiarities, the crisis has affected the policy preferences and strategies of the
Swiss government, which is increasingly adapting its regulatory agenda to inter-
national demands.

As we shall argue, change in Swiss financial market institutions (capital mar-
ket and banking sector) is traditionally and mainly prompted by international
influences (for a similar argument, see Mach et al. 2007; Strahm 2009: 15); that
is, by the internationalization and liberalization of financial matkets, on the one
hand, and by international political pressure, on the other. But while in other
countries the financial market architecture has shifted towards stronger regula-
tion, Switzerland until 2007 largely maintained its corporatist self-regulatory
model, with little rule-making power on the part of the government, patrliament,
and political parties with regard to financial policy. The main reason for this re-
silience is a coalition between the government and the financial industry that
defends the traditional governance structure. However, during the financial cri-
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sis the Swiss financial matket has been confronted with new challenges. The
Swiss government seems to have become more aware of Switzerland’s depen-
dence on developments in international markets and of the political risks of
being a special case (Sonderfall). As a result, the principles of self-regulation and
banking secrecy have lost some of their political legitimacy. The government has
therefore shown increasing willingness to reform financial market regulation
and to adapt the Swiss system to international standards.

This chapter is structured as follows. The next section presents the analytical
framework of our study. Here, we argue that studies of change in financial mar-
kets should apply a multi-level perspective: in this study defined as a perspective
that leaves enough room for the investigation of international and domestic pol-
itics. This perspective has the merit of emphasizing the role of actors and how
actors and their behavior are constructed within the framework of international
influences. It also reveals that domestic actors handle international challenges
creatively; the way they do it, however, depends on domestic power constella-
tions. The section that then follows describes the governance structure of the
Swiss financial market. It outlines the importance of banking secrecy and the
traditional dominance of the self-regulation principle which has often excluded
government and patliament from playing a powerful role in the regulation of the
financial market. It is in this section that we also discuss institutional change and
reforms in the Swiss financial market between 1970 and 2007. The penultimate
section explores recent changes in the regulation of the Swiss financial market
in reaction to the financial crisis. The final section presents our main findings.

Analysis of changes in financial market regulation in
a multi-level perspective

Despite the economic significance of the Swiss financial system, only a few
studies analyze Swiss banking and capital market regulation and its change from
an institutionalist or a political economic perspective. The most important are
Busch (2009), Mach et al. (2007), Maggetti et al. (2011), Nobel (1998), and
Zufferey (1998). Furthermore, there are some analyses by economists and law-
yers, such as Bischof (1995) and Rime/Stroh (2003).

The major findings of these studies can be summarized as follows. First,
the literature tells us that since the mid-1990s the main reason for reforms and
change in Swiss financial market regulation is to be located in changes in the in-
ternational political economy, namely the liberalization of financial markets and
European economic integration, both of which have exerted regulatory pres-
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sure. Mach et al. (2007: 8) contend that “profound changes in the international
environment [...] rendered some self-regulation mechanisms increasingly inef-
ficient.” Second, the literature argues that, despite major reforms in the past few
years, incremental instead of transformative change prevails as the main pattern
of reform (Mach et al. 2007; Maggetti et al. 2011). Third, studies show that the
principle of self-regulation is relatively resistant and far from being replaced by
the regulatory state model (the same applies to banking secrecy). In accordance
with Litz (2002: 23), we define the regulatory state model as a type of regula-
tion that is dominated by a hierarchical regulatory state which has legislative and
sanctioning competencies and establishes independent supervisory agencies.

In recent years, institutional change and reforms in the financial market sys-
tem have also gained increasing attention in the comparative politics literature.
According to Liitz (2004), two events prompted this increasing research inter-
est. First, the internationalization of financial market activities and returning
banking crises have led to increasing interstate collaboration in financial market
and banking regulation, agreed upon not only in the EU but also by the Ba-
sel Committee on Banking Supervision (BCBS) or G10/G20. Second, national
governments have increasingly responded to international regulation attempts,
as well as national banking crises, with national regulatory reforms. In a number
of countries, regulatory systems experienced radical change (Litz 2002; Vogel
1996). Supervisory agencies have been strengthened and measures for more
transparency in banking activities, as well as for protecting the interests of cli-
ents and consumers, have been introduced. Often, the trend towards the regu-
latory state model has been accompanied by a trend away from self-regulation
by non-public and private actors. With reference to banking and capital market
regulation, in her comparative study Liitz (2002: 309) even concludes that in
both domains “the state takes over new tasks [...] and [therewith] functionally
replaces forms of collective self-regulation.” According to Ltz (2002: 309) this
development, on the one hand, is caused by the marketization of capital markets
which delegitimizes self-regulation from the perspective of both investors and
international organizations and, on the other hand, by the increasingly hetero-
geneous interests of banks.

As to the main causes and patterns of change in financial systems, the two
main findings within the literature on financial systems can be summarized as
follows. First, following the studies of Coleman (1996: 138), Ltz (2002: 305—
330, 2004: 187), and Mach et al. (2007: 22), it seems reasonable to argue that
national governments have launched initiatives to reform their systems when
public authorities, but also national financial market actors, view international
developments as a threat to their economic and political power. Reforms are
initiated and implemented when there is a common feeling of vulnerability and
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loss of international competitiveness. However, Liitz (2004: 191) also reminds
us that reforms are not only market-driven but also politically and institutionally
mediated. She mentions Germany as an example, where stock exchange reforms
are market-driven, while banking reforms are more politically mediated. The
second finding concerns the patterns of change, which can be summarized as
follows. On the one hand, incremental instead of transformative change seems
to be the main pattern (Liitz 2004; Mach et al. 2007). On the other hand, due
to strong effects of national regulatory traditions entrenched in national institu-
tions, all-embracing convergence to one regulatory model seems fairly unlikely
(Busch 2009; Liitz 2002, 2004; Mach et al. 2007).!

Because cross-national diversity in banking and capital market regulation is
still observable and countries are not converging on one model, Liitz (2004:
325-330) suggests that an adequate analytical framework for analyzing institu-
tional change and reforms needs to be a multi-level perspective which combines
insights from international political economy with comparative historical insti-
tutionalism in order to trace the interplay between international influences and
domestic factors responsible for specific trajectories of regulatory change in
banking and capital market regulation. In this chapter we follow the suggestion
of Litz (2004) and apply a multi-level perspective. We argue that impetus for
change may stem from the international level, as well as from domestic factors
such as domestic veto players and power relationships. Which level has more
impact on change and how these two levels interact in conditioning reforms is
an empirical question.

The banks and their Switzerland

In this section, we briefly describe the Swiss financial industry and its economic
importance, the governance structure of the Swiss financial market, Swiss bank-
ing secrecy, and, finally, the main challenges and reforms the Swiss financial
market was confronted with until 2007.

The Swiss financial industry

The financial industry — in particular, the banking and insurance sector — is an
important pillar of the Swiss economy and its importance has steadily been

1 In contrast to Liitz (2002, 2004), however, Coleman (1996: 227) speaks of convergence in the
economic and political structures of financial services.
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growing, The GDP share of the financial services sector rose from 7 percent
in 1990 to over 12 percent in 2007 (Federal Council 2009: 10). Growth in the
financial sector has been faster than in the economy overall: between 1991 and
2005 the annual growth of the financial sector was on average 3 percent (at
constant prices), while the rest of the Swiss economy had an annual growth rate
of approximately 1 percent. A consequence of this position enjoyed by finan-
cial services is that the Swiss economy is highly dependent on trends within the
financial market (FDF 2009: 10; Federal Council 2009: 10). Thus, there are good
reasons to declare that if important parts of the financial sector slide into crisis
the impact on the overall economy will be severe.

The structure of the financial market in Switzerland is highly heterogeneous,
especially in the banking sector. At the end of 2009 there were 325 banks in
Switzerland. In terms of balance sheet totals or market share, the sector is domi-
nated by the two big banks UBS and Credit Suisse. But there are many other
significant types of bank, such as cantonal banks, regional banks and savings
banks, Raiffeisen banks, commercial banks and stock exchange banks, foreign
banks, and a special group of private bankers. Many of these banks are active
as universal banks and offer vatious types of financial services within the same
organization (SNB 2010). Furthermore, many financial intermediaries in Swit-
zerland are not characterized as banks by law but are nevertheless active in the
banking market. Examples of such actors are independent asset managers or the
PostFinance which belongs to the Swiss postal services and plays a very important
role in the payment transaction system.

According to Rime/Stiroh (2003: 2125), duting the 1990s there wete two
main patterns of change in the Swiss banking industry. First, banking activities in
the traditional domain have decreased (lending and deposit-taking), whereas with
the internationalization of capital and financial markets their financial market ac-
tivities gained importance (brokerage, underwriting, and portfolio management).
For example, David et al. (2009: 10) show that more and more of the income of
Swiss banks stems from capital market transactions instead of interest income:
whereas in 1955, 72.6 percent of Swiss banks’ income was interest income, in
1980 it was 50.3 percent and in 2000 only 35.7 percent. Second, the Swiss bank-
ing industry has consolidated: the number of banks has decreased and mergers
led to the emergence of two big banks, namely Credit Suisse and UBS.

Governance structure of the Swiss financial market

Following the comparative political economy literature on banking and capital
market regulation, as well as several studies on Switzerland, the Swiss financial
market system may be classified as a corporatist regime, with big banks and
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other financial market actors as well as their associations (such as the Swiss
Bankers Association or SBA) acting as “private intetest governments” (Streeck/
Schmitter 1985). Self-regulation means that rules are set through agreements
among banks and their associations. Rules are internal directives and standards
(often called “codes of conduct” or “gentlemen’s agreements”), and they are
developed and implemented by the banking sector itself (Maggetti et al. 2011:
213) or between banks and larger industrial companies. Swiss banks have also
established joint institutions (so-called Gemeinschafiswerke der Schweizer Banken)
which play an important role in the regulation of the financial market. The SIX
Group, for example, is responsible for the operation, regulation and monitoring
of the stock exchange trading Busch (2009: 175) contends that at least until
1970 the Swiss state “never tried to acquire the means to impose government
control” and that “neither the finance department nor the central bank wanted
to take responsibility for banking regulation.”

The significance of the self-regulation principle mirrors the specificities of
the Swiss political economy. According to Mach/Trampusch (2011), the strong
tradition of self-regulation by economic associations is one of three conditions
that play a crucial role in shaping the organization of the Swiss political econo-
my. The other two conditions are the constrained policy capacity of the central
state and the dominance of center-right parties (Biirgerblock or “bourgeois bloc”)
and business associations — at the expense of the power of trade unions and so-
cial democratic forces. Consequently, in the Swiss institutional and political con-
text, the principle of self-regulation has also ensured the dominance of business
interests and center-right parties at the expense of union and social democratic
power and has led to a depoliticization of financial market issues (see also Mach
et al. 2007: 5, 8). The strong tradition of the self-regulation principle means
that the parliament and political parties have only minor steering competencies
with regard to financial issues. We must also note that the larger banks UBS and
Credit Suisse (as well as other private banks) are important economic actors,
influencing the political elites. Several banks donate money to center-right par-
ties (Strahm 2009: 14).

Regulation by federal law did not exist before the 1930s. A first attempt to
develop a federal law on banks failed after World War I (Busch 2009: 169-175).
However, in the 1930s Swiss banks were badly hit by the international economic
crisis. The state had to intervene on several occasions (Vogler 2005: 11-12). In
the context of this crisis, agreement on a first banking act increased significantly.
Therefore, in 1934 the Swiss Federal Act on Banks and Saving Banks was passed
(Busch 2009: 169—175). However, it took a long time until regulation by the state
really became a comprehensive pillar of the governance structure of the Swiss
financial market. As Mach et al. (2007: 21-26) and Maggetti et al. (2011) note,
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the regulatory state model — defined as legislative and sanctioning competencies
of the state and supervision by independent regulatory agencies (Lutz 2002:
23) — has become important in the Swiss financial sector only in recent decades.
According to the study by Barth et al. (2000: 33—-34) on regulatory restrictions
on commercial bank activities, Switzerland still belongs to the top group of
countries — with New Zealand, Suriname and Israel — in which the activities
of banks in the domains of securities, insurance, and real estate are relatively
unrestricted compared to other countries such as the United States, the United
Kingdom, France, or Germany.

Nevertheless, there are several state agencies with regulatory competencies.
The tasks of these agencies are based on federal law? Regulatory projects are
in most cases prepared by the Federal Department of Finance (FDF) and the
Federal Council, often in cooperation with the Swiss Financial Market Supervi-
sory Authority (FINMA) and the Swiss National Bank (SNB). Furthermore, the
relevant business associations and other interested groups are usually involved
in the preparation of new regulatory projects, too. As a consequence, the influ-
ence of financial market associations on state regulation is very high (Busch
2009; Strahm 2009). In the case of federal laws, the finished drafts are discussed
and passed in parliament and final approval can be obtained in a facultative ref-
erendum. The influence of the parliament, however, has remained fairly low in
the area of financial market regulation (Busch 2009: 188-190).

Concerning supervision, the Swiss Financial Market Supervisory Author-
ity (FINMA) is nowadays by far the most important state agency. FINMA is
responsible for the supervision of banks, insurance companies, stock exchanges
and securities dealers, and other financial intermediaries in Switzerland. FINMA
is a new authority, founded in 2009 in a merger of the Anti-Money Launder-
ing Control Authority, the Federal Office of Private Insurance (FOPI), and the
Swiss Federal Banking Commission (SFBC) (Arter 2008: 60-70). The founda-
tion of FINMA was not triggered by the financial crisis. According to Federal
Council Hans-Rudolf Merz, this integrated financial market authority should
“add more weight to the Swiss regulatory and supervisory system in negotia-
tions with foreign organizations and institutions” (quoted in Strebel 2005). FIN-
MA is formally independent from other state agencies and from the financial
market. However, as Maggetti et al. (2011) state, the hiring policy of FINMA
has often been oriented towards the recruitment of former employees of the

2 The most important acts are the following: Financial Market Supervision Act, Swiss Federal Act
on Banks and Saving Banks, Collective Investment Schemes Act, Stock Exchange Act, Anti-
Money Laundering Act, Insurance Supervision Act, Mortgage Bond Act, and the Insurance
Contract Act (SIF 2010a).
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financial matket. This fact has been criticized in particular during the crisis be-
cause it contradicts the model of an independent regulatory and supervisory
state (Strahm 2009). Concerning their actual supervisory competencies, FINMA
and its predecessors have always been limited. For example, many aspects of
monitoring banks’ compliance with prudential rules are contracted out to pri-
vate audit firms. Furthermore, the law has given little authority to the former
Banking Commission and to FINMA in the authorization procedure for banks
(Maggetti et al. 2011).

Swiss banking secrecy

With banking secrecy the financial privacy of citizens is protected from unau-
thorized access by third parties or by the state (FDF 2010a). This protection is
legally codified. Bankers are obliged to keep the personal information of their
clients confidential; they are punished if they violate confidentiality. This rule
is derived from Article 47 of the Banking Act, which is the regulatory basis
of banking secrecy. Furthermore, banking secrecy is also based on other legal
provisions on protection of personality and of data (FDF 2010a). The limits
of banking secrecy are also legally defined. In fact, several laws provide for
exceptions to banking secrecy. Banks must provide information in cases of civil
proceedings, debt recovery and bankruptcy proceedings, and criminal proceed-
ings. The main rule is that in such cases banking secrecy can be lifted against
the client’s will on the order of a Swiss supervisory or judicial authority (FDF
2010a). Due to international pressure, the Swiss government has also limited the
scope of banking secrecy in cases of international administrative and judicial
assistance proceedings (SBA 2010).

Swiss banking secrecy has been a contested issue for many years. In fact, the
meaning and importance of Swiss banking secrecy have been framed in many
different ways. Some point out that it has been a decisive factor of the financial
success of Swiss banking sector in the twentieth century and that it is still of
crucial importance in protecting the privacy of bank customers with regard to
the state. Others, however, claim that banking secrecy has been misused as an
instrument to facilitate tax evasion and tax fraud, as well as to disguise money
laundering or dormant accounts (Vogler 2005).

Change and continuity before 2007

In the decades before 2007 the Swiss financial market was confronted by several
challenges. Many resulted in reforms and most were linked to international de-
velopments or international pressure: on the one hand, due to scandals and po-
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litical pressure, and on the other hand, due to the internalization and liberaliza-
tion of financial markets. Finally, there is also evidence of Europeanization, in
other words, the adaptation of Swiss regulations to EU financial market policies.

Already before the recent UBS affair in the United States (see below), Swit-
zerland was confronted by several scandals that were all more or less connected
to banking secrecy. Important examples are the so-called Chiasso scandal of
1977,> money laundeting activities, the secret bank accounts of dictators, and
the debate on dormant accounts (nachrichtenloses Vermogen). The common de-
nominator of all these episodes was that they challenged Swiss banking secrecy.
In the cases of the Chiasso scandal, money laundering and dictators’ secret bank
accounts they challenged banking secrecy because Swiss banks accepted money
from tax evaders, from criminal business or from other dubious soutces. In the
case of dormant accounts, the problem was that Swiss banks did not cooper-
ate enough in clarifying the origins of the assets. All these events received a lot
of international attention and endangered the international reputation of the
Swiss banking market (Federal Council 1989: 1076; Busch 2009: 190-200). In
order to re-establish a stable business environment for the financial market, the
government reacted to these scandals by restricting banking secrecy. New legal
exceptions were introduced and disclosure of banking secrets with regard to
foreign authorities was simplified. The banks, which normally defend banking
secrecy, agreed to these institutional changes because they depend heavily on
the international reputation of the Swiss financial market (for more details, see
Steinlin/Trampusch 2012).

Several other reforms after 1970, however, were not a result of scandals
or direct international pressure on Switzerland. Instead, they were motivated
by the rapid developments in international financial markets and by financial
market actors who stressed that the international competitiveness of the Swiss
financial market needed to be improved. One prominent example in this regard
is the abolition of certain self-regulating conventions of the Swiss Bankers” As-
sociation (see also Maggetti et al. 2011: 214). These conventions regulated prices
and charges in the financial market and therefore cleatly limited competition. In
1989, the Cartel Commission recommended that many aspects of these conven-
tions should be brought to an end (APS 1989). These de facto cartels were con-
sidered inappropriate because of the liberalization trend in the member states
of the European Community: the Swiss government wanted accession to the

3 A manager of the Ticino branch of the Schweizerische Kreditanstalt (SKA, today known as Credit
Suisse) had accumulated hot money from tax evaders and criminal sources in Italy and used it
for dubious financial dealings in Liechtenstein. However, when the company in Liechtenstein
got into a financial ctisis the losses of more than 2 billion Swiss francs became public. Details
of the scandal are described in Mabillard/de Weck (1977).
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European Economic Area and was therefore willing to adapt its economic poli-
cies (Busch 2009: 200-201). The Swiss Bankers’ Association, however, first tried
to defend its de facto cartels. But in 1990 the Federal Council decided in favor
of the Cartel Commission and the cartels were thus removed (APS 1989, 1990).

Another important reform which, according to Bischof (1995: 493), was
influenced by the internationalization of financial markets, was the reform of
the Swiss Stock Exchange by the Swiss Federal Act on Stock Exchanges and
Securities Trading of March 24, 1995 (Stock Exchange Act, SESTA). This re-
form was aimed at enabling “Swiss market participants to compete with other
important capital markets in Europe and elsewhere” (Bischof 1995: 493). Be-
fore this reform, the regulation of stock exchanges had been a competence of
Swiss cantons. However, there were also many aspects of self-regulation, such
as stock exchanges’ listing requirements (Geiger 2007: 3; Mach et al. 2007: 16).
As stock exchanges became more and more internationally intertwined, federal
regulation seemed necessary. Furthermore, the new law also had to take ac-
count of EU regulation (Geiger 2007: 3-5) and was intended to stabilize the
competitiveness of Swiss stock exchanges (Federal Council 1993: 1371; Mach
et al. 2007: 17). Concretely, in order to achieve these goals, an increased level of
transparency on the part of Swiss companies and the introduction of stricter
listing requirements were necessary (Mach et al. 2007: 17). Nevertheless, similar
to other reforms of Swiss financial market regulation, the SESTA left many
aspects to self-regulation, also in the important areas of organization and stock
exchange supervision. In fact, the center-right majority in the parliament built in
even more self-regulatory elements than the Federal Council originally intended
(APS 1993, 1994, 1995; Mach et al. 2007: 17-18). Thus, according to Bischof
(1995: 460), self-regulation was a “major theme” in the reform process and, in
the end, it was the parliament that “considerably strengthened the principle of
self-regulation and limited the Government’s rule-making power.”

An important way to constructively meet the challenge of the internation-
alization of the financial markets, as well as of foreign reservations concerning
banking secrecy has been bilateral negotiation. For example, in 1996, after 16
years of negotiations, Switzerland and the United States finally concluded a new
double taxation agreement (DTA), within which, however, Switzerland more or
less successfully defended its reserved practice concerning information exchange
in accordance with Swiss banking secrecy (Neuhaus/Hess 1996). Concerning
relations with the European Union, banking secrecy became an important item
in the second round of bilateral negotiations between 2000 and 2004. Similar
to the DTA with the United States, untaxed money in Swiss bank accounts and
exchange of information were controversial issues. With the Agreement on the
Taxation of Savings Income (entering into force in 2005) a retention tax of —
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originally — 15 percent with gradual increases to 35 percent (from 1 July 2011)
was introduced. This agreement ensures that the EU Savings Directive cannot
be circumvented in Switzerland. However, this solution preserves Switzerland’s
legal order and the protection of bank customers’ privacy. Thus, the tax is not
linked to information on the owners of bank accounts (Federal Council 2010:
7274; FDF 2010c). Furthermore, banking secrecy was also an important issue
in the negotiations on the Schengen Agreement. At the beginning, the Schen-
gen Agreement did not win much approval among the main economic actors
in Switzerland: it was possible that the agreement could include connections
with administrative and judicial cooperation against tax fraud and fiscal offences
(Lavenex 20006: 235). The largest Swiss business association, economiesnisse, and
the Swiss Bankers’ Association were therefore afraid that, due to the Schengen
Agreement, Switzerland could be forced to provide administrative assistance in
cases of tax evasion.' They thus announced that they would not accept Swit-
zerland’s accession to Schengen if the agreement included such provisions. The
Federal Council respected these claims and brought this aspect into the negotia-
tions with the European Union. Finally, the European Union conceded Swit-
zerland the possibility to opt out if the Schengen Agreement was changed with
regard to direct taxes (Jametti Greiner 2006: 202; Zircher 2010: 55-59).

To sum up: in the decades after 1970 the Swiss financial market regime was
challenged not only by international pressure and scandals but also by the in-
ternationalization and liberalization of financial markets. In many cases, self-
regulation and banking secrecy were two of the main causes of pressure on
the Swiss financial market regime. The examples and cases we have presented
concerning this trajectory reveal that the basic elements of self-regulation and
banking secrecy have suffered, but have nevertheless been retained. The veto
position of Swiss banks hindered transformative change. Therefore, at the out-
set of the financial crisis, both self-regulation and banking secrecy were still alive
(but self-regulation was probably healthier than banking secrecy?).

4 Until 2009, due to banking secrecy, administrative and judicial assistance from Switzerland was
only possible in cases of tax fraud. Switzerland refused assistance in cases of tax evasion, which
is considered less severe by Swiss law.

5 For details on changes in banking secrecy, see Steinlin/Trampusch (2012).
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Increasing vulnerability since 2007: Regulation as
a reaction to the financial crisis

The financial crisis has affected the Swiss financial market in several ways. In
our view, the most important consequences were the following. First, the major
bank UBS experienced a serious liquidity crisis. Second, due to UBS’s illegal ac-
tivities in the United States and in the wake of the heavy increase of government
debt in several countries, international pressure with regard to untaxed money
in Swiss bank accounts forced Switzerland to constrain banking secrecy. Third,
the salaries of managers also became a major topic in Switzerland. The fourth
consequence is that due to the UBS crisis and the accumulation of international
pressure, for the first time in history the Swiss government formulated a general
strategy for future financial market policies, thereby also initiating institutional
reform in the Federal Department of Finance. Although compared to many
other countries the effects of the crisis have been less severe in Switzerland (see
the other country studies in this volume), the crisis has revealed that Switzerland
is increasingly vulnerable to international market developments.

Direct consequences of the crisis: Losses and reactions of the state

The first consequences of the financial market crisis for Switzerland became
obvious in October 2007 when the big Swiss bank UBS had to announce its first
writedowns in the investment banking branch (FINMA 2009: 14). Therefore,
in subsequent months UBS slid into a serious liquidity crisis. The bank’s public
reputation reached a low point. The bank tried to react to the ongoing losses by
increasing its capital on several occasions, always with the help of private actors.
However, on October 16, 2008, the Federal Council, the Swiss National Bank
and the Swiss Federal Banking Commission announced a rescue package of the
federal state in order to save UBS from further damage. As the big bank UBS
is one of the most important banks in the Swiss market, this measure was con-
sidered absolutely necessary in order to stabilize the financial system (FINMA
2009: 33). The total sum of UBS’s writedowns and credit losses amounted to
USD 53 billion between 2007 and mid-2009. In the same period, the other big
Swiss bank Credit Suisse “only” lost USD 19 billion (FINMA 2009: 15).
Besides the two big banks, other actors in the Swiss financial market were
also more or less hit by the crisis. Several insurance companies as well as all
types of funds recorded heavy losses. Therefore, many investors started to
avoid investment funds and actively managed funds (FINMA 2009: 15-10). It
is remarkable, however, that the situation of small and medium-sized banks
did not significantly worsen during the crisis. Rather, several banks (such as the
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Raiffeisen Group and cantonal banks) even benefitted from the crisis because
they registered major inflows of new money as a consequence of the general
mistrust in big banks and especially because of the very bad reputation of UBS
(FINMA 2009: 15-106).

As described above, in October 2008 the federal state, the Banking Com-
mission, and the Swiss National Bank saw the need to intervene in the financial
market. Their main justifications for this step were the systemic importance of
the financial sector for the Swiss economy and the threat of a crippling reces-
sion. Crisis management was of course focused mainly on rescuing UBS. But
at the same time the state took several additional measures, mainly regulatory:
depositor protection was strengthened, the big banks’ capital adequacy require-
ments were tightened, and a limit was introduced on the level of indebtedness,
otherwise known as the leverage ratio (Federal Council 2009: 13).

However, in an international comparative perspective, the financial com-
mitment and state intervention within the framework of crisis management has
been rather low in Switzerland. In fact, the financial extent of state intervention
made available until June 2009 was approximately 10 percent of the country’s
GDP. In this respect, the Swiss state intervention is significantly lower than in
many OECD countries, such as France, Germany, Japan, Spain, Sweden, the
United Kingdom, the United States, and Ireland (Federal Council 2009: 13—14).
Furthermore, the Swiss financial market and the Swiss economy have quickly
been able to put the crisis behind them. Compared to many other countries,
the Swiss economy and the federal state seem to be in a rather good and stable
financial situation today (November 2011).

Nevertheless, even though state intervention in Switzerland was fairly mod-
est by international comparison, it is not the case that UBS’s liquidity crisis was
a minor problem for the state agencies involved. Considering the systemic im-
portance of the big bank for the Swiss financial market, as well as for the Swiss
economy overall, the situation was highly inconvenient: the Federal Department
of Finance, the Banking Commission, and the Swiss National Bank were con-
fronted by a serious too-big-to-fail situation and did not see any alternative to
direct intervention and stabilization of the bank with public resources (Com-
mission of Experts 2010: 7; FINMA 2009).

Furthermore, the UBS liquidity crisis has triggered a public discussion on
financial market regulation in Switzerland. First, a serious public and political
discussion on the regulation of big banks has evolved. Due to the UBS crisis,
Switzerland will implement stricter capital requitements for big banks than
agreed at the international level under Basel III. Second, due to the UBS crisis,
the discussion on managers’ salaries has become highly controversial in Switzer-
land. Bank managers’ huge salaries and bonuses are considered problematic for
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the sustainable management of financial institutions. There is even a public ini-
tiative that might have significant influence on domestic regulation in this re-
gard. Both these events will be mentioned again below.

Indirect consequences of the crisis: Attacks on banking secrecy

UBS’s liquidity problems were not the only major challenge for the regulatory
agencies and supervisory authorities during the financial ctisis. In winter 2008/
2009 Switzerland was also confronted by the culmination of political pressure
on Swiss banking secrecy. It seems plausible to argue that the financial crisis
was an important factor in this political pressure: several governments had to
rescue banks and, as a consequence, have suffered huge fiscal deficits since the
crisis. Consequently, it became an attractive option for these countries to tap
new funds by looking for untaxed money on bank accounts in countries such as
Switzerland (Fiechter 2010: 57).

Hence, the focus of foreign governments was on untaxed foreign assets on
Swiss bank accounts. These bank accounts were often unknown to foreign tax
authorities as banking secrecy made it very difficult or even impossible for them
to collect concrete information about account holders in Switzerland. This situ-
ation was considered highly problematic by many governments, especially also
in the United States and Germany. As a consequence, international pressure on
Swiss banks and banking secrecy received so much international support that
Switzerland was forced to change its practices concerning exchange of informa-
tion and, therefore, had to change the implementation of Swiss banking secrecy
in international relations. In this context, we can identify two main episodes
which we describe in the following,

United States against UBS

The first episode was caused by illegal activities on the part of UBS that came
to light in the United States. This episode started in May 2007 when a former
UBS banker and whistleblower was arrested. After this, US state agencies started
to pressurize UBS: the US agencies accused UBS of knowingly holding the
untaxed money of US citizens in its bank accounts. On February 18, 2009, in
order to avoid a potentially catastrophic lawsuit, the bank admitted to the US
Department of Justice that it had illegally supported US citizens in avoiding pay-
ing income taxes. UBS also handed over the names and account information of
285 account holders (Fiechter 2010; Winzeler 2010). The delivery of informa-
tion on account holders was a remarkable act because it was not in accordance
with earlier practice as regards Swiss banking secrecy. However, UBS was under
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such pressure that no other option seemed possible. The supervision authority
FINMA, concerned about the stability of the already troubled bank, shared this
view and therefore allowed UBS to hand over this information (Swiss Federal
Administrative Court 2010a). Nevertheless, the US state agencies were not satis-
fied with these steps. Therefore, just one day later, on February 19, 2009, the
Department of Justice requested further information on 52,000 bank accounts
from UBS. Again, UBS faced severe problems with regard to its reputation in
the United States. But with the help of the Swiss government, the bank was
able to reduce the number of accounts on which information had to be pro-
vided to 4,450 by August 2009. Furthermore, the United States and Switzer-
land signed a parallel agreement to enable administrative assistance: Switzerland
agreed to supply assistance to authorized US agencies not only in cases of tax
fraud but also in cases of continued and serious tax evasion (Fiechter 2010: 64;
Swiss Federal Administrative Court 2010b). Thus, in order to save the big bank
UBS, Switzetland accepted a significant “shrinkage” (Steinlin/Trampusch 2012)
of banking secrecy in the bilateral relationship with the United States. In fact,
the agreement was later declared unlawful by the Swiss Federal Administrative
Court (2010b) but was then legalized again by patliament by turning the agree-
ment into a formal treaty (Fiechter 2010: 64).

To sum up, in 2008 and 2009 UBS not only suffered a liquidity crisis but also
faced serious legal pressure from the United States. A lawsuit against UBS would
have had very unfortunate consequences for it. The failure of UBS was consid-
ered too dangerous for the Swiss economy (Winzeler 2010: 162). However, the
pressure was not directed only at UBS as an individual bank but also against Swiss
banking secrecy in general. Therefore, this accumulation of catastrophic events
involving UBS led the Federal Council to a tipping point: the government saw itself
forced to react at the political level by accepting the demands of the US agencies.

OECD, G20, France and Germany against Switzerland

European countries and the OECD were well informed on how Switzerland
dealt with the United States (Fiechter 2010: 57). As a consequence, in February
2009 several European governments expressed their wish that the G20 should
proceed against countries that refuse to cooperate in the international fight
against tax evasion (NZZ 2009). The OECD even announced that it would
publish a “gray list” of countries failing to comply with so-called internation-
ally agreed tax standards. Furthermore, Peer Steinbriick, the German Finance
Minister, said that he would like to see Switzetland on that list (SRDRS 2008).
Thus, Switzerland was confronted by rising political pressure. Finally, on March
13, 2009, the Federal Council decided, along with Austria, Belgium, and Luxem-
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bourg, that Switzerland would now accept Article 26 of the OECD Model Con-
vention. With this step, Switzerland agreed to significantly constrain banking
secrecy towards foreign countries: concerning international tax matters, Switzer-
land will in future offer administrative assistance not only in cases of tax fraud
but also in individual cases of well-founded suspicion of tax evasion (Bauen/
Rouiller 2010: 120; Fiechter 2010: 57; Strahm 2010: 301; Winzeler 2010: 164).6

Public debate on managers’ salaries

The salaries of managers in the private sector (including the financial market)
have become a major topic in the public debate, both during and after the crisis.
In fact, the discussion had already started before the outbreak of the crisis when
a popular initiative against so-called “rip-off payments” (Gegen die Abzockerei) was
successfully launched in 2006. The main objective of the initiative is to delegate
the setting of managers’ salaries, bonuses and other benefits from the companies’
supervisory boards to the sharcholders. This change in the setting of salaries
should limit excessive bonuses in private companies, especially in the financial
sector. In 2007, when the financial crisis broke out, the initiative was not yet ready
for a popular vote (Federal Assembly 2011c).

During the crisis, the issue of high salaries and bonuses became a popular
topic in the media as well as in parliament. As a consequence, the popular initia-
tive against Abzockerei has become an even more popular option for reforming
the regulation of salaries and bonuses. According to the official statements of
the political parties, the initiative seems to be supported by parties on both
the left and the right. However, as of November 2011, the two chambers in
the federal parliament had not yet decided whether to recommend approval
or rejection of the popular initiative. In fact, the parties were struggling with
several counter-proposals that should also be put to a popular vote. Therefore,
it was still unclear when the popular vote on the initiative would take place and
whether there would be any alternatives (Federal Assembly 2011c).

Furthermore, during the crisis, the youth organization of the Social Demo-
crats successfully launched another popular initiative which aims to limit man-
agers’ salaries to a maximum of 12 times the salary of the employees with the
lowest income in the company. This popular initiative was handed in to the
federal authorities in March 2011. The date of the popular vote has not yet been
set (NZZ Online 2011b).

6 In fact, Article 26 is not automatically applicable but has to be implemented in new bilateral
DTAs. This was why Switzerland was nevertheless temporarily placed on the OECD’s “gray
list” (Fiechter 2010: 57). As a consequence, the Swiss government showed its willingness to

negotiate these DTAs in a very short time (Bauen/Rouiller 2010: 120).
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Reforms and government reform strategy

The fact that the crisis has clearly hit Switzerland and that the reputation of the
Swiss financial market has suffered was also recognized by the government and
the supervisory agencies. They reacted to public opinion by investigating the
causes of the crisis and by critically defending their reactions and measures in
several reports (see especially FDF 2009; FINMA 2009). As will be shown in
the following sections, due to the increasing vulnerability of the Swiss economy
to international developments, the government has shown some willingness to
reform financial market regulation.

Institutional reform in the Federal Department of Finance

One major reform initiated by the government was an organizational change
in the Federal Department of Finance. In December 2009, the Federal Council
decided to establish a new State Secretariat for International Financial Matters
(SIF) within the Federal Department of Finance. In March 2010 this institution-
al reform was implemented and the SIF thus commenced work. The new SIF is
concerned mainly with matters of international cooperation at the Federal De-
partment of Finance. This means that the SIF “serves the purpose of reinforc-
ing Switzerland’s international position in financial and tax matters” (SIF 2010b).
Furthermore, the new State Secretariat is also concerned with all questions of
financial market policy in Switzerland and will therefore “develop legislation on
the financial sector” (SIF 2010b). In sum, the SIF’s competencies are in the field
of regulation; it is not a new supervisory agency alongside the new FINMA. The
SIF therefore takes over a lot of responsibilities previously distributed among
several state agencies in the Federal Department of Finance. Nevertheless, it is
not yet possible to describe the real influence of the SIF on regulation.

On the one hand, the foundation of the SIF may be considered a major
organizational reform within the Swiss federal agency structure: due to the cri-
sis, the government has decided to build up a competence center for financial
market policies and for international financial market affairs. On the other hand,
when we compare this reform to the level of crisis-induced institutional reforms
in other countries, we must note that reforms of the agency structure seem to
have remained fairly limited in Switzerland (see other chapters in this volume).

New strategies for reform

More or less in parallel with the decision to build up the SIF, in December 2009,
the Federal Council published for the first time a report on “strategic directions
for Switzerland’s financial market policy” (Federal Council 2009). The report



160 SIMON STEINLIN AND CHRISTINE TRAMPUSCH

was based on the work of the “Working Group on Strategy.” This group con-
sisted of members of state agencies and delegates of the main financial market
associations, as well as two external consultants (Federal Council 2009: 60). In
the report the Federal Council formulated four strategic directions for Swiss
financial market policies: improving the international competitiveness of the
financial sector, securing and enhancing market access, strengthening the finan-
cial sectot’s resistance to crisis and dealing with systemically important financial
institutions, and preserving the integrity of the financial center. For each of
these directions several measures wetre proposed.” In the following, the four
strategic directions are presented briefly. Some of the measures implemented by
November 2011, after the release of the report, will also be presented.

1. Lmproving the international competitiveness of the financial sector. The Federal Council
names the following as conditions for a competitive financial market: a regula-
tory framework in line with internationally recognized standards, a robust and
stability-oriented monetary and budgetary policy, education, open and flexible
labor markets, a functional financial-market infrastructure, the protection of
privacy, and an attractive tax regime for the financial sector and the economy as
a whole (Federal Council 2009: 31). Thus, concerning the financial market, the
goal does not seem to be stricter regulation.

However, looking at the concrete measures that are planned, some new as-
pects of regulation can be identified. For example, in the field of taxation the
government confirms that “Switzerland is about to adapt [the] domestic and
international legal framework to Article 26 OECD within the parameters set
by the Federal Council” (Federal Council 2009: 51). Concerning supervision,
improved transparency for clients is planned (Federal Council 2009: 41). In fact,
it has not yet been determined what this measure will look like, but FINMA
announced in November 2010 that it plans to enforce the current laws more
strictly and will perhaps also propose to adapt the law in the fields of marketing
and client information (FINMA 2010). Concerning cooperation, the govern-
ment intends to “intensify Switzerland’s involvement in the main international
standards bodies” (Federal Council 2009: 41). In this context, the main goal is
recognition of the equivalence of the Swiss supervisory system by foreign coun-
tries and international organizations.

7 However, these measures will not necessarily be implemented: they are only ideas or proposals
on how to achieve the strategic goals formulated in the report. Hence, this government report
should be seen as a general strategy only; it should not be compared with concrete regulatory
projects implemented in other countries (such as the Dodd-Frank Act in the United States — see
J. Nicholas Ziegler in this volume).
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2. Securing and enbancing market access. The goal is to improve foreign market ac-
cess for Swiss financial intermediaries (Federal Council 2009: 42). This stra-
tegic direction is not new, but will obviously be of increasing importance. In
general, the government intends mainly to enhance international cooperation
at the political level in the interests of the national financial market in order
to improve acceptance of Swiss financial market regulation and supervision in
international organizations and in foreign countries. In this context, the Federal
Council stated in 2010 that Switzerland is not effectively represented in interna-
tional institutions which set the standards for financial markets. Switzerland is a
member of the OECD and of the International Monetary Fund (IMF) and it is
also very active in the Financial Stability Board. But the fact that Switzerland is
not a member of the G20 is clearly seen as a disadvantage when trying to push
national interests on the international agenda (Federal Council 2010a: 7282).

The adaptation of national law to EU law is also a major issue (Federal Coun-
cil 2009: 42—46). According to the Federal Council, recent developments in the
EU will become a serious challenge for Swiss market regulation: the government
observes a general trend in the EU towards reregulation of the economy (Feder-
al Council 2010a: 7281-7282) and fears that this will have discriminatory effects
on Swiss financial market companies. One example is the new EU directive on
hedge funds: the new EU passport for hedge funds and for hedge funds man-
agers will probably be available for foreign hedge funds only if these countries
accept new standards of cooperation in areas such as anti-money laundering
taxation (Federal Council 2010a: 7293; NZZ 2010b). In the view of the Federal
Council, Switzetland must therefore increase its efforts to secure and enhance
market access for Swiss financial intermediaries in European markets. One way
to achieve this is to “[ijntensify FINMA’ dialogue in international bodies and
bilaterally with the major supervisory authorities and individual EU bodies [...]
to obtain international recognition of the equivalence of Switzerland’s supervi-
sion and regulation” (Federal Council 2009: 45). Second, the Federal Council is
also willing to “[e[xamine the arguments for and against a (financial) services
agreement with the EU” (Federal Council 2009: 45). However, concrete steps
towards such an agreement have not yet been taken.

3. Strengthening the financial sector’ resistance to crisis and dealing with systemically important
financial institutions. This third strategy is clearly a consequence of the financial
crisis. So far, two reforms have been of major importance: primarily, new regula-
tory solutions for the too-big-to-fail problem and, to a lesser degree, improved
depositor protection.

Solutions for the too-big-to-fail problem are dependent on international de-
velopments, especially on Basel III. Nevertheless, in June 2010 FINMA and the
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SNB put into force a new liquidity regime for Swiss banks. A core element of
the new supervisory regime is a new stress test; the banks are required to cover
the outflows estimated in such a scenario over a petiod of atleast 30 days (SNB/
FINMA 2010). Furthermore, in November 2010, just a few weeks after the con-
clusion of Basel III in the Basel Committee on Banking Supervision, an expert
commission presented its proposals for a national regulatory solution to the too-
big-to-fail problem. The solutions proposed by this committee are remarkable.
Not only are they compatible with the requirements of Basel I11, but they are — to
some extent — even stricter (the so-called Swiss Finish). The capital requirements
go further than what has been negotiated at the international level in Basel II1.
Concerning the capital requirements of systemically important banks, the experts
propose a progressive component (Commission of Experts 2010). The propos-
als made by this commission have been worked out not only by the government
but in collaboration with private actors, thus for example with the Swiss Bank-
ers’ Association and economiesuisse (Commission of Experts 2010: 63—64). So far,
the proposals have enjoyed broad political support. As of November 2011 the
measures had not yet obtained legal status but they had been passed by the two
chambers of the federal patliament in September 2011 (NZZ Online 2011a).*

Concerning depositor protection, concrete steps towards reform have al-
ready been taken. The temporary measures agreed by the Federal Council in
autumn 2008 will now become part of the Banking Act, as decided by parlia-
ment in March 2011 (Federal Assembly 2011b). One important element of this
reform is to increase protected deposits from CHF 30,000 to CHF 100,000. As
a consequence, the protection level will be substantially higher than the recent
increase in the EU minimum limit (Federal Council 2010b).

4. Preserving the integrity of the financial center. As the problem of tax offences has
become a major issue during and after the crisis, with cleatly negative conse-
quences for the reputation of the Swiss financial market, the government has
decided to take up this challenge. The Federal Council (2009: 49) considers in-
tegrity an “important factor in the choice of location.”

Concerning international relations, several developments can be observed.
First, the government plans to “intensify active involvement in international
bodies, such as the FSB, the GF [Global Forum] and the FATF [Financial Ac-
tion Task Force], in order to combat financial crime, implement an appropri-
ate monitoring system and create a global level playing field” (Federal Council

8 The Swiss federal parliament consists of two chambers with equal rights in legislation: while the
proposals were approved by the Council of States in June 2011 (with minor adjustments), they
have not yet been discussed in the National Council (Federal Assembly 2011a).
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2009: 54). Second, additional DTAs shall be negotiated in order to show the
country’s will to implement Article 26 of the OECD Model Tax Agreement.
Third, Switzerland is also willing to enter into bilateral agreements that go be-
yond the OECD standard in order to promote taxpayer honesty among bank
clients (Federal Council 2009: 54). In fact, in October 2010 Switzerland officially
agreed with the United Kingdom and Germany to start bilateral negotiations in
order to implement a final withholding tax. The two agreements were signed in
summer and autumn 2011 but had not yet entered into force as of November
2011 (FDF 2011; NZZ 2010a, 2011). Fourth, despite the willingness of the
government to be more active at the international level, it is not yet clear how
Switzerland plans to react to a potential problem with the European Union:
the European Commission has announced, concerning company taxation, that
it wants Switzerland to abandon banking secrecy and to introduce automatic
exchange of information (NZZ Online 2010).

Conclusions

The Swiss financial system is a typical corporatist financial services regime with
big banks, other financial intermediaries and their associations acting as “private
interest governments” setting standards by self-regulation. Traditionally, self-
regulatory arrangements were predominant with regard to the regulatory state
model, and together with banking secrecy they ensured the dominance of busi-
ness interests in financial market regulation. For decades, both self-regulation
and banking secrecy were highly resistant to change and pressures.
Nevertheless, the Swiss financial system is now on a track which we call
“increasing vulnerability.”” Our historical and process-oriented reconstruction
of change in the Swiss financial market regime between 1970 and today has
revealed that the leverage of international influences has become stronger. In-
terestingly, one of the main reasons for international pressure is often banking
secrecy in connection with the self-regulation principle. Change in the gover-
nance structure of the Swiss financial market is, on the one hand, conditioned
by international political pressure (for example, induced by scandals) and, on
the other hand, by the internationalization and liberalization of financial mar-
kets. Furthermore, from our multi-level perspective it is clear that change is
also strongly influenced by domestic politics and institutions: the principles of
self-regulation and banking secrecy enjoy broad support in Switzerland, leading
to only incremental change of these two principles, sometimes even to greater
self-regulation as a reaction to international pressure. For example, in case of
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the Schengen Agreement bankers and economic actors used the guarantee of
banking secrecy as a deposit for their agreement to Schengen. But our histori-
cal record also shows that the legitimacy of banking secrecy as well as of self-
regulation by banks has significantly decreased at the international level. In-
ternational organizations as well as foreign governments more and more view
both of these sacred cows as obstacles in the international fight against money
laundering, tax evasion, tax fraud, and public debt.

As a consequence of the financial market crisis, the Swiss government has
currently become more aware of the dependence of Swiss economic and fi-
nancial market success on developments in the international political economy.
Switzerland was not spared in the financial crisis, which generated two setious
challenges for the financial market: a serious liquidity crisis for UBS and harsh
attacks on banking secrecy due to tax evasion. The government, the financial
market supervision, and the Swiss National Bank faced the first challenge by
implementing urgent measures to save UBS and to protect the stability of the
financial market. Another consequence of the UBS liquidity problems will be
stronger capital requirements for big banks (even above the level of Basel I1I).
In the end, the UBS crisis did not have catastrophic economic consequences.
However, the attacks on banking secrecy, mainly caused by the illegal activities
of UBS and by the appetite of foreign governments for tax revenues, have fun-
damentally weakened this institution; the pressure of international organizations
and foreign governments has been overwhelming.

In the wake of the crisis, the government founded a new state secretariat
that is concerned with international matters and with the development of fi-
nancial market legislation in Switzerland. Thus, there has been at least one larger
agency reform. Furthermore, for the first time in Switzerland, the government
presented a strategic plan of what it intends to do concerning financial market
regulation. However, a closer look at the strategic plan makes clear that the
priority of regulation is still to ensure the competitiveness of the Swiss market,
as well as to secure the market access of Swiss financial intermediaries abroad.
Indeed, in 2009 Federal Councilor Hans-Rudolf Merz stated in an interview
with the magazine of the Swiss Association of Asset Managers (SAAM) that
the recipe for success is not more regulation but the quality of regulation. Merz
insisted that quality rather than strictness is a decisive location factor for the
Swiss financial market (SAAM 2010: 16). This way of framing the state’s role
is probably a consequence of the fact that self-regulation has always played a
major role in the Swiss financial market and that new regulatory legislation is
usually developed by a coalition between the state and the financial industry,
mainly banking. We have already mentioned that even the preparatory work on
strategic direction was done by such a coalition.
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Thus, despite the vulnerability of the Swiss financial market, the actual num-
ber of domestically motivated attempts to reorganize the financial market or the
banking system has remained fairly low. In our view, this peculiarity of the Swiss
trajectory can be explained by several conditions. Among them, the economic
success of Switzerland shortly after the crisis is clearly important, as is the weak-
ness of left-wing parties and the traditional predominance of the center-right
and right-wing forces with close connections to the financial industry. The fact
that banking sectrecy is viewed as part of the Swiss identity is also important.
Finally, the insignificance of partisan competition due to the Konkordanzdenokra-
tie (Sager/Zollinger 2011) plays a major role. Thus, as major political projects
within the framework of Konkordanzdemokratie need to be coordinated among all
politically relevant actors, the associations of the financial market are often able
to control and block serious reform attempts.

However, not everything has remained as it was before 2007. Strategic direc-
tions numbers three and four (see “New strategies for reform” above) in the
report of the Federal Council (2009) as well as other reforms and reform inten-
tions show that Switzerland is nevertheless willing to partly adapt its regulatory
agenda to the challenges that have become obvious during the crisis. First, the
foundation of the SIF shows that the government is aware of the interconnect-
edness between national and international financial markets and is willing to
adapt the regulatory agency structure. Similar to the integration of all supervi-
sory matters within the new FINMA, the SIF seems to have become an inte-
grated center of competence for national regulation and international relations.
Second, the setious too-big-to-fail problem with UBS was a real shock for the
supervisory and regulatory agencies as well as for the economy in general. Con-
sidering the importance of such a bank for the Swiss economy, the regulatory
agencies have started to insist on stricter regulation of big banks. Basel III and
the further Swiss-specific rules have not yet been implemented, but the trend
towards more public regulation in this area is obvious. Third, the government
has realized that the pressure on Swiss banking secrecy has had serious conse-
quences for the reputation of the financial market. Therefore, the Federal Coun-
cil seems to have become more willing to cooperate in international bodies and
to accept international standards, especially concerning international taxation
agreements. In fact, by accepting Article 26 of the OECD model convention,
Switzerland has made a major concession with serious consequences for the
institution of banking secrecy. Fourth, beyond the government’s intentions
there is also the intense public and political discussion on the regulation of man-
agers’ salaries.

In sum, however, we think that Switzerland is still going to be confronted
by further challenges from abroad that may reveal further need for institutional
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change. First, in compatison to other countries, there may still be considerable
regulatory misfit. Self-regulation and banking secrecy are still important pillars
of Swiss financial market regulation. This means that there is some potential
for pressure to be maintained on Swiss financial market regulation. The policy
options for the fight against tax evasion that are being considered in the EU
(for example, automatic exchange of information) are just one example. And
as history has shown, tax evasion is ever present and so is the desire of gov-
ernments to overcome it. Therefore, Switzerland will probably expetience bad
international press in the next few years, too. Furthermore, the financial markets
have been developing and changing very flexibly; thus, Switzerland, embedded
in international markets, will be challenged to find new ways to react to these
developments with its mix of self-regulation and a regulatory state.

Can a broader theoretical lesson be drawn from the pattern of change we
have identified in this case study on Switzerland? First, governance in the Swiss
financial services regime mirrors the three specificities of the Swiss political
economy identified by Mach/Trampusch (2011): business and right-wing patty
predominance, weak state capacity, and self-regulation by highly organized non-
public actors. Second, due to Switzerland’s small-country status, we would have
expected that Switzerland is an unlikely case for resistance to change (Papado-
poulos 2011). However, in the domain of financial services (as in sectors such
as agriculture and the labor market for a long time) the Swiss have been highly
resistant to change for decades. Nevertheless, this resistance has diminished
strongly in recent years. Likewise, as in other political-economic domains (Mach/
Trampusch 2011), in financial services the acceleration of economic integration
has put increased pressure on Switzerland. This phenomenon may be explained
by changes in actors’ preferences and strategies: on the one hand, banks have
shifted their activities from the traditional domain of lending and deposit-taking
to financial market activities (brokerage, underwriting, and portfolio manage-
ment). On the other hand, the Swiss government increasingly acknowledges that
Switzerland must adapt its regulatory system to changing external environments
in order to maintain the international competitiveness of the Swiss financial
market. Both self-regulation and banking secrecy have turned out to be strongly
resistant to institutional change but they are nevertheless shrinking pillars of
Switzerland’s political economy.
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The Regulatory Response of the European
Union to the Global Financial Crisis

Lucia Quaglia

Introduction

The global financial crisis that erupted full force in late 2008 challenged the ex-
isting architecture of financial services regulation and supervision. The Europe-
an Union (EU) was severely affected by the crisis, prompting an intense regula-
tory debate on the revision of existing rules and the adoption of new regulatory
measures in the EU. This chapter outlines the EU’s regulatory response to the
global financial crisis, asking whether it represents a major break from the past,
as might be expected following the most severe financial crisis since the Great
Depression, or whether it is an incremental adjustment.

The EU’s response to the global financial crisis is an important research
topic for three main reasons. First, the EU has devoted considerable efforts to
the completion of the single financial market in Europe following the Financial
Services Action Plan (FSAP) in 1999 (Commission 1999). After the Plan was
completed in 2004, it was agreed that there would be a “regulatory pause,” the
focus shifting to implementation and monitoring (Commission 2004). However,
in the aftermath of the global financial crisis, the EU has made a series of regu-
latory changes. Second, EU rules to a large extent provide the framework for
national regulatory changes in the member states. Third, the EU is one of the
largest jurisdictions in the world; it is increasingly active in shaping global finan-
cial rules in international forums, as argued in the section on “Reform of the
financial services,” and it is one of the main interlocutors of the United States
in the policy debate on this subject (Posner 2009).

This chapter begins with an overview of financial market integration and
regulation in the EU prior to the global financial crisis. The section that then
follows outlines the regulatory changes enacted or set in motion by the EU in the
aftermath of the crisis. The focus here is on the medium to long-term response,
hence primarily the legislative measures proposed or adopted by the EU, rather
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than its short-term crisis management measures. The next section provides an
overall assessment of the EU regulatory response to the global financial crisis,
teasing out the most prominent features and the main drivers of and the oppo-
nents to the EU regulatory reforms. It is argued that the reforms enacted by the
EU since 2008 constitute a series of incremental changes rather than path-break-
ing reform. The changes carried out were those that were politically feasible
given the compounded polity of the EU and the complex multi-level governance
of financial services, rather than “first best” solutions to the problems at hand.

An overview of financial market regulation in the EU prior
to the crisis

In the run up to the final stage of Economic and Monetary Union (EMU) and in
the first decade after the introduction of the euro, the pace of financial market
integration quickened and financial services governance underwent significant
changes in the EU. This process was driven by the Commission (Jabko 2000;
Posner 2005) and was actively advocated by an increasingly powerful trans-
national financial industry (Van Apeldoorn 2002; Bieling 2003; Migge 2010).
From the early 2000s onwards, the completion of the single financial market
was achieved through a set of legislative measures outlined in the FSAP. These
measures aimed mainly at maximum harmonization and focused primarily on
securities markets and insurance (Ferran 2004). Subsequently, attention shifted
to post-trading,' in particular payment services and clearing and settlement of
securities (Quaglia 2009). In the same period, new accounting rules were agreed
by the EU, basically adopting the international standards issued by the Interna-
tional Accounting Standards Board (IASB) (Leblond 2011; Véron 2007).

The completion of the single financial market was facilitated by the reform
of the framework for financial regulation and supervision in the EU in the early
2000s, when the so-called Lamfalussy reforms were enacted in banking, secu-
rities markets and insurance (Migge 2006; Quaglia 2007). Basically, the main
innovation introduced by the Lamfalussy reforms was the fact that implement-
ing measutes of level 12 financial services legislation were to be adopted by the

1 After a trade is complete, it goes through post-trade processing, whereby the buyer and the
seller verify the details of the transaction, approve it, exchange records of ownership, and
transfer securities and cash.

2 The Lamfalussy architecture was articulated across multiple institutional levels. At level 1, the
EP and the Council co-decided framework legislation (mainly directives) proposed by the Com-
mission. At level 2, the implementing measures (generally directives, less frequently regulations)
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Commission through the “comitology” process, which involved committees of
member state representatives (the so-called level 2 committees). Committees of
national regulators were established to advise the Commission on the adoption
of legislative measures (the so-called level 3 committees). They also had imple-
mentation tasks and could adopt non-legally binding standards and guidelines
(Coen/Thatcher 2008; Quaglia 2008). These committees were the Committee
of BEuropean Banking Supervisors (CEBS), the Committee of European Secu-
rities Regulators (CESR) and the Committee of Insurance and Occupational
Pension Supervisors (CEIOPS).

In the making of EU financial services regulations prior to the crisis, the
United Kingdom (Posner/Véron 2010) and the most competitive part of the
financial industry (Migge 2010) were highly influential for a variety of reasons.
To begin with, the United Kingdom and the United States hosted the main glob-
al financial centers and had a large financial industry, in particular when com-
pared to the rest of the economy (especially in the United Kingdom; Macartney
2010). Their policymakers therefore had widely recognized financial expertise
and were regarded as providing state-of-the-art regulation. Moreover, British
policymakers invested a considerable amount of technical and human resources
in order to shape the regulatory debate in the EU. Interviews conducted by the
author prior to the crisis suggest that British policymakers were on average very
well briefed about the financial dossiers under discussion in Brussels and eager
to lead the negotiations.

In addition, the United Kingdom and the United States hosted large banks
that had the resources to lobby policymakers domestically and internationally
(Baker 2010; Helleiner 2010). For example, the Basel Committee on Banking
Supervision (BCBS), which is the international standard-setting body in the
banking sector, consulted extensively on the so-called Basel II accord (BCBS
2004) that set international capital requirements for banks (see Goldbach/Ket-
wer in this volume). The Committee received more than 200 responses to its
consultation documents, two-thirds of which were from industry, mainly from
financial institutions located in the United States and the United Kingdom. The
European Commission also consulted on the incorporation of the Basel II rules
into EU legislation: the Capital Requitements Directive (CRD). In this case,
too, there was a large response from financial institutions located in the United
Kingdom.

of the level 1 framework legislation were adopted by the Commission through the comitology
process, which involved the so-called level 2 committees of member state representatives. At
level 3, the committees of national regulators (the level 3 committees) advised the Commission
on the adoption of level 1 and level 2 measures and adopted level 3 measures, such as non-
legally binding standards and guidelines.
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The reform of financial services regulation in the EU
after the crisis

A host of new regulatory initiatives were undertaken by the EU in the aftermath
of the global financial crisis, besides the short-term crisis management mea-
sures adopted in the midst of the turmoil (Quaglia et al. 2009). These changes
are summarized in Table 1, which outlines the list of new rules introduced or
substantially amended and their content. The EU’s actions that did not result in
“hard” legislative measures, such as recommendations on managers’ remunera-
tion (Commission 2009) and the communication regarding a new EU frame-
work for crisis management in the financial sector (Commission 2010), are not
examined because they are not legally binding.

Deposit and investor guarantee schemes

As far as banking is concerned, the global financial crisis brought into the spot-
light the inadequacy of the existing Deposit Guarantee Scheme (DGS) Direc-
tive, dating back to 1994. This directive set the minimum level of deposit pro-
tection schemes in the EU to 20,000 euros per depositor. When the crisis broke
out, the depositor protection coverage ranged from 20,000 euros in the new
member states and the United Kingdom to more than 100,000 eutos in Italy
and France. Moreover, uncoordinated decisions on deposit guarantees taken
by the member states worsened the crisis. The most notable case was that of
depositors in the United Kingdom who moved their money from British banks
to branches of Irish banks in the United Kingdom when Ireland unilaterally in-
troduced an unlimited deposit guarantee in October 2008. This caused a severe
draining of liquidity away from the British banks.

At the peak of the crisis, the Commission proposed legislative changes con-
cerning the DGS Directive. These changes, which were hastily agreed in 2009,
represented an emergency measure designed to restore depositors’ confidence by
raising the minimum level of coverage for deposits from 20,000 euros to 50,000
euros subsequently to 100,000 euros. The need for swift action meant that several
open issues were not tackled and hence the Directive contained a clause provid-
ing for a broad review of all aspects of DGSs. In July 2010, the Commission put
forward a legislative proposal on Deposit Guarantee Schemes for banks with
a view to addressing the remaining issues (Commission 2010b). As of August
2011, the negotiations between the Council and the EP had not been concluded.

The proposed directive contains measures for the harmonization of cover-
age and the simplification of arrangements for payout. The payout period is
reduced from three months to seven days. In order to facilitate the payout pro-
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Table 1

Overview of the EU’s regulatory response to the global financial crisis

Regulatory change in the EU:

- new rules introduced

— existing rules amended

— institutions established or reformed

Content of new or amended rules

Banking

Deposit Guarantee Scheme (DGS) directive
amended (October 2008)

Proposal for new DGS directive (July 2010)

Capital Requirements Directive (CRD) IlI
amended (2008-10)

CRD IV to be proposed in summer 2011,
following Basel Il (December 2010)

Minimum level of coverage for deposits
increased; payment time reduced

Harmonization of coverage and simplifi-
cation of payout

Higher capital requirements on trading
book and securitization; sound remunera-
tion practices

Redefinition of capital, higher capital
requirements, increase of risk weight for
certain assets, leverage ratio, liquidity
rules

Securities and investment funds

Proposal for Investor Guarantee Scheme
directive amendment (July 2010)

Regulation on Credit Rating Agencies
(CRAs) (May 2009)

Directive on Alternative Investment Funds
Managers (AIFMs) (October 2010)

Proposed regulation on OTC derivatives,
central counterparties and trade reposito-
ries (September 2010)

Minimum level of coverage for investor
increased; payment time reduced

CRAs compulsory registration and compli-
ance with rules concerning conflict of
interest and quality of rating

Legally binding authorization and su-
pervisory regime for all AIFM, European
passport for AIFMs

Reporting obligation for OTC derivatives
to trade repositories, clearing obligation
for standardized OTC derivatives through
CCPs, common rules for CCPs and trade
repositories

Accounting

Commission Regulation adopting
amended International Accounting
Standards (October 2008); see also
IASB revisions (October 2008)

IASB standards revision in progress

Fair value not applied to certain banks’
assets

Institutional framework for regulation and supervision

Directives on ESRB and ESFS (December
2010), following the de Larosiére Report
(February 2009)

Transformation of level 3 Lamfalussy
committees into European Authorities;
creation of a European System of Finan-
cial Supervisors at micro-prudential level
and of the European Systemic Risk Board
dealing with macro-prudential oversight
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cess in cross-border situations, the directive designates the host country DGS
as a single point of contact for depositors at branches in another member state.
The host country DGS would also be responsible for paying out on behalf of
the home country DGS. In the preparation of the directive, which would have
been legally binding for member countries, the Commission considered setting
up a single pan-European scheme. However, it soon realized that there were
complicated legal issues that needed to be examined and therefore the idea of
a pan-European DGS was shelved for the time being. A report examining this
issue will be presented by the Commission by 2014 (Commission 2010b).

The directive on DGS for banks (listed in Table 1) was part of a package on
guarantee schemes in the financial sector, which also comprised a review of in-
vestor compensation schemes (listed in Table 1) and a White Paper on insurance
guarantee schemes, all issued in July 2010. The Investor Compensation Scheme
Directive, dating back to 1997, established a minimum level of compensation in
cases where an investment firm was unable to return assets belonging to an inves-
tor. The Commission’s proposal for a revision of this Directive raised the mini-
mum level of compensation for investors from 20,000 euros to 50,000 euros per
investor. The payout time was reduced to up to nine months (Commission 2010c).

Whereas in banking and securities specific directives on guarantee schemes
had been adopted respectively in 1994 and 1997, this had not been the case in
insurance. Only a few member states have insurance guarantee schemes. With a
view to harmonizing consumer protection in this area, the Commission adopted
a White Paper on Insurance Guarantee Schemes that envisaged the introduc-
tion of a directive establishing compulsory insurance guarantee schemes in all
member states, subject to a minimum set of requirements (Commission 2010d).
The White Paper was subject to public consultation (still pending at the time of
writing in August 2011) with a view to a legislative proposal to be put forward
by the Commission at a later date.

Capital requirements for banks and investment firms

The main reform enacted in the banking sector concerned rules on capital re-
quirements. Prior to the crisis, international capital requirements were set by the
Basel 1T accord agreed by the BCBS in 2004 (BCBS 2004). In the EU, the main
elements of the Basel II accord had been incorporated into the CRD III° in
20006. Various revisions of the CRD were carried out in parallel with the inter-

3 The first CRD was issued in 1993, incorporating the Basel I accord into EU legislation; in
1998, the CRD 1I incorporated the amendments of the Basel I accord; and in 2006 the CRD
III incorporated the Basel I accord into EU legislation. Actually, what is generally referred to
as CRD I1I includes two directives: Directive 2006/48/EC relating to the taking up and pursuit
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national debate on this issue taking place in the BCBS. The revisions of the
CRD in 2009 and 2010 set higher capital requirements on the trading book and
re-securitizations; imposed stronger disclosure requirements for securitization
exposures; and required banks to have sound remuneration practices that did
not encourage or reward excessive risk taking (Commission 2009¢). The scope
of these changes, however, remained quite limited because a comprehensive
revision of the Basel II accord was pending. The Basel III accord was eventu-
ally signed in December 2010 (see Goldbach/Kerwer in this volume).

The EU was represented in the BCBS by the European Commission, albeit
with non-voting observer status, like the ECB. The central banks and the supervi-
sory authorities of the G20 members, including nine EU member states, were full
members of the Committee. Hence, the national authorities, as opposed to the
EU authorities (namely, the Commission), were in the driving seat in the negotia-
tions in Basel. An EU position, as such, was somewhat lacking, despite attempts
by the Commission to coordinate the positions of the Furopean members of
the Committee (confidential interviews, June—July 2011). The balance of power
shifted, however, once it was time to incorporate the Basel III accord into the
CRD 1V (discussed below), which was officially proposed by the Commission,
after several rounds of consultation with the national authorities and industry.

The negotiations of the Basel I1I accord were characterized by a division be-
tween, on the one side, the United States, the United Kingdom, and Switzetland,
which were keen to impose a stricter definition of capital as well as higher capi-
tal requitements (for more details see Goldbach/Kerwer in this volume). On
the other side, continental European countries — first and foremost, Germany,
France, and Italy — were reluctant to accept tighter rules. In part as a result of the
state-led recapitalization in the wake of the crisis, the main British banks were
relatively well capitalized when the Accord was negotiated. Hence they were
likely to have few problems in meeting the new capital requirements set by the
Basel IIT accord. By contrast, the banks in many continental European countries
were undercapitalized for a variety of reasons: a lower degree of state-led recap-
italization in the midst of the crisis, and other institutional features in place prior
to the crisis (as in the case of the public banks in Germany, see Hardie/Howarth
2009). Furthermore, the impact of stricter capital requirements on lending to
small and medium-sized enterprises was a major concern for continental Euro-
pean countries, which have a bank-based financial system, where banks provide
funding to the real economy. This was less of a concern for the Anglo-Saxon
countries that rely more on financial markets for corporate finance.

of the business of credit institutions and Directive 2006/49/EC on the capital adequacy of
investment firms and credit institutions.
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After the Basel III accord was agreed internationally, the process of incor-
porating it into EU legislation began in earnest. The main difference between
the Basel IIT and the proposed EU legislation are that the former is not a law,
but an international “gentlemen’s agreement” between supervisors and central
banks. Hence, it has to be transposed into EU (and national) law in order to
become legally binding. The Basel III accord applies to “internationally active
banks,” whereas EU legislation applies to all banks (more than 8,000), as well as
to investment firms in the EU. These differences had to be taken into account
when transposing the Basel 111 accord into EU law.

In July 2011, the Commission adopted a legislative package designed to re-
place the CRD III with a directive that governs access to deposit-taking activities
(Commission 2011b) and a regulation that establishes prudential requirements
for credit institutions (Commission 2011c) — this package is often referred to
as the CRD IV. After its approval, the proposed directive will have to be trans-
posed in the member states in a way suitable to their own national environment.
It contains rules concerning the taking up and pursuit of the business of banks,
the conditions of freedom of establishment and freedom to provide services,
and the definition of competent authorities. The directive also incorporates two
elements of the Basel III accord, namely the introduction of two capital buffers
on top of the minimum capital requirements: a capital conservation buffer iden-
tical for all banks in the EU and a countercyclical capital buffer to be determined
at national level. Capital requirements are instead set by the regulation which,
unlike the directive, will not have to be transposed by the member states and will
be immediately applicable.

The proposed EU rules contain prudential requirements for credit institu-
tions and investment firms. It covers the definition of capital, whereby the pro-
posal increases the amount of own funds that banks need to hold as well as the
quality of those funds. It introduces a Liquidity Coverage Ratio, the exact com-
position and calibration of which will be determined after an observation and
review period in 2015. It also proposes a leverage ratio subject to supervisory
review. Furthermore, the proposal set higher capital requirements for OTC de-
rivatives that are not cleared though CCPs. The use of a regulation which, once
approved, is directly applicable without the need for national transposition is
designed to ensure the creation of a single rule book in the EU. The regulation
eliminates one key source of national divergence. For example, in the CRD 111,
more than 100 national derogations (differences in national legislation transpos-
ing the EU directive) remained.

During the EU negotiations, some of the compromises controversially
reached in the BCBS unraveled. Hence the EU is an important arena for setting
capital requirements, but because of its implementation power rather than be-
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cause of its unitary action in the BCBS (as argued above, this was not the case).
For example, under the Basel IIT accord, capital instruments for companies that
can issue ordinary shares may comprise only “ordinary shares” that meet certain
strict criteria. The EU proposal does not restrict the highest quality form of
capital only to “ordinary shares.” However, it takes the same approach as the
Basel I1I accord by imposing the same strict criteria that any instrument would
have to meet to qualify as capital. This EU “adaptation” of Basel I1I rules was
required because non-joint stock companies such as mutuals, cooperative banks,
and savings institutions, do not issue ordinary shares (interviews, July 2011).

The European Parliament called for the taking into account of “European
specificities” in incorporating the Basel 111 rules into the CRD IV. Hence, MEPs
argued in favor of counting minority stakes towards equity capital, a looser defi-
nition of assets that could be included in liquidity buffers, and rules to ensure
that mutually owned and cooperative lenders (common in some continental
member states) were not disadvantaged. All these issues had caused friction
within the BCBS and were reopened during the EU negotiations of the CRD
IV. The EP was also keen to ensure an “international level playing field.” Of
particular concern was the fact that in the United States, the Basel III accord
would be applied only to internationally active banks, whereas the new rules will
be applied to all banks in the EU; the United States had not yet fully applied
Basel 11 (EP 2010).

Regulating credit rating agencies

In the securities sector, Credit Rating Agencies (CRAs) were singled out among
the main culprits of the crisis for failing to rate financial products properly
(Brunnermeier et al. 2009). They substantially overrated many complex secu-
rities created through the financial activity of securitization and were slow in
revising their ratings once market conditions deteriorated. The overgenerous
rating of securities was influenced by the strong competition between CRAs to
attract clients and by conflicts of interest because CRAs provided a variety of
other services to the potential issuers requiring rating. Hence, they had strong
incentives to be generous in their assessment of creditworthiness.

Prior to the crisis, CRAs were regulated internationally by a voluntary Code
of Conduct Fundamentals issued by IOSCO in 2004 (IOSCO 2004) and revised
in the wake of the crisis IOSCO 2008). The compliance of CRAs with the
Code had been monitored in the EU by the CESR which, ptior to the crisis, had
opposed the idea of specific EU rules for CRAs, opting in favor of the IOSCO
“soft” (non-legally binding) rules. After the crisis, the CESR issued a report on
CRAs (CESR 2008) which, like its previous report (CESR 2005), continued to
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support matket-driven improvement, considering the revised IOSCO Code as
the standard to regulate CRAs. A second report commissioned by the Commis-
sion by the European Secutities Markets Experts (ESME)* also warned against
the introduction of legislation in the EU. Echoing the concerns of the CESR,
the ESME concluded that,

Given the global nature of the business of CRAs and the existing US law, we have doubts as
to whether the development of a separate EU law would produce any particular benefits. We
think it is important that CRAs are subject to a global approach to their business [...] regula-
tory cooperation in this sphere is essential to avoid duplication of effort. (ESME 2008)

The French presidency of the EU in the second semester of 2008 implicitly
made EU legislation on CRAs one of its priorities. The European Council called
for a legislative proposal to strengthen the rules on credit rating agencies and
their supervision at EU level in October 2008 (Presidency Conclusion 2008).
Influential MEPs supported the regulation of CRAs in the EU. Indeed, the EP
produced two reports that discussed this matter (EP 2007, 2008). The (revised)
IOSCO Code provided the benchmark for the Commission’s draft regulation
on CRAs (Commission 2008a, b). However, the Commission argued that the
IOSCO rules needed to be made more concrete and be backed by enforcement.

CRAs initially opposed the idea of EU rules on rating. Subsequently, they
focused their lobbying activities on the amendment of certain parts of the pro-
posed legislation that were seen as too prescriptive, such as the requirements
that regulators should gather information about the model used by CRAs, the
quality of people employed and so on. This criticism was also shared by coun-
tries that have traditionally been in favor of light touch, principle-based regula-
tion, as evidenced by the response to the Commission’s consultation from the
British Treasury, the Swedish Finance Ministry, the Finnish Finance Ministry as
well as the main CRAs, namely Standard & Poor’s, Moody’s, Fitch, and AM Best.

The regulation on CRAs was agreed relatively quickly by the EU in less than
a year. According to the new rules, all CRAs whose ratings are used in the EU
need to apply for registration there and have to comply with rules designed to
prevent conflict of interest in the rating process and to ensure the quality of
their rating methodology and ratings. CRAs operating in non-EU jurisdictions
can issue ratings to be used in the EU provided that their countries of origin
have a regulatory framework recognized as equivalent to the one put in place by
the EU, or that such ratings are endorsed by an EU-registered CRA (Council of
Ministers and European Parliament 2009b).

4 This group was set up in 2006 to advise the Commission on European securities markets legis-
lation. Its members come mainly from the financial industry.
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The issue of equivalence was particularly controversial. Many policymakers
(the EP was vocal on this, see EP 2008, 2009) felt that a mechanism was needed
to recognize third-country regulation of CRAs as “equivalent” to the EU, with a
view to facilitate the use in the EU of the ratings issued by CRAs located outside
the EU. After extensive lobbying, first and foremost by the British authorities,
who were worried about the negative effects that this could have for the finan-
cial instruments traded in the City of London, the regulation agreed in April
2009 contained provisions for an equivalence mechanism to be operated by the
Commission.

In the end, some concerns remained as to whether the EU rules were fully
in line with the IOSCO Code and the US legislation on CRAs, which was also
revised in the wake of the crisis. This is an important issue because the main
CRAs operating in the EU are headquartered in the United States and are there-
fore subject to US law. At the same time, the EU rules on equivalence could have
implications for regulation in the United States. The main difference between
the IOSCO Code and the US and EU legislation is that the former is not (nor
could it be) legally binding, whereas US and EU laws are legally binding. The
US and EU laws prescribe distinctive processes of registration for CRAs in
their respective jurisdictions, unlike the IOSCO rules, which do not envisage the
registration of CRAs.

In June 2010, the Commission proposed an amendment of the regulation
on CRAs adopted in 2009. Since ratings issued by a CRA can be used by finan-
cial institutions throughout the EU, the Commission proposed a more central-
ized system for supervision of CRAs, whereby the newly created European Se-
curities and Markets Authority was entrusted with exclusive supervisory powers
over CRAs registered in the EU, including European subsidiaries of US head-
quartered CRAs, such as Fitch, Moody and Standard & Poor. The ESMA was
given powers to request information, to launch investigations, and to perform
on-site inspections. The amended Regulation was adopted by the Council and
the EP in May 2011 (Council/EP 2011). In the summer 2011, the downgrading
by the (mainly US-headquartered) CRAs of the government bonds in the coun-
tries directly hit by the sovereign debt crisis gave new momentum to the debate
on the creation of the European rating agency, a proposal that was put forward
by the EP (2011).

Regulating alternative investment fund managers

Prior to the financial crisis, in policy discussions in international forums, two dif-
ferent approaches could be detected concerning the regulation of hedge funds:
one in favor of regulation, sponsored by Germany and France, and one resisting
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regulation, championed by the United States and the United Kingdom (Fioretos
2010). During preparations for the April 2009 G20 summit, the split over how
to regulate hedge funds re-emerged. Several European countries, led by France
and Germany — as suggested by the Sarkozy’s and Merkel’s joint letter (2009) —
with the support of Italy, pushed for a tougher regulatory regime for hedge
funds and wanted the funds to be overseen similatly to banks. By contrast, the
US and UK authorities favored more disclosure over more regulation (Wall Street
Journal, March 14, 2009). The G20 agreed “to extend regulation and oversight to
all systemically important financial institutions, instruments and markets. This
will include, for the first time, systemically important hedge funds” (G20 2009).
This was seen as a victory for the continental call for hedge fund regulation.

The attempt to regulate hedge funds in the EU was given new momentum
by the financial crisis (for a more comprehensive account, see Woll in this vol-
ume). In June 2009, the European Commission presented its proposal for the
draft directive on AIFMs, which included managers of hedge funds, private eq-
uity funds and real estate funds, hence covering quite a broad range of financial
entities. After intense lobbying from industry, the United States and the United
Kingdom, the draft directive was partly revised duting the Swedish presidency®
of the EU in the second semester of 2009. The main opponents of the directive
on AIFMs were the UK and the hedge fund industry, which is based mainly in
London. During the consultation phase, they opposed the prospect of EU rules
on hedge funds. Once the directive was proposed by the Commission, they fo-
cused their criticisms on certain provisions of the draft directive. In the EP, the
Socialists called for hedge fund regulation before and after the financial crisis.

An agreement between the Council of Ministers and the EP was eventu-
ally reached in late October 2010, and the directive is due to enter into force in
2013. It introduces a legally binding authorization and supervisory regime for
all AIFMs in the EU, irrespective of the legal domicile of the alternative invest-
ment funds managed. Hence, AIFMs will be subject to authorization from the
competent authority of the home member state and to reporting requirements
of systemically important data to supervisors. The directive sets up a European
passport for AIFMs. Hence, an AIFM authorized in its home member state will
be entitled to market its funds to professional investors in other member states,
which will not be permitted to impose additional requirements (Council of Min-
isters and European Parliament 2011).

5 Sweden has a significant private equity industry, hence it was seen as having a vested interest in
the revision of the text of the Directive.
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Regulating over-the-counter derivatives

Prior to the global financial crisis, a large number of derivatives were traded
over-the-counter (OTC), not through stock exchanges, and were not cleared
through central counterparties (CCPs). Derivatives trading on stock exchanges
increases transparency and central counterparties reduce counterparty risk (that
is, the risk of default by one party to the contract), so that the default of one
market participant would not cause the collapse of other market players, thereby
putting the entire financial system at risk. The OTC derivatives comprise a wide
variety of products (interest rates, credit, equity, foreign exchange and commod-
ities) with various characteristics. They are used in a variety of ways, including
for purposes of hedging, investing, and speculating. OTC derivatives account
for almost 90 percent of derivatives markets. The default of Lehman Brothers
and the bail out of AIG highlighted the need to obtain more reliable informa-
tion on what goes on in the OTC derivatives market, which in the past remained
outside the perimeter of regulation.

In September 2009, the G20 Pittsburgh Summit agreed that “all standard
OTC derivative contracts should be traded on exchanges or electronic trading
platforms, where appropriate, and cleared through central counterparties by
end-2012 at the latest.” Furthermore, they acknowledged that “OTC derivative
contracts should be reported to trade repositories and that non-centrally cleared
contracts should be subject to higher capital requirements” (G20 2009). In the
United States, this issue was dealt with in the Dodd-Frank reform package. The
EU moved almost in parallel with the United States. The EP issued a resolution
on June 15, 2010 on “Derivatives markets: future policy actions” (EP 2010),
which called on the Commission to “use a differentiated approach to the many
types of derivative products available, taking account of differing risk profiles,
the extent of usage for legitimate hedging purposes, and their role in the finan-
cial crisis.” It also called for a “ban on CDS transactions [...] which are purely
speculative.” The Commission issued a series of communications on this mat-
ter, arguing that there had been “a paradigm shift away from the traditional view
that derivatives are financial instruments for professional use and thus require
only light-handed regulation” (Commission 2009f). Commissioner Barnier also
stressed the importance of EU-US convergence on the regulation of deriva-
tives markets.

In September 2010 the European Commission proposed a regulation on
OTC derivatives, CCPs, and trade repositories. This measure, which at the time
of writing (August 2011) is under discussion, envisaged reporting obligations
for OTC derivatives to trade repositories; clearing obligations for standardized
OTC derivatives through CCPs; and common rules for CCPs and trade reposi-
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tories. To be authorized, a CCP would have to hold a minimum amount of
capital. Trade repositories would have to publish aggregate positions by class
of derivatives, offering market participants a clearer view of the OTC deriva-
tives market. The European Securities and Markets Authority (ESMA) would be
responsible for the surveillance of trade repositories and for granting and with-
drawing their registration. In order to be registered, trade repositories must be
established in the EU. However, a trade repository established in a third country
can be recognized by ESMA if it meets a number of requirements designed to
establish that such a trade repository is subject to equivalent rules and appropti-
ate surveillance in that third country. Interestingly, the regulation also foresees
the need to conclude an international agreement to that effect and stipulates that
if such an agreement is not in place a trade repository established in that third
country would not be recognized by ESMA. CCPs in third countries would be
able to operate in the EU subject to equivalence clause (Commission 2010e).

Prior to the crisis, the United Kingdom and the United States had opposed
any regulation of detivatives markets (Helleiner/Pagliari 2010). After the cti-
sis, when the Commission consulted on the proposed regulation on derivatives,
the UK authorities raised objections to forcing “standardized” OTC derivatives
contracts into clearing houses, whereas the Nordic countries were critical of
measures contained in the regulation designed to prevent short selling (Financial
Times, December 17, 2009), a feature that was strongly supported by France and
Germany.®

Acconnting standards

As far as accounting is concerned, the crisis reopened the never settled divide
between the (mainly Anglo-Saxon) supporters of mark-to-market accounting,
and those criticizing it, primarily in continental Europe (Donnelly 2010; Posner
2010). It also reopened the debate on the governance of the IASB. The EU
partly succeeded in its long-standing goal of increasing its influence in the gov-
ernance of the IASB, whereby the Commission was given observer status in the
newly created Monitoring Board of the IASB (for a more detailed account see
Lagneau-Ymonet/Quack in this volume).

As a response to the crisis, the EP, the Commission, and policymakers in
France and Germany urged the IASB to limit the use of mark-to-market ac-
counting (N6lke 2010). The IASB waived its due process procedures and
amended its standards, allowing banks to reclassify financial instruments from
the trading book (subject to mark-to-market valuation) to the banking book

6 Germany unilaterally and controversially banned short selling as the crisis unfolded.
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(subject to historical costs). Shortly afterwards, the Commission endorsed the
amended standards (Commission 2011a). Other amendments concerning the
valuation of collateralized debt obligations and impairment rules were under-
taken by the IASB following its due process, but with strong political pressure
from the EU authorities.” Despite having urged the IASB to amend its stan-
dards, once the IASB did so, the Commission did not approve them. Reportedly,
this was due to the resistance of French, German, and Italian banks and politi-
cians in these countries to the new rules, which would have led to significant
losses in their derivative portfolios (Bengtsson 2011).

Reforming the institutional framework for regulation and supervision

The global financial crisis triggered the reform of the EU framework for finan-
cial regulation and supervision. The crisis revealed the weaknesses of existing
macro-prudential oversight in the EU and the inadequacy of nationally-based
supervisory models in overseeing integrated financial markets with cross-border
operators. It exposed shortcomings in the consistent application of Commu-
nity law (the lack of a European rule book), as well as insufficient cooperation
between supervisors in exchanging information and in crisis management (de
Larosiere Group 2009). In 2009, a group of high level practitioners and financial
experts, chaired by the former governor of the Banque de France, produced a
report on the issue, which was named after the chair of the group. Building on
the de Larosicre Report, in September 2009, the Commission put forward a se-
ries of legislative proposals for the reform of the micro- and macro-prudential
framework for financial supervision in the EU. The Commission proposals were
eventually agreed by the Council and European Patrliament in autumn 2010 and
were implemented in early 2011.

The main institutional innovations were the establishment of the European
Systemic Risk Board, its chair to be elected by and from among the members of
the General Council of the ECB and in charge of monitoring macro-prudential
risk; the transformation of the so-called level 3 Lamfalussy committees (dis-
cussed in the second section on the overview of financial markets) into inde-
pendent authorities with legal personality; an increased budget and enhanced
powers. The newly created bodies — namely the European Banking Authority,
the European Insurance and Occupational Pension Authority, and the Euro-
pean Securities Markets Authority — were charged with the tasks of coordinat-

7 For example, the Commission wrote several letters to the IASB on this issue, to which the IASB
responded. The Chair of the IASB also appeared before the Council of Ministers to discuss the
matter.
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ing the application of supervisory standards and promoting stronger coopera-
tion between national supetvisors.® Nonetheless, the new agencies have limited
competences and it remains to be seen whether they will be able to regulate the
financial sector effectively.

In the negotiations on these institutional reforms, disagreements arose in
the Council and between the Council and the EP concerning the powers of
the newly created bodies, as well as the role of the EP in the proposed archi-
tecture. In the Council, there were (mainly British) concerns about giving the
new authorities powers over national regulators and the possibility of supervis-
ing individual financial cross-border institutions (Eurgpean 1/vice, March 4, 2009;
April 6,2009). Besides the United Kingdom, Ireland and Luxemburg were also
reluctant to transfer powers away from national supervisors to bodies outside
their borders (Financial Times, March 20, 2009; Buckley/Howarth 2010). More-
over, the UK government was reluctant to grant decision-making powers to
EU-level bodies while public funds to tackle banking crises came from national
budgets. To this effect, Gordon Brown, the British Prime Minister, secured a
guarantee that the new supervisory system would not include powers to force
national governments to bail out banks. The United Kingdom also stressed that
the EU’ supervisory architecture should fit in with global arrangements and
should support the development of “open, global markets” (Darling 2009).
That said, a number of member states, particularly those with large financial
centers — namely the United Kingdom, France, and Germany — favored the
limited reform approach and were hesitant about transferring substantive power
to the EU level (Buckley/Howarth 2010). This led to a significant reduction in
the scope of the Commission proposals during the negotiations in the Council.

By contrast, the EP argued that the Commission’s proposals did not go far
enough and was adamant that the powers of the ESAs should be safeguarded
and its own oversight role enhanced. Hence, the EP called for the strengthening
of the financial and human resources available to the ESAs. It also called for
the presidency of the ESRB to be given to the president of the ECB, so as to
augment the authority of this newly created body. MEPs inserted provisions to
enable the ESRB to communicate rapidly and cleatly. They defended the pow-
ers of ESAs to take decisions that are directly applicable to individual financial
institutions in cases of manifest breach or non-application of law, and where
there is disagreement between national authorities. The EP was keen for the
ESA to be able to temporarily prohibit or restrict harmful financial activities or

8 The Commission also proposed a directive amending the existing directives in the banking,
securities and insurance sectors and a Council Decision entrusting the ECB with specific tasks
in the functioning of the ESRB.



THE RESPONSE OF THE EUROPEAN UNION TO THE GLOBAL FinaNciaL CRISIS 187

products already covered by specific financial legislation or in emergency situa-
tions (Financial Times, July 2010). On all these issues, the EP was able to get what
it wanted.

The question of which authority (the Council, the EP and the Commission)
has the power to call an emergency in the EU’s banking sector was a major point
of contention. However, in the end the Council — hence national governments
— retained the sole power to declare a crisis. The EP was also unsuccessful in
arguing that the three authorities should be located in the same city, Frankfurt,
for efficiency reasons (EurActive 2010). However, they secured the inclusion of
a review clause requiring the Commission to report back every three years on
whether it is desirable to integrate the separate supervision of banking, securi-
ties, pensions, and insurance; on the benefits of having all the ESAs headquar-
tered in one city; and on whether the ESAs should be entrusted with further su-
pervisory powers, notably over financial institutions with pan-European reach.
As far as accountability is concerned, the EP was given the power to veto the
appointment of ESA chairs. Indeed, in February 2011 the EP postponed its
decision on the proposed candidates for the European supervisory authority
chairmen on the grounds that it needed more guarantees from the Commission
and the member states regarding the independence of all senior executives of
the authorities, appropriate budgetary and human resources, and an improved
personnel selection procedure. Moreover, the ESRB President is to keep the
chair and vice-chairs of the EP’s Economic and Financial Affairs Committee
updated on ESRB activities through confidential discussions.

An overall assessment

In the aftermath of the worst financial crisis since the 1930s, the EU embarked
on a significant revision of its financial services regulation. It is not easy to eval-
uate regulatory reform in the EU (as elsewhere) in the wake of the crisis. Ana-
lytically, it is difficult to identify measurement standards or benchmarks against
which to assess such a reform. Practically, many of the new measures adopted
have still to enter into force. Hence, necessarily, this assessment is provisional.
Three main features of the regulatory measures adopted or officially pro-
posed by the EU stand out. First, the reforms enacted either regulated activi-
ties or financial institutions that were previously unregulated in the EU and its
member states (CRAs), or at the EU level (AIFMs), or at the national, EU and
international level (OTCDs). In other instances, they imposed heavier, more
prescriptive and more burdensome requirements on financial entities that were
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already regulated prior to the crisis, as in the case of higher capital requirements
for banks and new liquidity management rules (Basel III), or they put in place
more substantial protection for depositors (the DGSD). That said, several key
controversial issues, such as the problem of financial institutions too big to fail’
and the management of cross-border banking crises, were not addressed, even
though the Commission is likely to come forward with proposed legislation on
an EU framework for crisis management in the financial sector later in 2011
(Commission 2011a).

Second, although with some notable exceptions, the new or amended rules
were generally resisted by the UK, Ireland, Luxemburg, and a variable mix of
Nordic countries, depending on the specific legislative measures under discus-
sion, as well as by the actors representing the country (head of state, minister,
ambassador). These were the main members of what Quaglia (2010a, b) identi-
fied as the “market-making” coalition, which prior to the financial crisis called
for a market-friendly approach to financial regulation in the EU. The market
players primarily affected by the new or revised rules, such as CRAs and AIFMs,
initially resisted the proposed rules. Subsequently, they engaged in intense lobby-
ing with a view to having the proposed rules amended on the grounds that they
would be over-prescriptive and costly to implement, creating potential regulato-
ry arbitrage vis-a-vis countries outside the EU. This argument was also used by
banks that lobbied on certain aspects of the Basel 11T Accord and the CRD IV.
The concern about international “regulatory arbitrage” has traditionally been
at the forefront of British policymakers’ minds, given the fact that London is a
leading financial center which hosts many non-British owned financial institu-
tions and successfully competes with other financial centers worldwide to attract
business (interviews, London, May 2007; July 2008).

A somewhat special case was the revision of the Basel IT Accord, which re-
sulted in the Basel IIT Accord, as well as the parallel revisions of the CRD. De-
spite the fact that banking regulation and integration is fairly advanced in Eu-
rope (the first banking directive dates back to 1977), the EU was deeply divided
in the negotiations on the Basel III accord. The United Kingdom favored strict
new rules on capital requirements, whereas France, Germany, and Italy called
for “softer” rules and a longer transition period. As explained in the third sec-
tion on the reform of financial services, this had much to do with domestic
political economy considerations related to the existing low level of bank capital
and the banking—industry link on the Continent.

9 Shortly before the Bank of England took over banking supervision, Governor Mervyn King
controversially called for the breaking up of the big banks. He also remarked that “if a bank is
too big to fail [...] it is simply too big” (The Guardian, June 17, 2009).
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By and large, the new or revised rules, as well as the reshaped institutional
framework were actively sponsored, or at least strongly supported, by France,
Germany, Italy, Spain, and the EP (especially, the Socialist groups). These were
the members of what Quaglia (2010a, b) identified as the “market-shaping”
coalition which was active in the making of EU financial regulation well be-
fore the financial crisis. The proposed EU measures were seen as necessary to
safeguard financial stability and protect investors. Some of the proposed rules,
such as those concerning AIFMs, CRAs and OTCDs, also embodied the deeply
ingrained Continental dislike of “casino capitalism” (Strange 1997), which was
seen as serving the fortunes of the City of London (interviews, Berlin, April
2008; Paris, July 2007; Rome, December 2007; Madrid, March 2009; Lisbon,
November 2008).

In the main continental countries, unlike in the United Kingdom, there was
limited concern over potential international regulatory arbitrage, or rather they
were keen for the EU to act as a pace-setter in international financial regulation.
In their response to the Commission’s consultation on the proposed measures,
many respondents — notably France and Germany — argued that “Europe should
play an instrumental role in shaping a global regulatory regime” and that “an EU
framework could serve as a reference for global regulation” (Commission 2009b:
8). Although, in the end, those resisting the new rules or parts of their content
did manage to have the original legislative proposals amended, the very fact that
the rules were proposed in the first place suggests that the balance of regulatory
power has shifted in favor of a less market-friendly regulatory approach, which
has at least temporarily gained ground in the EU (for a similar argument, see
Posner/Véron 2010).

Internationally, the EU and the main member states have often played an
important role in the debate on the reform of financial regulation. During the
French presidency of the EU in the second semester of 2008, Nicolas Sarkozy
argued that the G8 should be enlarged to include emerging economic powers
such as Brazil, China, India, Mexico, and South Aftica (Sarkozy 2008). In Oc-
tober 2008, the French President, accompanied by Commission President José
Manuel Barroso held a meeting with US President George W. Bush, paving the
way for the first summit of G20 leaders in Washington, DC in November 2008
(Hodson 2010). Since then, G20 Summits have been held in London and Pitts-
burgh in 2009, and in Toronto and Seoul in 2010. With the backing of the EU,
the G20 has de facto replaced the G7 and G8 as the most important forum for
international economic and financial cooperation.

Prior to the G20 summits, the EU attempted to coordinate its positions
internally. For example, prior to the G20 summits in Washington and Pitts-
burgh the Council issued an “agreed language” (Council 2008, 2009b). The EU
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also agreed on a (rather general) set of priorities prior to the G20 summit in
London (Council 2009a). These meetings at the EU level were often preceded
by bilateral or multilateral meetings of the main member states, in which the
Franco-German alliance was prominent. Prior to the G20 summit in London,
the French President and the German Chancellor sent a joint letter to the presi-
dency of the EU, outlining their priotities for the G20 in London (Satkozy/
Merkel 2009). At that summit, several EU priorities were achieved. The decision
to enhance the oversight of systemically-important hedge funds and credit rat-
ing agencies met European demands. The most overt success for France and
Germany was the G20 stance on tax havens, even though the issue had not been
included in the EU agreed language. There was no commitment to additional
fiscal stimulus, which was vetoed by Germany, but supported by the United
Kingdom and the United States. The United Kingdom, however, supported and
achieved an increase in the IMP’s financial resources. At the G20 in Pittsburgh
the EU, France, and Germany in particular, called for and partly achieved rules
on bankers’ bonuses and exit strategies from fiscal stimuli (Hodson 2010).
With the exception of the Basel III Accord negotiated by the BCBS and
accounting standards set by the IASB, the EU did not wait for international ac-
tion and acted as a (limited) reform promoter in its own right. The regulation
on CRAs is much more prescriptive than the IOSCO code, and so is the AIFM
directive, whereas the report produced by IOSCO on hedge funds was not even
able to agree on whether hedge funds or funds managers should be regulated.
The issue of DGS was also discussed by the IMF; however, the EU issued
legally binding legislation. At the G20 meetings, the EU and its member states
often called for regulatory reforms, even if at times there were different priori-
ties among the European members of the G20, as in the case of the tax havens.
Third, the pace of reform was somewhat piecemeal in the EU. This has
partly to do with the interlocking mechanisms of policymaking in the EU, where
there are several veto players. The main agenda-setter of the reform efforts
was the Commission, which is the only body that can officially propose legisla-
tion in the EU. Of course, the Commission did so after consulting the mem-
ber states informally and after holding open public consultations. In certain
cases the Commission was spurred to act by initiatives of the EP, as in the case
of CRAs, and by the market-shaping member states, as in the case of AIFM.
The Council and the EP were the main decision-makers because they had the
power to adopt or amend the legislation proposed by the Commission. Often,
the member states had different priorities and they were worried about poten-
tial regulatory arbitrage with jurisdictions outside the EU. Lobbying from the
financial industry, which was keen to limit the extent of regulatory change at the
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national, EU, and international levels, watered down the proposed reforms in
some cases, such as AIFM.

What is perhaps most remarkable in the politics of financial services regula-
tion in the EU after the crisis is the political salience that the previously obscure
topic of financial regulation has acquired. Prior to the crisis, financial regulation
in the EU was mainly a “technical” policy area: there was very limited involve-
ment of politicians and it was of marginal interest to the wider public. It was,
however, an arena where the competing interests of the member states and the
financial industry played out. After the crisis, heads of state and government,
such as Sarkozy and Merkel, became interested in financial regulation, at times
adopting populist stances to appease public opinion.
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The Defense of Economic Interests
in the European Union: The Case of
Hedge Fund Regulation

Cornelia Woll

Introduction

After an initial shock caused by its inability to provide a collective response to the
financial crisis, the European Union (EU) reacted by drawing up an impressive
list of regulatory initiatives (see Quaglia in this volume). The roadmap ranges
from financial supervision to the regulation of financial services, covering areas
such as capital requirements, deposit guarantee schemes, bank remuneration and
credit rating agencies. While some seemed to provide rather technical solutions
to problems that were unveiled by the crisis, other proposals were accused of
being politically motivated and driven by a pro-regulatory agenda. The financial
crisis, the argument went, gave momentum to member states in favor of tighter
supranational regulation and disfavored countries with a more light touch ap-
proach to financial regulation (Quaglia 2011). In addition, it provided European
institutions with an opportunity to seize power and expand their activities, even
when there was no direct need for supranational intervention.

The regulation of hedge funds through the so-called Alternative Investment
Fund Managers (AIFM) directive adopted in November 2010 seems to be em-
blematic of this development. Highly politicized, the member state negotia-
tions, that lasted for 18 months, pitted most notably France against the United
Kingdom. Since even the Commission’s original proposal acknowledged that
hedge funds were not responsible for the financial crisis (European Commission
2009b: 3), the battle seemed to represent an ideological commitment to suprana-
tional regulation on the one hand, and national autonomy and a continued lack
of intervention on the other.

Should one conclude that the AIFM directive arose from mere opportun-
ism, from politicians exploiting the momentum of the financial crisis to drive
a pro-regulatory agenda? Did ideologically driven governments instrumentalize
the turmoil to attack the suspect industry, all the more because only the UK had
considerable economic interests at stake? What explains the regulation of hedge
funds in 2010 if they are not directly linked to the financial crisis as some argue?
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This chapter counters analyses of European politics that center on ideo-
logical battles. By unpacking the positions of the French, British and German
governments in the particularly heated debate over hedge fund regulation, I will
demonstrate that each defended the interests of their industries, even those that
appeared not to have very visible economic stakes. We tend to assume that busi-
ness interests and the influence of the financial stakeholders are more effective
in technical debates, where they benefit from “quiet politics” and the reduced
accountability of politicians (Culpepper 2011). However, even in areas of high
political salience, business interests can influence the course of European ne-
gotiations.

Yet the links between industry and government positions are often surpris-
ing and do not neatly reflect the distribution of economic stakes in a given
country. Most importantly, which industries are most successful in influencing
the government depends on how their demands fit the government agenda on
financial regulation. In the case of hedge fund regulation, I will show that busi-
ness influence hinged centrally on its importance to an overarching political
objective: a Franco-German alliance on regulatory reform that went well beyond
the issue of hedge fund regulation.

In theoretical terms, European negotiations are thus neither driven by eco-
nomic interests only, as liberal intergovernmentalism assumes (see Moravcsik
1998), nor are they determined entirely by paradigmatic changes or the activism
of the supranational institutions, which try to expand their activities. The fol-
lowing account emphasizes the strategic interplay of some business interests at
the domestic level with the geopolitical strategies of governments at the supra-
national level.

The empirical account draws on qualitative interviews with industry repre-
sentatives and policymakers in Brussels and the member states between Decem-
ber 2009 and May 2011, as well as primary documents, such as legislative and
policy documents and industry briefs.! The chapter is divided into four patts.
The first partlays out the history and context of hedge fund regulation prior to
the EU’s recent regulatory initiative. The second part, “Economic interests in
European alternative investment,” discusses the lobbying efforts and industry
stakes in the member states that most actively influenced the discussion. The
fourth part, “Geopolitical stakes and the Franco-German alliance,” moves to
the intergovernmental level to explain the issue linkage and alliances that were

1 Interviewees included officials from the European Commission, members of the European
Parliament, representatives of member state governments and regulatory authorities, industry
associations and lobbyists representing the affected sectors, as well as a public official from the
US Securities and Exchange Commission.
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at stake. I conclude by discussing how these two levels became linked and why
they explain the final outcome of the negotiations, and lay out the lessons of
this case study for the general examination of business—government relations.

A short history of hedge fund regulation

Hedge funds are investment vehicles that are notoriously difficult to define,
but they generally refer to highly leveraged funds open only to wealthy or in-
stitutional investors who pay a performance fee to the fund’s manager. Using
a variety of investment methods, they tend to hold both long and short posi-
tions, where investment in supposedly overvalued securities is counterbalanced
by investment in undervalued securities. Such strategies should rather be termed
“leveraged speculation,” which is the opposite of how the term “hedging” is
traditionally used in finance (Edwards 1999: 189).

Hedge funds have developed in particular in countries where securities mar-
kets occupy a central role, most importantly the United States and the United
Kingdom.” In both these countties, the regulation of hedge funds has tended to
be through indirect regulation. Rather than imposing registration or disclosure
requirements on the hedge funds themselves, regulation applied to the counter-
parties. In the United States, hedge fund managers were explicitly exempt from
the oversight of the Securities and Exchange Commission (SEC) until recently,
while British managers had to be accredited by the Financial Service Author-
ity. In continental Europe, hedge funds were most often directly regulated, in-
cluding registration, disclosure, and reporting requirements. In Germany, hedge
funds, or more specifically the investment techniques they employed, were even
prohibited until 2004. By comparison to the United States and the United King-
dom, the French and German hedge fund sector remains negligible (see IOSCO
2009; see Fioretos 2010).

Nevertheless, over the course of the late 1990s and 2000s, hedge funds be-
came an issue of public debate and underwent some scrutiny from international
bodies, in particular the International Organization of Securities Commissions
(IOSCO) and the Financial Stability Forum (FSE, later renamed the Financial
Stability Board, FSB), which both issued a series of principles, guidelines, and rec-
ommendations (cf. IOSCO 2009: 39). Even though the indirect supervisory ap-

2 The fund itself is a legal entity distinct from its manager and can be domiciled in another
country. Most often hedge funds are registered in offshore financial centers, which attract funds
through tax exemptions or low regulatory requirements.
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proach remained in place, public authorities and industry in the United States and
the United Kingdom moved to set up a credible self-governance regime in order
to avoid further regulation. In the United Kingdom, the industry created a Hedge
Fund Working Group (HFWG) in order to develop an industry-based code and
the London-based Alternative Investment Management Association (AIMA) also
issued a seties of recommendations IOSCO 2009: 40; Fioretos 2010).

Simultaneously, the European Central Bank became involved in the issue of
systemic risks posed by hedge funds and the European Union began working on
two directives in the early 2000s that touched directly on the operation of hedge
funds. First, it continued revising a directive for collective investment schemes,
such as mutual funds, the directive for Undertakings for Collective Investment
in Transferable Securities (UCITS). UCITS are investment funds available to
retail customers — that is, the general public — rather than to large institutional in-
vestors. These mutual funds obtained a European passport through the UCITS
directive, originally adopted in 1985, which continued to be revised throughout
the 2000s in order to remove bartiers to cross-border trade and specify the con-
ditions of their operation. Second, the EU drew up a new directive on investor
protection in 2004, the Markets for Financial Instruments Directive (MiFID),
which also touched upon certain requirements for alternative investment. But
hedge funds were still largely left outside the reach of these initiatives and the
European Parliament in particular pressed for tighter regulation of hedge funds
and private equity, most notably through the Rasmussen report and the Lehne
report in 2008 (see Lutton 2008).

The financial crisis moved the salience of the issue up to a new level (Fiore-
tos 2010; Quaglia 2011). After two decades of simple guidelines and codes of
conduct, members of the G20 declared at the London summit in April 2009
that they intended to strengthen financial regulation and to extend it to sectors
that were previously not covered, including “for the first time, systematically
important hedge funds” (G20 2009: 4).

In parallel, the European Commission published a proposal for the regula-
tion of hedge funds and private equity firms with the intention of imposing
registration and disclosure on all funds previously left outside the UCITS direc-
tive of 1985. Despite the preceding consultation the Commission had launched
and despite the staunch opposition of a substantial part of the industry to the
regulatory ambitions, the proposal insisted on the need for a harmonized di-
rect regulatory regime to apply across Europe (European Commission 2009a,
2009b). Specifically, the Commission proposed that all alternative investment
fund managers operating in the European market should require authorization
and oversight according to commonly defined principles. In exchange, managers
authorized to operate in one member state would obtain a “European passport”
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that enables them to operate anywhere in the European market without having
to apply for additional authorization in the respective countries. Significantly,
this passport would also be available for managers of funds domiciled in coun-
tries outside the EU.

The proposal, which was produced in record time, according to most ob-
servers, created an outcry on all sides. The investment industry and representa-
tives from liberal market economies such as the United Kingdom and Ireland
complained about the costly regulatory requirements and some even entirely
rejected the proposal. Observers from pro-regulation countries were concerned
about the scope of the directive and feared the consequences it would have
for the access of funds from off-shore financial centers to the European mar-
ket. In the intensive negotiations that followed in the European Council and
Patliament, substantial revisions were introduced and several times the discus-
sion risked breaking down entirely. In the Council, member states defended
their national traditions, while party groups and other stakeholders tried to pro-
pose amendments in the European Parliament. During the following eighteen
months, representatives from the Commission, the Council, and the European
Parliament met in eighteen trialogues before jointly reaching an agreement on
October 26, 2010. Between the initial proposal and the final agreement, the Eu-
ropean Parliament most notably had tabled 1,690 amendments, a record number
which testifies to the contestation and incompleteness of the initial draft pro-
posal (Serrouya 2010). The following sections analyze the different positions
and study the evolution of negotiations.

Economic interests in European alternative investment

Understanding the stakes and the evolution of the regulatory efforts requires a
study of the interests and coalitions within the EU that led to the current regula-
tory framework. It is therefore important to examine in which countries the af-
fected industries were located and how they developed their lobbying strategies.

Stakeholders within and beyond the hedge fund industry

The hedge fund industry is divided into several stakeholders: investors, the fund
itself, the managers/advisors of the fund and the ptime broker/dealers who pro-
vide lending to support leverage and facilitate short selling, but also clearing and
settlement of trades, and custodial services. In some cases, prime brokers can
outsource services to separate custodians. Similarly, hedge fund managers can
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outsource administrative functions such as accounting or risk analysis to fund ad-
ministrators. All in all, this implies that a considerable number of financial service
activities ate linked to the hedge fund industry (see Hardie/MacKenzie 2007).

The United States is the largest center for hedge fund management, account-
ing for 68 percent of the total industry in late 2009, followed by Europe with 23
percent, and Asia with 6 percent. Within Europe, 76 percent were managed out
of London. Other important locations include Sweden (5 percent), Switzerland
(4 percent), France (2 percent), and the Netherlands (2 percent). The funds
themselves are predominately domiciled in offshore financial centers: the Cay-
man Islands are the most popular with 39 percent, followed by Delaware (US)
with 27 percent, the British Virgin Islands with 7 percent, and Bermuda with 5
percent of funds. Another 5 percent of global hedge funds are registered in the
EU, primarily in Ireland and Luxembourg.

The attraction of the United Kingdom for hedge fund management is linked
to the concentration of related services. With approximately half of European
investment banking activity conducted through London, it is a central location
for prime brokerage, but also administration, custody, and auditing. However,
among the largest hedge fund prime brokers, one can also find Deutsche Bank
(6 percent share of the brokerage industry), and among hedge fund administra-
tors the French CACEIS Investor Services (6 percent), and the Fortis Prime
Fund Solution (6 percent) which is currently owned by the French bank BNP
Paribas (all figures from International Financial Services London 2010). Ireland
is another important location for hedge fund administration.

Finally, many hedge funds in Europe have recently launched fund vehicles
targeting retail investors in order to benefit from the European market for mu-
tual funds established through the UCITS directive. In other words, hedge funds
not only offer institutional investors products but have adapted to the regulated
retail investor market in order to provide funds which qualify for the European
UCITS passport. UCITS services under hedge fund management grew an im-
pressive 50 percent in 2009, in particular in the United Kingdom, but also in
France and Luxembourg (International Financial Services London 2010). This
development is significant because it implies that hedge funds are beginning to
enter into competition with the traditional mutual fund industry, which has been
regulated since 1985 under the UCITS directive, prohibiting both leveraging
and short-selling. Second only to the United States at the global level, France
is a prime location of UCITS funds in terms of both management and domi-
cile: 23 percent of European UCITS funds are managed in France, followed by
Germany (20.1 percent), and the United Kingdom (15.8 percent). In terms of
domicile, France comes in second with 20.3 percent of funds, after Luxembourg
(26.2 percent) (Association francaise de la gestion financiere 2010).
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However, the AIFM directive is not just an issue for the hedge fund industry
and their competitors. Indeed, one of the most central and most controversial
decisions of the initial proposal was to address hedge funds through a directive
that covers a// investment funds that were previously left outside the realm of
EU legislation. The definition of the scope of the AIFM directive is therefore
a negative definition, seeking to cover “the management and administration of
any non-UCITS in the European Union” (European Commission 2009b: 5).
While pension funds and non-pooled investment — such as sovereign wealth
funds — are excluded, private equity and venture capital funds, real estate funds,
commodity funds, infrastructure funds, and other types of institutional funds
will have to comply with the AIFM provisions. The private equity industry in
particular was very concerned about the directive. Private equity firms, which
provide funding for companies that are not publically traded on stock exchang-
es, are mainly managed in the United Kingdom (12.4 percent), but also in France
(4.7 percent), Germany (3.3 percent), and Sweden (1.7 percent) (TheCityUK Re-
search Center 2010). In Germany, real estate funds also play an important role.

It is thus incorrect to state that only the United Kingdom had consider-
able economic interests at stake because it is home to almost 80 percent of the
hedge fund industry. To be sure, the City of London was concerned in almost
all aspects of the hedge fund industry and also as a location for all other affected
investment funds. But France and Sweden also have important hedge fund ac-
tivities, all the more so if one includes related services, such as prime brokerage.
As preferred locations for the registration of funds within Europe, Ireland and
Luxembourg also had an interest in keeping the hedge fund industry flourish-
ing. If one includes private equity and other investment vehicles, the spread of
economic stakeholders becomes even broader. The industries and firms that we
would expect to lobby in support of light-touch regulation can thus be found
in the United Kingdom, France, and Germany. Further support would be likely
from Sweden, Luxembourg, and Ireland, if one considers industry stakes only.

However, what is mostly overlooked is that a specific branch of the invest-
ment industry was quite concerned about the growth in the unregulated invest-
ment sector: collective investment funds falling under UCITS began to enter
into the hedge fund market and were in competition with hedge funds offering
UCITS-compliant products. This implied that UCITS funds had a strong inter-
est in ensuring that this competition happened within the UCITS regulatory
framework, where everybody bore the same costs. UCITS funds were located
predominantly in France. In what follows, I will argue that it is the political in-
fluence of the UCITS industry that led to the French government’s refusal to
accept a European passport for third-country funds.
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Lobbying strategies

Many members of the investment industry realized how imminent EU regula-
tion was only when they read the first proposal of the European Commission
in April 2009. Investment funds had become used to being unregulated and
only paid partial attention to the consultation procedure the Commission had
launched between December 2008 and January 2009. For the private equity in-
dustry in particular, the draft was a cold shower they did not expect because they
had done their utmost to insist on being exempted from investment regulation
(interview with a business representative, Brussels, March 4, 2011). For a long
time, private equity firms felt that they were “legitimately not regulated” because
they provided financing to small and medium-sized companies; in the case of
venture capital “they were the nice guys” helping firms focusing on technologi-
cal innovation, even in risky contexts (interviews with a business representative,
Paris, February 10, 2011; European Commission, March 10, 2011).

In the period following the publication of the proposal, the CEOs of invest-
ment funds relied on their well-established ties with national politicians and
sometimes insisted even on their most basic desire: to be exempt from the pend-
ing regulation. This initial lobbying period was somewhat awkward and unsuc-
cessful at the European level. According to one representative:

[Within the EU] if you fail to convince at the technical and technocratic level, it does not help
you to be friends with the finance minister of your country or be able to stand on your head.
[...] Knowledge of the procedure is very important. [The investment managers|, taken indi-
vidually, may be falcons, but taken together, they behaved like a bunch of frightened sparrows
trying to stop a steam roller.  (Interview, Brussels, March 4, 2011)

A learning period had to be gone through before investment firms got orga-
nized and begin to contribute constructively to the negotiations in order to limit
the negative impact on their sector of activity. Eventually, most business associ-
ations ended up endorsing the general ambition of the proposal, but suggested
substantial modifications in the heart of the text. The private equity industry’s
lobbying strategy is illustrative of this evolution: their European association
EVCA withdrew an initial policy statement where they had spoken out entirely
against the proposal and began to support the idea of European harmonization
in order to be able to shape the details of the directive (interview, European
Commission, Brussels, March 10, 2011).

Simultaneously, the national associations lobbied their ministries, regulators,
and national Members of the European Parliament (MEPs) to gain support
for the common position. British industry representatives from all concerned
domains, furthermore, coordinated their lobbying in both London and Brussels
and deployed a tremendous effort to shift the details of the draft, as well as the
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general attitude in the European Patliament, and also the Commission, in favor
of light-touch regulation.

Still, the British industry was initially not used to collective action because
they had never been the object of substantial regulatory efforts. Firms could
choose to be represented by AIMA, the Association of Investment Companies
(AIC), or the Investment Management Association (IMA), but membership was
not an obligation, in contrast to France, for example. A 2009 parliamentary
report highlighted that the Hedge Fund Standards Board, which collectively
defined industry standards, AIMA’s voluntary code of conduct, had only 34
members out of 400 to 450 firms (House of Commons 2009: 128). To ward off
what felt like a European attack on the British regulatory model, Her Majesty’s
Treasury, the FSA, and the industry mobilized in several working groups. As one
public official explained:

Treasury held town hall meetings with hedge fund managers. You had guys worth hundreds of
millions sitting on the floor because there was not enough space. They thought it would all be
fine, that there was no way [the regulation] could happen. They would just shout or yell when
we told them otherwise.  (Cited in Prabhakar 2011: 119)

In contrast to these big investment funds, which grasped the importance and
functioning of the European policymaking process only during the course of
the negotiations in 2009 and 2010, the UCITS industry had been playing the
game since 1985. Having been active in several revisions of the UCITS direc-
tive, they monitored developments in Brussels much more closely and already
had well established ties at the national level with public officials working on EU
regulation, as well as in Brussels. This difference in EU public affairs experience
would turn out to matter immensely, since the UCITS industry was able to make
a very forceful case against some of the provisions of the AIFM directive from
very early on (interview with a business representative, Frankfurt a.M., February
21, 2011). According to one observer, the relationship between these funds and
the French finance ministry is the only plausible reason that can explain the rigid
position France defended throughout the negotiations. He argued,

[French finance minister] Lagarde and [other French representatives| took issue with third
country passports, even though it was not the position of the banking or private equity in-
dustry or the French investors. But a small portion of the UCITS industry ended up being in
competition with hedge funds and was afraid that these would be exempted from the regula-
tory costs weighing on the UCITS industry. They therefore said “If they get a passport, we are
dead” and the government went with it all the way.  (Interview with a business representative,
Brussels, March 4, 2011)

Indeed, a French public official declared himself to be puzzled by his govern-
ments’ positions, since it “does not reflect the interests of the French invest-
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ment industry, which looks much more similar to the British industry than one
is led to believe” (interview, Paris, November 25, 2009).

While the French government argued that their position was in line with the
battle against tax havens, which often hosted alternative investment funds, sev-
eral observers doubt the validity of this argument. According to the proponents
of the proposal, including French MEPs such as Jean-Paul Gauzes, the accep-
tance of the passport system was a more efficient way of imposing constraints
on tax havens than its rejection (interview, Paris, May 19, 2011).

Why was a small portion of the French industry so efficient in its lobbying
that it outweighed all other business interests on these issues and almost brought
the AIFM negotiations to a standstill? In what follows, I will argue that we need
to consider the member states’ strategic alliances on financial regulation more
generally to understand which demands translated into the ones the member
states defended at the EU level.

Geopolitical stakes and the Franco-German alliance

In particular, a Franco-German alliance on regulatory reform in international
finance turned out to be crucial for the evolution of the AIFM negotiations.
The joint interest in hedge fund regulation began as early as 2007, at the G8
summit in Heiligendamm, but at the time, proponents of a more regulatory ap-
proach had little momentum. As the financial crisis unraveled, both French and
German policymakers realized that they should seize the opportunity to move
ahead on their respective objectives.

Germany had remained suspicious of hedge funds since they allowed their
operation in 2004 and wished to regulate them tightly. The experience of the
Deutsche Borse takeover and a general public mistrust of alternative invest-
ment funds such as private equity, made hedge funds fertile ground for politi-
cal activism in Germany (cf. Milne 2008). French President Nicolas Sarkozy, in
turn, sought to capitalize on the financial crisis to become known for a new
financial architecture he wished to push under the French presidency of the EU
in the second half of 2008 and later the French presidency of the G20 from
2010 to 2011, just months before his upcoming election. Facing countries with
a more light-touch tradition on financial regulation, the two governments made
a pact to support each other in order to defend a pro-regulatory agenda against
the Anglo-Saxon laissez-faire tradition. This general agreement fundamentally
shaped alternative investment negotiations. According to a French government
representative:
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Ten years ago, we were like the Germans, but we have liberalized a lot recently |[...]. But on
[alternative investment| we do not argue against the German position for political reasons,
which come from the highest level. President Sarkozy has asked us to support Germany all the
way.  (Interview, Paris, November 25, 2009)

The first person to succumb to the pressure of the Franco-German alliance was
Internal Market Commissioner Charlie McCreevy. Initially, he had declared pub-
lically that hedge funds would not be regulated under his leadership, and alleg-
edly signaled his staff that anybody working on such a proposal would be fired
(interview cited in Prabhakar 2011: 110). However, as Commission President
José Manuel Barroso faced re-election in 2009, the French and German govern-
ments indicated that progress on a hedge fund directive was important in order
to obtain their support. With similar signals from the European Parliament,
Barroso insisted that a proposal be ready as soon as April 2009. As a result of
these political imperatives, a proposal was produced in record time and without
much exchange with national officials after the official consultation in January
2009. The inspiration for much of the original text came from existing Euro-
pean directives, in patrticular UCITS and MiFID, simply in order to save time,
which explains why even supporters of the regulation were disgruntled when
they read the first draft (interview, Paris, December 10, 2009). Arguing that Brit-
ish mistrust was partly unjustified, a French official underlined, “[the British] are
convinced that France is behind this directive, but I can assure you that it came
from DG Market, maybe with some help from the Germans” (interview, Paris,
November 25, 2009).

Most importantly, German government representatives were concerned
about the effects of alternative investment on the company structure and cor-
porate governance regime of German firms. They therefore wanted the most
comprehensive regulation possible to ensure that no type of investment would
threaten co-decision procedutres and workers’ rights. France might have not
been behind hedge fund regulation in general, but they did have strong opinions
when it came to the details. A European solution was advantageous because the
UCITS blueprint that was copied into the AIFM proposal reflected many of the
particularities of the French market. However, they were very concerned about
the third-country passport, whose negative effects had been highlighted by their
UCITS industry. Throughout the 18 months of negotiations and the 18 trial-
ogues between the Commission, the Council, and the European Parliament, this
issue became the most important bone of contention. The French showed no
intention of opening the European market to offshore funds, which effectively
made the proposal inacceptable to the British industry.

After repeated stalemates in July, September, and October 2010, it became
clear that France had become isolated in its opposition to the third-country pass-
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port in the Council. Nevertheless, in preparation for an Ecofin Council meeting,
the representative from the treasury who was supposed to represent Germany
got a call from the finance minister, Wolfgang Schiuble, who insisted “I prom-
ised Christine Lagarde that you will not isolate her” (interview, Brussels, March
4,2011).In spite of their doubts about the substance, the Germans thus dug out
time for France to propose a last compromise, suggesting that the new Euro-
pean Securities Market Authority (ESMA) should be charged with the licensing
of third-country fund access to the EU market (EurActiv 2010a). The British
refused to grant such powers to a European authority and even US Treasury
Secretary Timothy Geithner intervened by writing to French Finance Minister
Christine Lagarde to warn about the consequences of French protectionism.

With strong opposition from the United Kingdom and German backing
waning, the French finally decided to accept a compromise, which allowed
third-country access and left it up to national regulators to grant third-country
funds access. In exchange, the United Kingdom agreed to delay access for third-
country funds until 2015. Moreover, ESMA was charged with drawing up the
requirements these funds will have to fulfill and is expected to settle disputes
between national regulators if they disagree on whether a fund should have been
eligible (EurActiv 2010c).

This final agreement was reached on October 26, 2010, leading to the adop-
tion by the European Parliament on November 11, just in time to present the
new EU regulatory framework at the G20 meeting in Seoul on November 12,
before it was approved by the Council of Ministers on November 17. While
member states concentrated on national fault-lines, the European Patliament
advanced on substantial changes. The unusually high number of 1,690 amend-
ments was necessary, according to MEP Jean-Paul Gauzes, rapporteur of the
directive, to build support from both camps: those who insisted on the need
for more control and those that pointed to the ensuing costs for the affected
industries (interview, Paris, May 19, 2011). Bringing the hastily written draft in
line with the realities of different alternative investment funds required him to
hold 198 meetings with industry representatives (Serrouya 2010). The European
Commission official following the directive admits having stopped counting by
the time he reached 150 meetings (interview, Brussels, March 2011).

The directive came into force in January 2011. From this date on, each Mem-
ber State has two years to transpose the directive into national law, accompanied
by ESMA, which will provide advice on the most appropriate implementation
measures for the 210 pages of the directive. This means that the directive be-
comes practically effective only in January 2013. The passport for third-country
funds and managers will become available after an additional two-year transition
period in January 2015.
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Conclusion

The AIFM directive was one of the EU’s most disputed post-crisis regulations,
which most importantly pitted France against the United Kingdom. As with most
political compromises, none of the negotiators obtained what they initially aimed
for. While the United Kingdom had to accept that alternative investment would
be regulated at the supranational level, France was not able to exclude off-shore
funds in principle from the European market. Although the British press contin-
ued bashing French protectionism and the unjustified regulatory push of the EU,
even The Economist defended the proposal as a useful attempt to simplify and har-
monize the existing regulatory frameworks (Anonymous 2010). Indeed, the fund
industry in London now has the advantage of a one-stop regulatory interaction
for all operations in the European market. Rather than applying for a license from
each regulatory authority of the countries they wished to operate in, they could
now use a license granted in one country to operate anywhere else in Europe.

France in turn obtained a regulatory framework for institutional investment
that looks quite similar to the one they initially helped to shape for the retail mu-
tual funds market. However, despite the insistence of the French government,
the origin of funds is not an issue, as long as they comply with the regulatory
requirements imposed on hedge fund managers.

For the German government, any encompassing regulation is satisfactory, as
the economic interests of their industry are least directly exposed. Concerned
with the preservation of the German company structure, German MEPs were
most interested in issues such as asset stripping, which was a central issue for
private equity firms. The final agreement now limits the selling off of capital —
or asset stripping — in the years after the company is bought by a private equity
investor. Regulating asset stripping reduces the attractiveness for private equity
firms to buy a company in order to sell off its assets and make a quick profit
(EurActiv 2010Db).

In sum, despite the heated political debates, the hedge fund regulation re-
sembles other initiatives to harmonize operations in the European market. Nev-
ertheless, the most important issue will be the implementation of the ambitious
project. One will have to judge in several years whether the framework mere-
ly opened up a pan-European market or actually provided additional control
mechanisms over alternative investment that can be used effectively.

What this case study has tried to demonstrate is the strategic nature of busi-
ness—government interactions and intergovernmental negotiations in the EU. It
is insufficient to study the distribution of business interests or to state that para-
digmatic change can trigger important reorientations in the regulatory agenda.
To be sure, each government is very concerned with its industry interests and
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tries to make sure that policy proposals do not damage vital parts of their econ-
omies. Likewise, new economic ideas and the reorientation of public interven-
tion after the crisis are also important to understand the momentum of political
activism. However, one needs to ask which economic interests a government will
ultimately defend and when paradigmatic change leads to political action.

The answer given in this study is that it depends on the strategic constel-
lation of actors at both levels: domestically and internationally. Domestically,
a specific portion of the French industry skillfully lobbied the French govern-
ment from very eatly on to protect the competitive conditions in their sectort.
This lobbying turned out to be very consequential for most of the negotiations
because it allowed the French government to build and maintain an alliance with
Germany, which was very eager to advance on hedge fund regulation.

The feedback loops between the initial interests and the strategic advantages
these provided are thus context-specific and can evolve over the course of nego-
tiations (Fatell/Newman 2011). We should therefore expect the politics of finan-
cial regulation in the EU to vary depending on the alliances countries chose to
engage in but also in response of the lobbying strategies of the financial industry
and other stakeholders. Importantly, those interest groups that are able to fit their
demands into the overarching geopolitical objectives of their governments are
most likely to influence the evolution of these international negotiations.
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What’s the Problem? Competing Diagnoses
and Shifting Coalitions in the Reform of
International Accounting Standards

Paul Lagnean-Y monet and Sigrid Qnack

Introduction

It does not happen very often that a technical matter such as accounting makes
it into the final declaration of a G20 summit, agreed by the heads of govern-
ment of the world’s leading nations. Nevertheless, this happened on November
15, 2008, two months after the bankruptcy of Lehman Brothers terrified capital
markets, and roughly eighteen months after the first signs of the financial crisis
had become tangible and started to impact the balance sheets of most banks
worldwide. After holding their initial meeting as a Group of Twenty in Washing-
ton to deliberate about the means to cure the most severe financial crisis since
the interwar period, the leaders of the G20 called on their finance ministers to
formulate recommendations in areas such as “Mitigating against pro-cyclicality
in regulatory policy” and “Reviewing and aligning global accounting standards,
particularly for complex securities in times of stress” (G20 2008). Ever since,
measures to reform international accounting standards — namely, those pro-
duced by the International Accounting Standards Board (IASB) — have been on
the working agenda of G20 meetings, even if they have moved from front to
backstage and are increasingly repeated using similar phrases (see the Declara-
tions of the London, Pittsburgh, Toronto, Seoul, and Paris summits: www.g20.
utoronto.ca).

Accounting standards are rules for valuing different types of assets and li-
abilities that are entered into a firm’s balance sheet for the purposes of financial
reporting and supervision. At the international level, so-called International Fi-
nancial Reporting Standards (IFRS) have been developed since 1973 by a private
standard-setting body, the International Accounting Standards Board (IASB)
and its predecessor, the International Accounting Standards Committee (IASC),
predominantly staffed by accountants from large international accounting firms
(Botzem/Quack 2006; Nolke/Perry 2008). The tising number of countties
adopting IFRS and, in particular, the decision of the European Union to make
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IFRS binding for all publicly listed companies in its member states from Janu-
ary 2005 onwards, gave rise to debates on the political accountability of the
standard-setter and the rule-setting process itself (Botzem 2010; Nélke 2009).

Prior to the EU’s decision to adopt IFRS, the US Securities and Exchange
Commission (SEC) had been rather reluctant to consider IFRS for use by
American companies abroad or to let foreign issuers in the United States file
financial statements according to IFRS without reconciliation with US Generally
Accepted Accounting Principles (US GAAP) as developed by the US Financial
Accounting Standards Board (FASB). It had, however, initiated and supported
a project by the International Organization of Securities Commissions (IOS-
CO) to produce core standards by 1998. After the EU adopted IFRS, concerns
about additional costs that American companies might encounter if they had
to prepare a second set of financial statements according to IFRS in Europe,
fostered more openness on the side of the SEC. In 2007, the SEC voted to al-
low foreign issuers in the United States to file financial statements according to
IFRS without reconciliation to US GAAP. Therefore, the stage seemed set for
convergence of the two leading accounting standards systems worldwide prior
to the financial crisis (Posner 2010).

Accounting rules themselves, however — with one exception relating to fi-
nancial instruments — had not received extensive political attention but rather
had been treated as a technical matter before the crisis unfolded. Therefore, the
appearance of such an arcane issue on the G20 agenda provides an interesting
case on the basis of which to explore why and how this issue came to be consid-
ered a problem worth being included on the global political agenda for restoring
the stability and improving the robustness of the financial system. According to
Kingdon (1995), the financial crisis can be seen as a window of opportunity to
be exploited by different actors in their struggle to connect problems, politics,
and policy streams in order to identify which issues are relevant for “the active
and serious consideration of authoritative decision-makers” (Cobb/Elder 1983:
806). Interest-based as well as epistemic community explanations would typically
focus on agenda-setting as a programmatic phase in the policy process, followed
by less politicized decision making and implementation. Other authors, how-
ever, have argued that bringing up an issue for political consideration does not
tell us much about what is going to happen next, and that instead, it might be
more promising to study how problem definitions shape the subsequent policy
process. They argue that problem definition consists of more than the identifi-
cation and description of difficulties.

As Stone (1989: 282) points out, problem definitions always imply causal sto-
ries and potential solutions, and they provide images that attribute cause and
responsibility. Weiss (1989: 118) agrees that problem definition is “concerned
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with the organization of a set of facts, beliefs and perceptions — how people
think about circumstances.” According to this author, problem definition can be
the “overture” to jointly building an “intellectual framework” for further action
(Weiss 1989: 98-99). However, problem definition can also become a “weapon
of advocacy” that actors use strategically to form coalitions with other actors that
have the potential to shape decision making. Furthermore, problem definition
can also be an “outcome” of policymaking, in so far as the solutions pursued
and the policy instruments used to achieve them may change problem definitions
over time by raising awareness of new issues, changing preferences of actors, or
weakening the stance of formerly dominant groups (Weiss 1989: 116-117).

While policy analysis has widely recognized that the initial definition of a
problem has implications for the subsequent policy process, less consideration
has been given to the ways in which problem definitions may remain contested
and continue to shift throughout a reform process, and what the implications
might be for reform outcomes. In the case of the global financial crisis, explor-
ing how competing problem diagnoses and related reform proposals shaped the
policy process is particularly promising for two reasons.

First, given the urgent need to act and the complexity of global financial
markets, proposals to fix the problems underlying the financial turmoil were
developed under conditions of high epistemic uncertainty. It is therefore likely
that different sets of actors brought partial views of root causes and reform
proposals to the table. One would expect them to strategize by building on their
respective expertise to foster their goals in the policy response. Hence, there
was a strong likelihood that competing diagnoses and proposals would emerge.

Second, theoties of regime complexity (Alter/Meunier 2009) would lead
us to expect that the polyarchic, fragmented, and multi-layered structure of the
global financial regulatory system provided opportunity and incentives for com-
peting diagnosis and proposals to co-exist throughout the reform process with-
out necessarily converging towards a shared view of problems and solutions.
Debates on the causes of and remedies for the unfolding financial crisis took
place in many different policy forums. Although one of the goals of reform was
to coordinate these bodies within the framework of a more coherent and com-
prehensive global financial architecture, we suggest that most of the process
took place in a fairly decentralized and networked manner, providing a breeding
ground for continued struggles between competing diagnoses and solutions, as
well as shifting coalitions.

In this chapter we present a case study of debates and reform activities
concerning the role of international accounting standards in the global financial
crisis. This case study is based on process-tracing using publicly available docu-
ments and interviews with key actors, complemented by insights from recently
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published studies by other authors (André et al. 2009; Posner 2010; Stellinga
2011; Thiemann 2011). While the reform of accounting and prudential capital
rules is closely interlinked this chapter focuses on accounting (for the reform of
Basel standards, see Goldbach/Kerwer in this volume).

We argue that the reform process concerning international accounting stan-
dards unfolded as continued struggles over two competing diagnoses — arising
from a transparency and a prudential approach — and gave rise to shifting and
sometimes fairly counterintuitive coalitions across typical industry—tregulator or
private—public divides. Continued competing problem diagnoses did not pre-
vent reform altogether — in fact international accounting standards and the gov-
ernance of the standard-setter were modified significantly between November
2007 and November 2011. However, the reform process unfolded in such way
that it generated new differences between the international and US standard-set-
ters. Paradoxically, the reform process has produced as one outcome something
that it aimed to resolve at its beginning.

International accounting standards for financial instruments:
The choice of valuation principles

The financial crisis has provoked a controversy about how and what banks and
other financial institutions should publicly report about their economic per-
formance. In order to analyze this controversy and its outcomes, it is helpful
to look at two broad changes in the economic and regulatory environment of
financial institutions which have occurred since the 1980s and have impacted
on the disclosure and reporting requirements of (financial and non-financial)
companies dealing with financial instruments. The first trend, often referred to
as financialization, consists of the rise of capital markets, increasing securitiza-
tion, and the proliferation of complex structured financial instruments, such
as derivatives. Partly fostered by the business strategies of financial institutions
themselves, this trend has resulted in the disproportionate growth of the trading
book, containing financial instruments held for sale, as compared to the bank-
ing book, containing traditional loans and savings. It has also blurred the lines
of demarcation between the two books since financial products on the banking
book are now often secured with financial instruments on the trading book
(Matherat 2008). Another development was that more assets of banks were
held by conduits in the growing shadow banking sector, which remains outside
the financial reporting of the sponsoring company (Thiemann 2011). Financial-
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ization has also fostered investor demands for transparent and time-sensitive
reporting on the value of the assets held by the company at a given point in time
over the demands of other stakeholders, such as creditors, prudential regulators
and, to a lesser extent, managers who might have taken a long-term view on the
company’s economic performance.

The second important change refers to a shift in the policy approaches of
national and international financial and monetary regulators, characterized by
Wade (2008) as the emergence of a standards/surveillance/compliance regime
for global financial regulation. Regulators increasingly relied for their macro-
and micro-prudential policies on instruments that assumed that market disci-
pline and disclosure of investor-relevant information would limit harmful and
excessive risk taking (Allen/Catletti 2008). Regulators also increasingly relied on
financial companies’ internal risk management and auditing data for prudential
supervisory purposes (Laux/Leuz 2009, 2010), as is particulatly evident in the
Basel regime for calculating risk exposure and capital requirements (Helleiner et
al. 2009). This regulatory approach — built on the theory of rational and efficient
markets — assumed that market prices provided a good approximation of the
worth of assets and that securitization and financial innovation would even pro-
mote financial stability because more liquid markets would enhance allocative
efficiency (FSA 2009: 39; Orléan 2011). In many respects, it signified a departure
from previous prudential approaches, particularly prevalent in continental Euro-
pean countries (Richard 2005), which had relied more strongly on the principle
of prudence and on counter-cyclical buffers to shield financial institutions from
market fluctuations.

From the 1980s onwards, the development of financial reporting standards
by the two leading standard-setters worldwide, the International Accounting
Standards Board (IASB) and the US Financial Accounting Standards Board
(FASB), mirrored and promoted a market-based approach to disclosure and
supervision. By initiating a standard-setting project for Fair Value Accounting
(FVA) in 1991, the IASC followed the FASB. In the United States, the shift to-
wards FVA had been a response to accounting scandals during the savings and
loan crisis in the 1980s and early 1990s, as well as to the rise of securities mar-
kets and increasing securitization through derivatives (Hellwig 2009), accompa-
nied by the empowerment of financial professionals (Useem 1999).

Historically speaking, there are at least three ways to provide information
about financial assets and liabilities in a company’s balance sheet: Historical Cost
Accounting (HCA), Fair Value Accounting (FVA) and accounting at amortized
cost. In HCA, an asset or liability is reported at the original monetary value at
the time it was acquired or incurred and amortized over its lifetime. In prin-
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ciple, this method relies on past transaction prices resulting in accounting values.
HCA is considered “prudent” and “conservative”; it tends to buffer the bal-
ance sheet of an entity against market price fluctuations. It also potentially sets
counter-cyclical incentives for economic entities’ behavior in so far as market
prices above acquisition costs might trigger sales, while market prices below
acquisition costs should lead companies to hold on to assets. One of the down-
sides of HCA, as shown in the US savings and loan crisis, is that it is insensitive
to current price signals and can lead financial companies to ignore the depre-
ciation of their assets under current market conditions. Underlying HCA is an
understanding of the firm as an ongoing concern, as well as a certain skepticism
about market prices providing the most accurate estimate of “true value.” HCA
was the prevalent approach to accounting for financial instruments well into the
1970s in most industrialized countries.

In contrast, FVA reports the value of an asset or liability based on the price
that it would receive if transacted in markets at the time of measurement. FVA
is thus a method that shows the assets and liabilities of an entity at a value that
would be achieved in arm’s length transactions on markets at the date of the bal-
ance sheet. The advantage of FVA is that, under conditions of functioning and
efficient markets, it provides an accurate representation of the price at which as-
sets could be realized in transactions. FVA is also seen as providing management
with up to date information relevant for decision making. Proponents consider
FVA as an early warning system against mistakes in handling risk since declin-
ing prices will be immediately reflected in the balance sheet and profit and loss
statement. While elegant in theory, however, in practice FVA raises a number of
questions concerning how fair value can be empirically established (Whittington
2010). This is an issue especially in inactive or illiquid markets. One problematic
feature of VA, according to a critical report by the European Central Bank
(2005), is that by relying on market prices for the valuation of company assets
it can have undesirable pro-cyclical effects. Rising asset values during “boom”
periods can lead companies to take on high risks while declines in market prices
in “bust” periods might lead to panic sales and thereby exacerbate a downward
spiral. Accordingly, in good times, banks tend to lend more (which implies to
some extent taking on riskier clients) whereas in times of distress they tend to
limit lending, and thereby reinforce recession. Underlying FVA is a view of the
firm as a bundle of assets and liabilities of which the investors should be able to
establish the realizable or exit/liquidation value, i.e. the value of the firm at the
time of sale. Compared to HCA, it is optimistic about the efficiency of markets
in generating prices that approximate the “true value” of the firm’s assets.

A third method, accounting at amortized cost, is usually used for the subse-
quent measurement of financial instruments initially acquired at fair value. The
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value of such a loan or receivable is reported using the effective interest rate
method taking into account changes in the macroeconomic environment'.

In the 1990s, FASB and IASB were both in favor of expanding FVA beyond
financial assets held on companies’ trading books. They considered that this
approach provides a more comprehensive and accurate picture of the different
classes of financial assets held by an entity. In their view, FVA provided more
appropriate and high-quality information for investors interested in transparent
and timely disclosure of economic performance data. In both cases, however,
their proposals met fierce opposition from the banking industry (Laux/Leuz
2009). When the FASB proposed FVA in the United States, American banks ar-
gued that this accounting method did not suit their business model and was not
relevant for their investors either. Only investment banks were more receptive to
FVA because most of their business consisted of trading financial instruments
on a daily basis. After negotiations with the industry and some revisions, FASB
published a fair value standard in 1991. Two years later, it expanded the require-
ment for FVA to debt and equity securities that were held for trading or for sale.
In 1998, derivatives were required to be measured at fair value.

Finally, in 2006, FASB issued FAS No. 157, Fair Value Measurements, which
was aimed at providing a single and consistent definition of fair value and es-
tablished a hierarchy of valuation techniques. When applied as mark-to-market
accounting, prices in existing markets were used as fair value. In the absence of
active markets, fair value was to be calculated on the basis of prices in reference
markets or, in situations where market prices were not available or reliable, by
using market valuation models (Laux/Leuz 2009: 827). Companies had to clas-
sify their assets and liabilities in one of three categories: while financial instru-
ments Available for Sale (AfS) and Held for Trading (HfT) were to be valued
according to fair value, financial instruments Held to Maturity (HtM) continued
to be valued according to amortized cost. While generally moving towards FVA,
US GAAP retained some categories for loans at amortized cost (see Table 1).

At the international level, IAS Exposure Draft 40 for financial instruments
was published by the International Accounting Standards Committee (IASC) in
1991. It was subsequently modified and separated into IAS 32, “Financial Instru-
ments: Presentation” (adopted in June 1995), and IAS 39, “Financial Instruments:
Recognition and Measurement,” which was revised several times before being
adopted as the last core standard required by the International Organization of

1 For technical details see the definition provided by PriceWaterhouseCoopers (2006: 23): “The
carrying amount of a financial instrument [...] is computed as the amount to be paid/repaid
at maturity (usually the principal amount or [...] face value) plus or minus any unamortized
original premium or discount, [...] and less principal repayments.”
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Table 1 Financial Instrument Categories — US GAAP

Categories of Characteristics Balance sheet
financial asset measurement
Held to maturity assets Usually debt instruments purchased Amortized cost

with the intent and ability to hold
until maturity

Financial assets as held Possibly debt or equity instruments Fair value
for trading bought and held principally to sell

in the short term
Available for sale Debt or equity instruments which are Fair value
financial assets held neither to maturity nor for trading

Source: Bragg (2010: 254).

Securities Commissions (IOSCO) in 1998. Among the reasons for this lengthy
standard-setting process was once again resistance from the banking sector, this
time mainly in continental Europe (André et al. 2009; Botzem 2010). French
banks, in particular, were opposed to expanding FVA to financial instruments
other than those on the trading book, and especially to financial instruments
held for hedging purposes. Camfferman and Zeff (2007: 367) report that IAS
39 was approved at the December 1998 meeting of the IASC with a very tight
vote of 12 members in favor, Australia voting against and France, United King-
dom, and the United States abstaining for different reasons. As a result of long
and controversial negotiations, IAS 39, published in 1998, consisted of a mixed
model combining different measurement methods. It established a hierarchy of
valuation techniques for fair value similar to that in US GAAP. But as a result
of complicated negotiations, IAS 39 distinguished between five categories of
financial instruments (instead of three, as in the case of US GAAP) which are
displayed in Table 2.

As a result, more financial instruments were subsequently measured at am-
ortized costs under TAS 39 than under the FASB’s FAS 157. In addition, the
so-called Fair Value Option in IAS 39 allowed companies irrevocably to classify
financial instruments, independently of category, to fair value to increase con-
sistency of financial reporting. From the beginning, IAS 39 was criticized for its
complexity and there was agreement among the parties involved that it would
require revision in the medium term. Controversies surfaced again following the
European Union decision to adopt IFRS. IAS 39 was the only IFRS standard
that was not endorsed by the EU at the outset, following strong opposition
from continental European banks. In 2005, the European Union endorsed the
Fair Value Option in a revised version. However, the so-called hedge accounting
option was still pending when the financial crisis broke in 2007 (Botzem 2010).
Hedge accounting includes rules for financial instruments, often derivatives,
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Table 2 1AS 39-Categories of Financial Instruments — IFRS

Categories of financial Characteristics Initial Subsequent
assets and liabilities valuation measurement

Held to maturity assets Includes
Investments in debt
Instruments quoted

in an active exchange ) .
Fair value Amortized cost
Excludes

Equity shares
Loans and receivables
Held for trading

Available for sale Includes
financial assets Ordinary share
investments
Convertible notes
Pr_eference share Fair value Fair value
investments

Excludes
Derivatives held
for trading

Originated loans Includes

and receivables Accounts receivables
Loans to other entities
Credit card receivables

Excludes Fair value Amortized cost
Instruments quoted

on an active exchange
Held for trading
derivatives
Preference shares

Financial liabilities at Includes

fair value through Share portfolios held

profit or loss for short-term gains
Forward contracts
Interest rate swaps
Call options

Fair value Fair value

Other financial liabilities Any other category

not described above Fair value Amortized cost

Source: Compilation based on IAS 39 as issued by the IFRS Foundation (www.ifrs.org/IFRSs/
IFRS.htm).

which are used as a defense (hedge) against future financial risk arising from a
change in the price of the underlying asset.

As indicated by this brief — and unavoidably somewhat technical — over-
view of accounting for financial instruments, by the mid-2000s IASB and FASB
were still some distance from convergence in their rule-setting. The US side was
unhappy about the complexity of the categories in IAS 39 as compared to the
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FASB standard and the EU Commission’s decision not to endorse the rules on
hedge accounting. On other items, FASB standards were — as the crisis would
show — still more problematic. FASB standards on consolidation — in other
words, which financial instruments, and particularly special purpose vehicles,
were to be included in the financial report of an entity — left significant leeway
to American banks, whereas IFRS standards were more stringent, although by
no means perfect in this respect (Thiemann 2011). Nevertheless, the roadmap
towards a convergence of standard-setting appeared to be set. In 2002, IASB
and FASB had signed the Norwalk agreement in which they indicated their will-
ingness to work towards making their “existing financial reporting standards
fully compatible as soon as practicable” and to “coordinate their future work
programs to ensure that, once achieved, compatibility is maintained” (IASB-
FASB 2002: 1). Four years later, in February 20006, this commitment was further
detailed and specified in the form of “A Roadmap for Convergence between
IFRSs and US GAAP 2006—2008.” According to this roadmap, convergence on
the Fair Value Option and impairment (rules for writing off assets that have a
higher carrying value than what could be earned in the market) were supposed
to be concluded by 2008. Other topics already on the working agenda but not
yet to be concluded by 2008 were issues of consolidation and guidance on fair
value measurement (IASB-FASB 2006: 3, updated by IASB-FASB 2008).

In sum, it seems fair to conclude that critical voices highlighting possible un-
desirable effects of the shift in valuation methods from amortized costs towards
fair value were in a minority before the crisis. In the case of banks, their con-
cerns seem to have been overridden by the gains for financial institutions and
their professionals (Philippon/Reshell 2009; Godechot 2011) that could be de-
rived from booming financial markets under FVA. Moreover, the main focus of
international regulators, concerning accounting, was on the reduction of the re-
maining discrepancies between the sets of standards issued by IASB and FASB,
and fair value seemed a promising approach to work towards more convergence,
overriding concerns about possible undesirable effects on macro-financial sta-
bility (Erturk et al. 2008). Thus, judging from the mid-2000s, there appeated to
be increasing agreement on the future development of accounting standards be-
tween a significant number of financial institutions, accounting standard-setters,
and national and international financial regulators. This changed significantly as
the first signs of a major financial crisis became visible, first in the United States
and then wotldwide. In the following section we will analyze how certain aspects
of accounting standard-setting came to be considered problematic by some ac-
tors, and how shifting coalitions of actors shaped the way in which accounting
standards became part of the reform agenda.
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Putting accounting standards on the international
policy agenda

Following a long period of sustained financial market growth and credit expan-
sion, defaults on subprime loans in the US mortgage sector increased signifi-
cantly throughout 2006 and the first two quarters of 2007, followed by a drying
up of interbank markets. The customer credit run on Northern Rock, a UK
bank, in September 2007 showed that the financial turmoil was not limited to
the United States but was spilling over into Europe (FSA 2009: 27). During this
period, representatives of the banking industry, first in the United States and
then in Europe, increasingly expressed concerns about the implementation of
recently introduced accounting rules for financial instruments (FAS 157 in the
US and IAS 39 in Europe). Banks reported practical problems with establish-
ing mark-to-market values in markets under stress, and uncertainty about the
conditions under which assets could be moved from fair value to amortized
cost categories. The concerns voiced by representatives of banks and banking
associations thus referred to a lack of guidance on how to implement fair value
for financial instruments under changing market conditions, as well as re-articu-
lating their more general skepticism, voiced eatlier, about the appropriateness of
fair value accounting for banks. On both continents, the banking industry lob-
bied standard-setters to suspend their accounting rules for financial institutions
in order to allow them to accommodate illiquid markets. In the first instance,
the FASB and the IASB resisted doing so, arguing that accounting consistency
should be protected independently of market conditions and that it was exactly
the function of FVA to signal where risk management strategies in banks had
been mistaken or had failed. Changing the rules would give rise to management
manipulation and harm investor confidence instead of re-establishing it.

In the fall of 2007, US and European banks experienced further losses on
their trading books valued on a mark-to-market basis because of the drying up
of commercial paper markets, a problem that triggered the return, for reputa-
tional reasons, of assets from special investment vehicles from the shadow mar-
ket onto banks’ balance sheets (Thiemann 2011). Governments and regulators,
too, started to worry about the causes of the escalating crisis. There was con-
siderable uncertainty about underlying cause—effect relations and cross-sectoral
and international interdependencies. In the case of accounting, the recent intro-
duction of new measurement methods and classification categories made the
role of FVA in the unfolding of the crisis rather opaque and difficult to assess
empirically. As a consequence of this epistemic uncertainty, several international
bodies set up working groups to investigate the causes of and propose remedies
for the crisis, considering also the role of capital ratios and accounting rules.



224 PAuL LAGNEAU-YMONET AND SIGRID QUACK

Three reports, produced during this period by the Financial Stability Forum
(FSF), IOSCO and International Institute of Finance (IIF), deserve attention
because they demonstrate that at this stage, apart from the banks themselves,
most actors still adhered to a transparency approach which emphasized that ac-
curate and timely disclosure of business information, if implemented correctly
and consistently, would not only enhance the efficiency of financial markets, but
also send clear signals to banks that their risk management required corrections,
thereby helping to resolve the crisis in the medium term.

The FSF report “Enhancing Market and Institutional Resilience” was pub-
lished in the run-up to the G7 meeting in Washington in April 2008. The FSE, a
group of major national financial authorities — such as finance ministries, central
banks, and international financial bodies — founded in 1999 to promote inter-
national financial stability, had been asked to prepare this report by the group
of G7 finance ministers and central bank governors in October 2007. The FSF
(2008) identified severe problems with financial industry practices, including
poor underwriting standards, weaknesses in valuation, failures in risk manage-
ment, and a lack of disclosure, particularly in regard to special purpose vehicles
and off-balance sheet financial instruments. The report also pointed to the bad
performance of credit rating agencies. Weaknesses in regulatory frameworks
and other policies were seen as an exacerbatory factor contributing to the finan-
cial crisis. FSF recommendations focused on strengthening prudential oversight
of capital, liquidity, and risk management in the context of the existing Basel 11
Accord, improving the quality of disclosure and valuation, changing the role of
credit agencies, strengthening authorities” responsiveness to risks, and enhanc-
ing arrangements for dealing with stress in the financial system.

Thus, while maintaining a market-based regulation approach, recommenda-
tions were directed towards improving prudential oversight, information, and
disclosure where it seemed to have failed and had sent the wrong signals. In the
area of disclosure and valuation, the FSF report (FSF 2008) urged the Basel
Committee on Banking Supervision (BCBS) to strengthen its risk disclosure
and asked accounting standard-setters to take urgent action to improve and con-
verge financial reporting standards for off-balance sheet assets, thereby pointing
at an carly stage to the role of the shadow banking sector in amplifying the crisis.
Furthermore, it pressed FASB and IASB to provide more guidance on valua-
tions when markets are no longer active and to suggest ways of reporting un-
certainty about valuations. In order to achieve these goals, it urged the IASB to
establish an Expert Advisory Panel (EAP) on Fair Value in Declining Markets.
Interestingly, the FSF report made no reference to possible pro-cyclical effects
of accounting rules at this time.
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In parallel, an IOSCO task force constituted in November 2007 had studied
how the subprime crisis in the United States led to instabilities in global financial
markets. IOSCO?’s report, published in May 2008, came to similar conclusions
to those of the FSE, which was not surprising since the two working groups had
liaised during preparations. However, IOSCO (2008a) highlighted the spillover
effects from mortgage banking, derivatives markets, and structured finance lead-
ing to a liquidity crisis of hedge funds and institutional investors in the fall of
2007 and a near failure of several investment banks in the spring of 2008. In the
section on valuation and accounting, the IOSCO report engages more explic-
itly with the question of whether FVA is adequate for the task of financial re-
porting on financial instruments or whether there are better alternatives. While
acknowledging that difficulties of valuing at market prices in illiquid markets
can exacerbate risk aversion and can lead to pro-cyclical worsening of market
conditions, the report emphasized the beneficial role of FVA in providing early
warning signals. It stated that banks lacked experience and skill in dealing with
valuations under conditions of stress. Consequently, the report called for better
guidance related to the measurement of FVA and better training of banking
staff in preparing disclosure for investors.

In response to FSF and IOSCO, the Institute of International Finance (IIF),
a global industry association of 400 large banks, investment banks, insurance
companies and investment firms, formed a working group in October 2007.
The IIF Committee on Market Best Practices seized the opportunity provided
by the upcoming G7 meeting in April 2008 to publish an Interim Report (IIF
2008a), followed by a final report in July 2008 (IIF 2008b). While the Interim
Report acknowledged the responsibility of the industry and urged IIF member
banks to adopt improvements in risk management and accounting practices, it
also made recommendations regarding public regulation. In particular, the re-
port pointed to pro-cyclical effects of the implementation of Basel II. Like the
FSF and IOSCO, the IIF called for more guidance on the application of FVA
under stress and in illiquid markets. However, the IIF also suggested a need for
a broad dialogue on the long-term implications of fair value accounting. More
specifically, the report (IIF 2008a: 17) stated:

A critical subset of issues revolves around whether mark-to-market exacerbates the overall
degree of risk aversion in the marketplace and thereby contributes in a procyclical manner
to the continuation and possible worsening of market stress. [...] broad thinking is needed
on how to address such consequences, whether through means to switch to modified valua-
tion techniques in thin markets, or ways to implement some form of “circuit breaker” in the
process that could cut short damaging feedback effects while remaining consistent with the
basics of fair-value accounting,
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As a lobbying association, the IIF emphasized the need to reduce pressure on
banks in order to prevent the collapse of individual institutions, although it
also referred strategically to macro-prudential arguments about pro-cyclicality to
bolster its claims. Less affected competitors, investors’ and analysts’ associations
denounced this as a self-serving call for exceptional measures. Financial regula-
tors and banking supervisors were also wary of moral hazard. The common
view at the time was that existing accounting rules, despite their imperfections,
could have a strong purgative effect, enabling a faster recovery.

This view was also reflected in the G7’s communiqué of April 11, 2008,
which incorporated recommendations made by the FSE. Among many other
proposals, it suggested that the “International Accounting Standards Board
(IASB) and other relevant standard-setters should initiate urgent action to im-
prove the accounting and disclosure standards for off-balance sheet entities and
enhance guidance on fair value accounting, particularly on valuing financial in-
struments in periods of stress” (G7 2008). André et al. (2009: 11) conclude that
the IASB’s response to the financial market crisis resulted from this period: the
TASB established, as requested by the FSE, an Expert Advisory Panel (EAP) on
Fair Value with the FASB as an observer. The IASB also amended disclosure
rules in IFRS 7 to provide more information about model-based estimations of
fair value, the maturity of derivatives, and liquidity risk (André et al. 2009: 12).
Finally, the IASB asked its staff to urgently advance the consolidation project
which was already on the active working agenda of the convergence program.
The purpose of the EAP was not to discuss the general issue of fair value ac-
counting, but instead to consider the specific technical problems of asset valu-
ation in markets under stress. As the draft report of the EAP released by the
IASB on September 16, 2008 observed (IASB EAP 2008: 15):

Some think that, in periods of market turmoil, adverse market sentiment can create an appat-
ently illogical view of risk and that fair value measurement should not consider the effect of
this on model inputs, such as credit and liquidity premiums charged. However, the objective
of measuring fair value is to establish what the transaction price would have been on the mea-
surement date in an arm’s length exchange and market sentiment is a factor in determining
any transaction price.

As a general orientation, the IASB continued to pursue fair value as a single
measurement principle for all financial instruments, as documented by the re-
lease of a discussion paper “Reducing Complexity in Reporting Financial In-
struments” (IASB 2008) to coincide with the April 2008 G7 meeting (see Stel-
linga 2011 for a highly critical response to this draft).

By late summer 2008, “Fannie Mae” and “Freddy Mac” had become increas-
ingly reliant on government funding in the United States; the funding of UK
mortgage banks became more difficult; and the interbank market was nearly
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at a standstill (FSA 2009: 27). The opportunistic demands of individual banks,
American and European banking associations, and the IIF to reconsider the ap-
propriateness of FVA beyond technical questions of valuation remained largely
unheard. International prudential and securities regulators recognized that there
had been an inappropriate implementation of FVA under illiquid market con-
ditions which might have had feedback effects, and that valuation methods in
banks might not have been sophisticated enough. However, they also maintained
that a transparent surveillance regime based on market discipline was still the
most appropriate regulatory model to pursue. Accounting standard-setters re-
sponded halfheartedly to FSF pressure to provide clearer rules on consolidation
and guidance on FVA but they continued to pursue their convergence agenda
based on fair value accounting as the underlying paradigm. The prevailing prob-
lem definition was that, if anything, the implementation of accounting standards
in practice had been weak and needed to be fixed by more explicit guidance.

How can an equal playing field be established for banks
under stress?

September 2008 brought the global financial system to the brink of collapse.
After Lehman Brothers filed for Chapter 11 bankruptcy protection on Septem-
ber 15, financial institutions operating internationally faced a double squeeze.
Their exposure to illiquid assets forced them to make massive new write-downs
and fire-sales of other classes of financial products in order to meet their capital
requirements. This precipitated a run by investors eager to disinvest from the
institutions which seemed to be the most vulnerable according to their deterio-
rating books (Hellwig 2009). While stock indexes plummeted because of liquid-
ity pricing, and the cost of interbank lending rocketed because of the general
mistrust among surviving banks, major banks became strongly reliant on central
bank support (FSA 2009: 27). During this period accounting debates were pro-
foundly redefined (Humphrey et al. 2009; Ojo 2009). Heads of government,
finance ministers, prudential banking regulators, and central bankers gradually
reformulated their views on the role that accounting rules played — in conjunc-
tion with the implementation of Basel II — in the unfolding of the financial cri-
sis, and what steps needed to be taken to revise them in ways that would help to
re-establish financial stability and bolster the robustness of the financial system.
The major push to do so came from Europe. It was framed by governments
and legislators as a problem of competitive disadvantage affecting some banks
rather than others.
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As documented in more detail by André et al. (2009: 13-15), a meeting of
the finance ministries of European members of the G7 (France, Germany, Italy,
and the United Kingdom), called by President Sarkozy on October 4, 2008, took
place in the heat of the financial turmoil following the collapse of Lehmann
Brothers. It was followed by an announcement by the EU Council of Finance
Ministers (ECOFIN) some days later that urged the IASB to amend the rules
of IAS 39. The revision should allow banks to move certain assets and liabilities
from FVA to amortized cost categories. The European Commission threatened
that if the IASB did not amend IAS39 accordingly by the end of October 2008,
the European Accounting Regulatory Committee (ARC), formally in charge of
endorsing IFRS, would meet in mid-October to pass a draft removing paragraphs
from IAS39 which prevented reclassification from FVA to amortized cost.

According to André et al. (2009: 13—15) this initiative can be traced back to
French banks taking advantage of the financial crisis to renew their earlier calls
on the government to intervene to support them and to press the international
accounting standard-setter to revise its FVA rules. More specifically, the authors
report that President Sarkozy, responding to lobbying by large French banks,
had asked for an expert report by René Ricol — a French accountant who had
served as the president of the International Federation of Accountants — on
whether existing US GAAP standards would allow American banks to reclassify
mortgages and financial instruments in the Available for Sale (AfS) category
under the current unusual circumstances in ways that would leave European
banks at a competitive disadvantage. The Ricol Report concluded that this was
indeed the case, and the European Commission’s Internal Market and Services
Directorate General (DG MARKT) took action based on the requirement of
EU directives that IFRS must not disadvantage European companies as com-
pared to those in other major markets.

The IASB, fearing major damage to its legitimacy by a further departure by
the EU from the application of IFRS standards, responded by suspending their
constitutional due process and passing the requested amendments of IAS 39
on October 13, 2008, against the votes of its American members who argued
that the European reading of US GAAP was mistaken. However, the Euro-
pean Commission through DG MARKT, and the French government through a
meeting of European members of the G20, stepped up its pressure for further-
reaching reforms of international accounting standards. On October 27, 2008,
DG MARKT sent a letter to the IASB — discussed in more detail by André et
al (2009: 15) — raising questions about the reclassification of assets categorized
under the Fair Value Option (which by definition excluded moving them to am-
ortized cost), a revision of the specific impairment rules, and issues related to
the valuation of embedded derivatives. The response of the IASB, transmitted
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by letter on November 14, 2008, was that it would set up a series of roundtable
discussions on the financial crisis by the end of the year, and that any further
steps to amend standards would need to take place within the established stan-
dard-setting due process and in conjunction with the FASB to ensure global
convergence (cited according to André et al. 2009: 16).

Thus, in the face of the mounting crisis, the European Commission and
member state governments supported banks in their demands for greater mana-
gerial leeway to reclassify assets that were rapidly losing value and forcing fire-
sales or write-offs. They did so based on concerns that individual banks would
collapse and exacerbate the crisis. The problem definition, however, was re-
phrased somewhat instrumentally in order to find a lever to break the resistance
of the IASB. In the first instance, DG MARKT justified its demands with argu-
ments that a level playing field needed to be established between US and Eu-
ropean banks in dealing with the crisis. In the second instance, justification was
again based on the need for a level playing field, but this time between different
European banks (those that been allowed to reclassify by the amendment of TAS
39 and those that had not been allowed to do so because they had chosen the fair
value option in the first place). The issue of derivatives, in turn, referred once
more to equal treatment of US and European banks. There was little reference
to a more long-term perspective concerning how to define accounting standards
in line with steps undertaken to reform Basel capital requirements. Longer-term
macro-prudential considerations were mentioned only in a side note. In other
words, the European Commission and member state governments were con-
cerned about transparency of disclosure in a competitive environment. As their
realighment with the banking industry became visible and pressure on standard-
setters rose, security regulators, unaffected parts of the banking industry, and
standard-setters became increasingly concerned about the negative effects of
piecemeal reforms on the transparency of disclosure standards.

Convergence on immediate policy steps, yet continued
divergence of problem definitions

Various diagnoses and suggestions for remedies to the escalation of the crisis
crystallized around the G20 meeting on November 15, 2008, in Washington. An
analysis of the reports, letters and communiqués submitted in the run-up to this
meeting confirms the realighment of problem definitions by European banks
and governments, as well as the re-articulation of a distinctive view of both
problem definitions and remedies by securities regulators and standard-setters.
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On the one hand, EU heads of state and government moved beyond their
eatlier level-playing-field strategies, pursuing a more principled prudential ap-
proach to encompassing regulation and supervision of all kinds of financial
markets and products. This regulation was required to follow principles of ac-
counting and transparency that prevent “creating bubbles in periods of growth
and make crises worse in periods of downturn.” To achieve this end, they urged
accounting standard-setters to reform their governance structure to allow for
“a genuine dialogue with all the parties concerned, in particular, with prudential
authorities” (French Presidency of the European Union 2008). The Institute of
International Finance, as a voice of the banking industry, sent a letter pointing
to the need for reform of the Basel II Accord to avoid future pro-cyclical ef-
fects, a reconsideration of the reliance on ratings, and a broader dialogue about
the application of FVA in financial institutions (IIF 2008c).

On the other hand, IOSCO (2008b), in its open letter to the G20, highlighted
the importance of investor confidence in transparent disclosure and accounting
as crucial to the success and liquidity of financial markets, and hence the stabil-
ity of global financial systems. As a “community of authorities responsible for
capital markets” it reiterated its commitment to the development and enforce-
ment of global high-quality accounting standards that provided clear, accurate,
and useful information to investors. While IOSCO acknowledged that account-
ing standard-setters needed independence to develop high-quality standards, it
underlined that its “members must have a means of ensuring that accounting
standard-setters are working in the best interests of investors.” The letter re-
ferred to previous coordinated work with the IASB to establish a Monitoring
Board to enhance the accountability of the IASB to capital market authorities
worldwide. A group of national standard-setters, as well as the Basel Commit-
tee, supported the IASB as standard-setter and called for its independence, as
did investor associations (André et al. 2009; Stellinga 2011). The SEC, having
just commissioned a report on the role of FVA in the crisis under pressure from
Congtess, also maintained a transparency view (as fully explicated in the final
report, SEC 2008).

Thus, while the alighment between European governments and commercial
banks on a critical view of fair value continued and was increasingly framed
not only as support for banks under stress but also as a macro-prudential issue,
security regulators, standard-setters, and investors continued to emphasize their
transparency view. While these two camps had some common ground for policy
measures, they diverged on others. There was by no means a clear line of de-
marcation between public regulators, as the differences between the pronounce-
ments of governments, prudential regulators, and securities regulators show.
Even among prudential regulators, there was no unanimity. For example, Daniele
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Nouy, head of the French bank commission, in March 2008 declared that “mark-
to-market accounting is changing the dynamics of this crisis — the pain comes
very fast [...] But hopefully the recovery will come very fast too” (Hughes/Tett
2008). Also among banks, there was no unified opinion. In the United States,
Goldman Sachs dismissed IIF proposals, coining them “Alice-in-Wonderland ac-
counting” and Morgan Stanley publicly distanced itself from the Institute. In July
2008, Goldman even announced it was quitting the ITF (Dauer 2008).

The Trustees of the International Accounting Standards Committee Foun-
dation (IASCF 2008) sent a letter to the G20 acknowledging policymakers’ and
prudential supervisors’ concerns about issues of pro-cyclicality. However, it em-
phasized that the primary goal of accounting standard-setters was to provide
investors with adequate information. Since pro-cyclical effects were arising, if
at all, from interactions between accounting standards and Basel capital require-
ments they should be addressed by a dialogue with prudential supervisors — in
the first instance, the Basel Committee. Furthermore, it was announced that the
TASB and the FASB were about to establish a high-level advisory group — con-
sisting of senior leaders with broad experience in financial markets and official
observers representing key global regulators — to consult on how improvements
in financial standards could contribute to re-establishing investor confidence in
financial markets.

Faced with the urgent need to develop a regulatory response to the escalating
crisis, the G20 summit in Washington on November 15, 2008 saw an alighment
of different actors that focused on commonalities in immediate measures to be
taken rather than agreement on cause—effect analysis. The G20, in its declaration
and among many other recommendations, reiterated some of the calls made by
the FSF in April of the same year, such as asking the accounting standard-setters
to provide guidance on the application of fair value to financial instruments
during times of illiquid markets and to work on disclosure standards for off-
balance sheet vehicles. It increased pressure on the IASB to enhance its gover-
nance to “ensure transparency, accountability, and an appropriate relationship
between this independent body and the relevant authorities” (G20 2008), leav-
ing it thereby open to whom the IASB should be accountable in the end — to se-
curities regulators as demanded by SEC and IOSCO, or to prudential regulators
as suggested by the European Union. The G20 statement also reiterated that
regulators should work towards financial statements that include “a complete,
accurate, and timely picture of the firm’s activities (including off-balance sheet
activities) and are reported on a consistent and regular basis” — which was closer
to the suggestions of IOSCO than the concerns about potential pro-cyclicality
articulated by banks and EU governments. Still, concerns that regulation might
reinforce pro-cyclicality were not entirely pushed off the agenda. The IMF and
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FSF were asked to review how “valuation and leverage, bank capital, execu-
tive compensation, and provisioning practices may exacerbate cyclical trends” in
preparation of the next summit in April 2009 (G20 2008).

Coping with the systemic crisis

The period between October 2008 and April 2009 saw exceptional government
recapitalization of banks across the United States and Europe. From November
2008 onwards, it became clear that the financial crisis was spilling over into the
real economy. Banks with large impairments of assets started to ration credit
and economies went into recession. Other near failures of banks required gov-
ernments to infuse even more money to rescue them in order to prevent further
escalation of the financial crisis (FSA 2009: 27). As these developments unfold-
ed, politicians and regulators became increasingly wary of possible pro-cyclical
effects of existing regulation, at the same time as a number of high-level expert
groups and international regulatory bodies published reports with theoretical
reflections on and empirical analyses of such pro-cyclical effects. In February
and March 2009 alone five expert group reports and policy papers were pub-
lished which, among other issues, included a review of possible pro-cyclical
effects of prudential and accounting rules: the de Larosiere Report, the FSA
Turner Review, the FSF and IMF reports, and an European Council Key Issues
Paper deserve more detailed consideration because they express a major shift in
the problem definition of international financial supervisors, combined with a
more systematic articulation of revisions to be considered by the two leading
standard-setters.

First, a high-level group on financial supervision in the EU, chaired by
Jacques de Larosiere, former Managing Director of the IME, released its report
on February 25, 2009 (High-Level Group 2009). This group had been convened
by EU President Barroso in October 2008, and included a number of senior
experts with experience in prudential regulation and central banks. The report
concluded that the existing regulatory framework had been insufficient and had
partly reinforced downward spirals as the crisis unfolded. In particular, it pointed
to the need for a fundamental review of the Basel 11 regulations and their imple-
mentation with the aim of introducing counter-cyclical measures. The report
also stated that mark-to-market accounting under conditions of market stress
had reinforced the downswing, and that as a consequence fair value accounting
of financial instruments needed to be limited. The report argued that FVA ac-
counting as implemented under IFRS had not been neutral but had produced
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biased incentives for short-term business strategies. It advocated embedding the
“public good of financial stability” (High-Level Group 2009: 21) in accounting
standard-setting and pushed strongly for more accountability of the IASB by giv-
ing the “regulatory community” a permanent seat in its decision making bodies.

Second, the Turner Review published by the UK Financial Service Agency
under the leadership of Lord Turner in March 2009 (FSA 2009: 39), commis-
sioned by the Chancellor of the Exchequer in October 2008, also concluded
— based on a similar diagnosis — that “major changes in our approach to capital,
liquidity, accounting and institutional coverage” were necessary. However, the
report went further and also questioned some of the assumptions underlying
the previous market-based regulatory system. It asked whether market prices
really were good indicators of value; whether securitized credit really fostered
economic stability; and whether market discipline could limit excessive risk tak-
ing. The Turner Review highlighted a need for higher capitalization of banks,
a serious revision of the Basel II regime to avoid pro-cyclicality, the creation
of counter-cyclical buffers, and measures to offset pro-cyclicality in published
accounts (FSA 2009: 61-62). The report also argued that while the fair value
“accounting philosophy is appropriate from an idiosyncratic perspective — an
individual bank operating in a reasonably stable financial and economic environ-
ment — from the point of view of regulators, and of systemic financial risk, it
has serious disadvantages. On both the trading book and banking book sides, it
can fuel systemic procyclicality” (FSA 2008: 65). The FSA believed that a dia-
logue with accounting standard-setters was required on how a counter-cyclical
approach to bank capital could become visible in published accounting figures
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to raise managers’ and shareholders’ “awareness of the need to assess the per-
formance of banks in the light of the position in the economic cycle” (FSA
2009: 67). Both the Turner Review and the de Larosicre Report referred to the
existing and successful practice of dynamic provisioning implemented by the
Bank of Spain as a best practice model.

Furthermore, in fulfillment of their mandate, the FSF and IMF also pub-
lished reports and papers on the issue of pro-cyclicality in the run-up to the G20
summit in April 2009. The FSE, based on consultation with various prudential
and supervisory agencies as well as stakeholders, came to the conclusion that the
current financial crisis had illustrated the “disruptive effects of pro-cyclicality.”
Pro-cyclicality was defined as “dynamic interaction (positive feedback mecha-
nisms) between the financial and the real sector of the economy” that tends
to “amplify business fluctuations and cause or exacerbate financial instability”
(FSEF 2009: 9). The report suggested that elements of the existing prudential
and accounting regimes had been a contributory factor. The FSF highlighted
the importance of a macro-prudential assessment of the weaknesses of existing



234 PAuL LAGNEAU-YMONET AND SIGRID QUACK

regulation and suggested policy measures in four areas to dampen pro-cyclical
effects in financial systems. First, the FSF (2009) recommended revising capital
requirements under Basel II in such a way that they would promote prudential
capital buffers over the credit cycle. Second, it argued that earlier recognition of
losses — which current accounting rules excluded — would have dampened cycli-
cal fluctuations. Hence, it suggested that accounting standard-setters should re-
consider their incurred loss model and establish alternatives. Under the incurred
loss model a provision for loan losses is recognized only after a credit event has
been identified that is likely to result in non-payment of a loan. Third, the FSF
pointed to the likelihood of pro-cyclical effects arising from parallel increases in
risk taking and fair value valuation in banks. It argued that FVA also needed to
be considered from a macro-prudential perspective. As a consequence, pruden-
tial regulators and accounting standard-setters were urged “to examine the use
of valuation reserves or adjustments for FVA when data or modeling needed to
support their valuation are weak” (FSF 2009: 25). Finally, accounting standard-
setters should consider “possible changes in their standards to dampen adverse
dynamics potentially associated with fair value accounting” (FSF 2009: 26). An
IMF Working Paper (Novoa et al. 2009) published the same month took a more
moderate line. While it found that weaknesses of FVA may introduce unin-
tended pro-cyclicality, it still considered fair value to be the preferred framework
for financial institutions. In line with the other reports, capital buffers, forward-
looking provisioning, and more refined disclosure were seen as measures that
could mitigate the pro-cyclicality of FVA.

Finally, a Draft Key Issues Paper prepared by the Economic and Financial
Affairs Council of the European Union (Council of the European Union 2009),
adopted by the European Council in the run-up to the G20 summit in London
on April 2, argued pretty much along the same lines, referring to the de Larosiére
Report, to request financial regulation that would dampen rather than amplify
economic cycles and an improvement of accounting standards on provisioning
and valuation.

At the London G20 summit (20092) heads of government took a fairly uni-
fied approach to financial regulation (while disagreeing on other issues, such
as fiscal stimulus packages). Their “Declaration on Strengthening the Financial
System” incorporated the problem analysis of the above mentioned reports and
many of their policy recommendations. It explicitly urged the Financial Stabil-
ity Board and BCBS to work with accounting standard-setters to implement its
recommendations. While reaffirming the framework of fair value accounting,
the G20 asked accounting standard-setters to take action by the end of 2009 to
reduce the complexity of standards and improve accounting standards for loan-
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loss provisions, off-balance sheet exposure, and valuation uncertainty. Standard-
setters were called to work with supervisory regulators to achieve clarity and
consistency in the application of valuation standards worldwide. They were to
make progress with developing a single global standard and improve the in-
volvement of stakeholders, including prudential regulators and representatives
from emerging markets.

At the height of the financial crisis, the IASB saw itself surrounded by a
shift of emphasis in diagnoses on the secondary causes of the financial crisis:
while excessive risk taking, bad underwriting standards, and ill-directed financial
innovation were still considered root causes, views on the role of prudential and
accounting standards in the unfolding of the crisis had gradually changed. At the
beginning of the crisis, the focus had been either on their coverage (for example,
disclosure and accounting of off-balance sheet vehicles), their implementation
(insufficient skill and experience of banking staff in dealing with new Basel II
and FVA accounting rules), or equal playing-field issues (amendments of reclas-
sification under TAS 39). Now the interface between prudential and accounting
standards was considered a potential secondary cause that had reinforced the
crisis. Demands and recommendations for reform, while formally confirming
the fair value framework, argued increasingly from a prudential perspective that
favored a more long-term horizon for the valuation of assets and liabilities than
fair value accounting did.

At the end of March 2009, probably in light of the recommendations ex-
pected from the G20 summit, the IASB and the FASB had already decided at
a joint board meeting to accelerate the process of standard revision. The Chair
of the Financial Crisis Advisory Group (FCAG), which had met for the first
time in January 2009, sent a letter to then Prime Minister Gordon Brown, as the
host of the London G20 summit, highlighting that the group was in the process
of considering various studies, including those mentioned above, and soliciting
further input from other interested parties to advise the IASB and the FASB on
accounting issues related to fair value, loan provisioning and off-balance sheet
vehicles (FCAG 2009a). Following the April Summit, the IASB announced that
it would undertake the development of a new standard for financial instruments
(IFRS 9 to replace IAS 39) instead of pursuing further piecemeal revisions. In
press releases, dated April 7 and April 24, 2009, the IASB (20092, 2009b) ex-
plained that it was willing to take up the issues identified by the April summit
and committed to working with the FASB towards convergence, but that it also
believed that reforms should be undertaken in the context of a comprehensive
project rather than in response to pressures from interested governments and
business parties for piecemeal changes. The IASB project was subdivided into
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three parts, dealing with (i) classification and measurement of financial instru-
ments, (if) impairment of financial instrument, and (iii) hedge accounting.

Pending further research, it appears that the establishment of a Financial
Crisis Advisory Group (FCAG) and the Monitoring Board of the IASC Founda-
tion, established in January 2009, together with extensive outreach work under-
taken by the IASB, shaped the direction of the new standard-setting project. The
resulting IFRSY standard represented a compromise that included a revisited
and simplified mixed model for the classification of financial instruments and
consideration of more forward-looking alternatives for loan loss provisioning,
The FCAG included senior prudential and supervisory regulators, central bank-
ers, bankers, investors, and accountants from a range of countries, including
India and South Africa. The Monitoring Board was a response to long-standing
criticisms by IOSCO, the European Commission and others concerning a lack
of public accountability. The members included IOSCO, Japan’s Financial Ser-
vices Agency, the SEC, and the European Commission (which, however, with-
held signing the Memorandum of Understanding for several months), with the
Basel Committee on Banking Supervision present as an observer.

In the press release announcing the publication of its final report, the FCAG
(2009b) stated: “Accounting was not a root cause of the financial crisis, but it
has an important role to play in its resolution.” The report itself (FCAG 2009c:
3) presented a modified transparency approach: it recognized that financial re-
porting played an important role in the financial system and was of “great im-
portance to investors and other financial market participants, [...] and to regula-
tors and other users.” However, the limitations of financial reporting figures
also needed to be recognized because “regulators and others cannot rely exclu-
sively on the information” (FCAG 2009c: 9). The report recommended that the
TASB and the FASB “explore alternatives to the incurred loss model for loan
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loss provisioning that use forward-looking information,” including expected
loss and fair value models (FCAG 2009c: 7). For remaining differences between
prudential and accounting standards, the Boards were asked to “develop a meth-
od of transparently depicting any additional provisions or reserves that may be
required by regulators” (FCAG 2009c¢: 8). Furthermore, improvements in the
standards for consolidation and off-balance sheet assets were requested.

The FCAG and the Monitoring Board undetlined and supported the need
for independence on the part of the accounting standard-setter. While the range
of actors who should have a voice was defined more broadly — including regu-
lators and not just investors — it was argued that independence was required
to maintain a coherent and reliable standard-setting process shielded from the
strategizing of interested parties. In its Statement of Principles made public
on September 22, 2009, the Monitoring Board declared: “We view the primary
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objective of financial reporting as being to provide information on an entity’s
financial performance in a way that is useful for decision-making for present
and potential investors” (IASCF Monitoring Board 2009: 2). Therefore, the in-
stitutionalization of public oversight on the IASB did not fundamentally alter
the priority given to investors as addressees of the accounting standards it pro-
duced. Nevertheless, it redefined the independence of the standard-setter by
giving public authorities a lever in the nomination of trustees and in raising
issues concerning the standards themselves.

The re-emergence of convergence as a key problem

When the G20 met six months later for their summit in Pittsburgh on Septem-
ber 24, 2009, the emphasis had changed once more. There was a strong call on
“national authorities [to] implement global standards consistently in a way that
ensures a level playing field and avoids fragmentation of markets, protectionism,
and regulatory arbitrage” (G20 2009b: 7). International accounting bodies were
urged to “redouble their efforts to achieve a single set of high-quality, global ac-
counting standards’ and complete their convergence by June 2011 (G20 2009b:
9-10). Overall, there were increasing concerns that governments would imple-
ment regulatory changes in different ways, leading potentially to divergence and
regulatory arbitrage. The background of this shift of emphasis from pro-cycli-
cality to divergence was manifold: while in April 2009 governments had been
meeting under the threat of a severe economic downturn, September 2009 saw
a gradual relaxation of the crisis as individual banks started to recover thanks
to massive public support, and to the reclassification of financial instruments in
their books. Furthermore, the work on problems of pro-cyclicality had been tak-
en up by the Basel Committee, and to a lesser extent had also been considered by
the IASB in dialogue with the former. However, some of the reform responses
of governments and regulators under the threat of failing financial institutions
were endangering a coordinated global response because they had created new
sources of disparity between prudential and accounting standards rather than
reducing them. Furthermore, the crisis had shown how such discrepancies could
lead governments and business to engage in regulatory arbitrage and piecemeal
rule changes which endangered overall coordination of responses.

This had become particularly apparent in the field of international account-
ing where, in contrast to other issue fields, such as capital requirements, two
leading standard-setters were operating in parallel and liaising with each other.
As time went by, it became increasingly clear that the way the revision of ac-
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counting standards had unfolded between the two standard-setters had gener-
ated a number of side-effects which were increasingly complicating the policy
goal of convergence.

One underlying problem was that both standard-setters worked with differ-
ent timelines in their responses to the crisis. While the IASB chose to subdivide
its project into three phases, the FASB decided to develop a single proposal.
As a result, they presented their drafts at different times for public comment to
distinct audiences and received quite different responses. A second, and related,
source of disparities consisted of distinctive dynamics in their socio-economic
and political contexts. For example, the SEC (2008) report on fair value, pub-
lished in December 2008, which dismissed any role for accounting standards in
amplifying the crisis, shielded the FASB from industry lobbying and pressure
from Congress to review its standards, while several reports by European and
international bodies increased such pressure on the IASB. Finally, a kind of
intellectual vacuum emerged after the IASB-FASB joint Discussion Paper on
“Reducing Complexity in Reporting Financial Instruments” received broad and
virulent criticism. Stellinga (2011: 54) shows that this included disagreement
between the standard-setters and the broader accounting community. With the
FVA approach as the basis for convergence questioned, it was unclear what the
broader intellectual framework for convergence would be.

Three different standard-setting projects illustrate these new sources of di-
vergence: the project on the measurement of financial instruments, the work on
impairment, and the standard on consolidation. We will treat them in sequence.

In July 2009, when the IASB and the FASB published their respective pro-
posals for new standards for the classification and measurement of financial
instruments within the course of a day, it became apparent that the two stan-
dard-setters were diverging in their broader orientations. The IASB Exposure
Draft for IFRS 9, “Financial Instruments: Classification and Measurement,”
published on July 14, distinguished between assets accounted for at amortized
cost and at fair value. Broadly speaking, financial instruments with loan charac-
teristics would be held at amortized cost, provided banks could show they would
hold them for the long term. Everything else, including equities, derivatives, and
more complicated securities, should be accounted at fair value. Responding to
multiple criticisms from banks, regulators, and accounting communities (Stel-
linga 2011: 58-61) the IASB revised the standard in such a way that the final
document published in November 2009 took into account the loan characteris-
tics as well as the business model to allow for classification in an amortized cost
category, and allowed for reclassification if the business model changed in a way
that could be demonstrated to external parties. In contrast, the FASB proposal
for addressing the classification and measurement of financial instruments, im-
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pairment and hedge accounting published on July 15 (finalized as an exposure
draft in May) proposed much greater use of fair value measurement than IFRS
9, with almost all financial instruments at fair value and only a few financial li-
abilities under the amortized cost option. While the latter received considerable
criticism for FVA of loans, the FASB nevertheless continued a full fair value
approach up to 2010.

Similarly, the approach taken by the IASB on impairment issues, published
as an exposure draft in November 2009, was receptive to suggestions made by
the FCAG that loss impairment and provision should be more forward-looking,
The recognition of a credit event was removed. In contrast, the FASB proposal
developed a different solution that would write off losses at a given time and
maintain the logic of a credit event. As stated by the IASB itself (2011: 5), “In
redeliberating their original impairment proposals each board began to develop
a model for impairment accounting that was a variant of its original proposal.”
Given the strong urgency that the FSB and the G20 attributed to convergence
on the issue of impairment for reasons of prudential and supervisory oversight,
the Boards then decided to address the discrepancies by developing and publish-
ing a supplementary document which suggested a kind of meta-frame consist-
ing of two open portfolios, established by the risk management of the banks.
Work on this project, as on the one on hedge accounting, is still ongoing at the
time of writing, with no easy solution for convergence in sight.

In the area of consolidation of special purpose vehicles and other financial
entities which was brought onto the political agenda at an early stage in April
2008, and subsequently followed by the IASB with an exposure draft in De-
cember 2008, the approaches taken by the FASB and the IASB again diverged
in the course of the crisis instead of converging. After closely monitoring the
comprehensive consolidation approach taken by the IASB, the FASB decided
not to join this project at the time, and instead is in the process of developing
narrower improvements to existing guidance. The IASB, in turn, finalized its
standards for Consolidation and Disclosure in May 2011, according to which
control (defined in a broad sense) is the defining criterion for consolidated enti-
ties. While the IASB argues that developments are broadly in alighment in this
area, this remains to be seen, since the FASB’s exposure draft of amendments is
still under debate at the time of writing IFRS 2011a, 2011b).

From this short review it is apparent that both Boards are still struggling
with substantial differences in their approaches towards accounting for financial
instruments, some of which have become even more pronounced in the course
of the financial crisis. It remains to be seen whether the FASB will step back
from its plans to expand fair value accounting, and what direction it will take
towards incorporating IFRS. An SEC (2011) Staff Paper on the latter issue was
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published in May 2011 and comments received by July are still under consider-
ation by the SEC. In addition, it needs to be mentioned that the EU has so far
refused to endorse any part of the new IFRS 9 standards as long as the whole
package has not been finished. The EU’ opting out of endorsing the stan-
dards raises questions about the degree to which revisions in IFRS have been
implemented by European banks and financial companies in their accounting
practices to date.

Conclusions

The results of our analysis indicate that at no stage in the process have actors
converged, either on a single joint problem definition or on a single global re-
form project. Instead, problem definitions have evolved and changed over time:
some actors have aligned their views and strategies, others have continued to
articulate a different view of cause—effect relations, and reforms have developed
step by step, at times merely responding to uncoordinated short-term pressures.
This all points to the need to study problem definition and political action in
interaction over time, rather than as two successive phases of the policy process.

As problem definitions have gone hand in hand with specific recommenda-
tions on standard-setting and governance reform, they have given rise to shifting
actor coalitions. As the crisis unfolded, national governments, the European
Commission, and prudential regulators saw accounting rules no longer merely
as a means to achieve transparency, but also as a macro-prudential tool. Under
the stress of the crisis, this brought them in line with the goals of large parts of
the commercial banking sector. However, investment banks, securities regula-
tors, analysts and investor associations, as well as the standard-setters, with some
modifications in the case of the IASB, maintained that the principal goal of
accounting standards was to provide a timely and accurate picture of the eco-
nomic performance of an entity to its investors. Thus, coalitions around prob-
lem definitions arising from a transparency and a prudential approach cross the
traditional divides between industry and regulators, or private and public actors.

The results furthermore suggest that changes in problem definition, as well
as their prioritization or deprioritization in the public debate, can be attributed
to two main factors: exogenous changes in the economic context — particularly
the worsening of the crisis — and the endogenous dynamics of the reform pro-
cess itself. Two events mark critical moments in the evolution of struggles over
problem definition: the collapse of I.ehmann Brothers on September 15, 2008,
escalated the systemic risk involved in the financial crisis; and the announce-
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ments by the IASB and the FASB of their respective proposals on measurement
on July 14 and 15, 2009, made visible the potential for divergence between the
responses of the United States and international standard-setters to the G20
agenda. While the first event triggered an alignment of views in response to
systemic risk, the second event and its aftermath are outcomes of the account-
ing reform process.

Continued struggles over competing diagnoses arising from the transpar-
ency and prudential approaches did not prevent reform altogether. The IASB
has revised its standards on consolidation in such a way that it should include all
financial instruments held under the (broadly defined) control of a given entity.
IFRS 9 provides clearer guidance on fair value measurement and simplifies the
classification categories. Proposals on impairment, at least at the time of writing,
seem to follow an expected rather than an incurred loss model. The establish-
ment of a Monitoring Board has made the governance structure of the IASB
more publicly accountable, although mainly towards securities regulators and
less towards prudential regulators, with the underrepresentation of emerging
market economies and developing countries persisting,

Nevertheless, the absence of a global governance architecture that would
have provided incentives for both standard-setters to pursue a common revision
of standards rather than as separate albeit linked projects, seems to be a crucial
difference compared to reforms in other areas such as capital ratios. As a result
of this specific governance arrangement, the reform process itself has generated
new disparities between IFRS and US GAARP in the area of financial standards,
while the declared aim of most of the actors involved is to foster convergence
between systems. Paradoxically, the reform process itself has produced new
problems. It has re-emphasized the problem of how standards can respond to
different business models and processes while providing a comparable, relevant,
and comprehensible picture of a company’s economic situation. Here, as so of-
ten, the devil lies in the details.
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10
New Capital Rules? Reforming Basel Banking
Standards after the Financial Crisis

Roman Goldbach and Dieter Kerwer

Introduction

In 2008, the failure of the US investment bank LLehman Brothers led to a col-
lapse of the interbank market, threatening banks throughout the OECD world
with bankruptcy. The subprime crisis had mutated into a global banking crisis.
To overcome this crisis, the United States and other affected states — mostly in
Europe — put huge amounts of their taxpayers’ money at risk to bail out their
banking sectors and to prevent a collapse of the world economy. These events
have called into question the institutions designed to prevent a global banking
crisis from happening in the first place. At the global level, this is the task of the
Basel Committee for Banking Supervision (Kapstein 1994; Tarullo 2008). Since
1974, it has established a highly elaborate and complex set of standards for the
capital reserves that banks require to be safe, whatever market conditions may
be. Despite these standards, the global financial crisis has brought many banks
to the brink of collapse and beyond. Given that the rules of the Basel Commit-
tee did not prevent the global banking crisis, significant efforts to reform global
banking rules would have been expected.

In this chapter, we analyze the institutional change in global banking regu-
lation after the financial crisis. Given the severity of the crisis, this is a highly
important topic in its own right. At the same time, the institutional changes in
this area are likely to be influential in other areas of regulatory reform, since
the Basel Committee has served as a model for other financial regulators. In
our analysis, we address two dimensions of institutional change, procedural and
substantial. We analyze changes in how and where decisions are made, and how
global banking standards themselves have changed.

Our main finding confirms our expectation only partially. Instead of radical
institutional change involving a switch to new decision-making arenas and regu-
latory approaches, we find that reforms have given rise to only gradual institu-
tional change (Streeck/Thelen 2005). The Basel Committee remains the crucial
locus where global banking standards are set (see “Changing organizations” in
this chapter). Furthermore, the basic approach to preventing bank failure re-
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mains broadly identical with the pre-crisis approach. Nevertheless, within the
confines of this approach, some significant reforms have been introduced that
are likely to increase banks’ capital reserves (see “Changing rules”). However,
while the rule changes adopted so far do amount to substantial reform, the
extent to which reform actually materializes will depend on future implementa-
tion. In this respect, there is less reason for optimism (see “Conclusion”).

Changing organizations

Prior to the financial crisis, the most important global regulator for internation-
ally active banks was the Basel Committee (Davies/Green 2008: 32-59). The
Basel Committee was established in 1974 within the framework of the Bank
for International Settlements (BIS) in response to the failure of the German
“Bankhaus Herstatt”; this failure had revealed that for multinational banks, no
clear supervisory authority and responsibility existed. The founding G10 were
Belgium, Canada, France, Germany, Italy, Japan, the Netherlands, Sweden, the
United Kingdom, and the United States, with Switzerland, Luxembourg, and
Spain joining later (Buchmiiller 2008: 19-20). The members of the Basel Com-
mittee are representatives of central banks and banking supervisors. The role of
the Basel Committee is to coordinate the work of its subcommittees and work-
ing groups and to adopt standards. These have to be approved by the Group of
Central Bank Governors and Heads of Supervision (GHOS).

The first goal of the Basel Committee was to establish global rules of bank-
ing supervision. In 1975, the central bank governors of the BIS concluded the
“Basel Concordat,” which for the first time defined the obligations of the home
and host countries of internationally active banks. The initial principles of the
Concordat were subsequently elaborated, for example to enable information ex-
change between supervisors alongside national bank secrecy regulations. More
recently, the Basel Committee’s most important field of activity has been the
banks’ capital reserves. With the progress of financial globalization, banks were
increasingly forced to compete with other banks, and national regulators were
increasingly likely to engage in a race-to-the-bottom. As a consequence, capital
reserves of banks have declined while risks have increased. In order to pre-
vent an international banking crisis, the Committee adopted a first set of rules
to ensure banks’ capital adequacy. The first “Basel Accord” was concluded in
1988. Despite a series of updates in the 1990s, the basic structure of the Accord
increasingly failed to capture the risks involved in banks’ activities. As a conse-
quence, the Committee started to develop a new framework in 1998. This has
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turned out to be a complex process and has de facto turned the second Basel
Accord into a permanent work in progress. In this section, we show that the
Basel Committee has remained the pivotal standard-setter for banks after the
financial crisis and we address the question of how this has been possible, given
the failure of the previous rules to prevent a banking crisis.

Reorganizing standard-setting

As an initial response to the financial crisis, the Basel Committee expanded its
membership. Prior to the crisis the Committee consisted of representatives of
regulatory authorities from a group of countries deemed to have an interna-
tonally significant banking sector.! After the crisis, representatives from G20
member states were invited who hitherto had not participated in the Basel Com-
mittee. This group consists of Argentina, Indonesia, Saudi Arabia, South Af-
tica, and Turkey.” The Basel Committee’s governing body expanded accordingly
to include central bank governors and heads of supervision from these new
member organizations. With this enlargement, the Basel Committee adapted
to the shift from the G7/8 to the G20 as the majot forum of intergovernmen-
tally coordinated crisis management. However, post-crisis enlargement remains
modest as regulators from the most important emerging market economies, the
so-called BRIC states, were already members before the crisis.

The major organizational innovation regarding financial standard-setting
was the upgrading of the Financial Stability Forum (FSF) to the Financial Stabil-
ity Board (FSB) (see Donnelly in this volume). While the role of the former had
been limited to synthesizing the work of other sectoral standard-setters, the
latter was to become a proactive coordinator of post-crisis reform efforts. Due
to its broader membership, especially with regard to finance ministries, it has
more legitimacy than the Basel Committee and resembles a transnational politi-
cal body that also represents national political authorities. This would allow the
FSB to reduce the institutional power of the Basel Committee by curtailing its
agenda-setting power and by introducing new control mechanisms. However,
the FSB did not utilize this political mandate to challenge the Basel Committee,
but rather sought to optimize the risk regulation approach to bank supervision.

1 Before the crisis, the Basel Committee included representatives from Australia, Belgium, Brazil,
Canada, China, France, Germany, India, Italy, Japan, Korea, Luxembourg, Mexico, the Nether-
lands, Russia, Spain, Sweden, Switzerland, the United Kingdom, and the United States.

2 Additional members are regulators from Hong Kong and Singapore.
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Standard-setting process

The reform of the Basel banking rules started in 2009 and was concluded by
the end of 2010. The decision-making arenas were the G20 and the Basel Com-
mittee for Banking Supervision. The role of the Basel Committee was to put
together a new set of capital adequacy standards termed Basel I1I and to submit
a progress report to the various G20 summit meetings. The G20 endorsed the
various progress reports and gave only very broad guidance. The G20 formally
endorsed the Basel 111 rules in its meeting in Seoul in November 2010.

The Basel Committee thus remained the crucial decision-making arena. In
2009, the Committee members from national bank supervisors and central banks
set the initial reform agenda. In spring of 2010, they solicited comments from af-
fected parties and revised the rules accordingly. During 2010, the Basel Commit-
tee conducted several quantitative impact studies on how the rules would impact
on banks and the economies of its member states. Here, the Basel Committee
has been able to counter the claims of the banking industry that Basel 111 would
lead to a credit crunch and as a consequence would be detrimental to economic
recovery after the financial crisis.

In comparison, other organizations played only a minor role in the rule-mak-
ing process. The activities of the G20 were limited to issuing a vague mandate.
The first statement of the group on capital standards dates back to the meeting
in Pittsburgh in 2009. In the final communiqué, the G20 simply endorsed the
Basel Committee proposal (Group of Twenty 2009). At their Toronto meeting
in June 2010, the G20 had a chance to comment on the revised proposal submit-
ted by the Basel Committee. However, in general there was little input (Financial
Times, June 29, 2010: 6): the G20 accepted extensive transition periods giving
national regulators time to help their local banks to adjust to new capital stan-
dards, easing some industry fears. However, it failed to clarify other important
issues such as the definition of capital or the subject of liquidity standards. At
the meeting in Seoul in 2010, the G20 accepted the proposals of the Basel Com-
mittee without further amendments (Group of Twenty 2010:7).

Other possible decision-making arenas have influenced the Basel Committee,
without, however, actually making decisions on standards themselves. The Finan-
cial Stability Board (FSB) merely coordinated the reform efforts in the vatious
sub-fields of global financial regulation (see Donnelly in this volume). Nor has the
EU directly shaped Basel III (see Quaglia in this volume). Since representatives
of EU member-states disagreed in many respects, they were not influential as a
single voice within the Committee during the negotiation phase. However, the
EU’s plan to amend the details of some Basel 111 standards before adopting them
had repercussions for the standard-setting process within the Basel Committee.
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The considerable institutional continuity might seem surprising given the
magnitude of the crisis in the banking sector. One might have expected a switch
to another decision-making arena. Presumably, the approach to dealing with risk
would also change. Instead of merely prescribing capital reserves, regulators
could downsize banks or ban certain practices such as short-selling. Why did the
Basel Committee remain in charge and why did it stick to its regulatory approach?

Explaining continuity

In the field of international relations, the popular state-centric approach con-
ceptualizes the G20 and the Basel Committee as negotiation arenas in which
states decide when and how they want to cooperate (Kapstein 1994; Oatley/
Nabors 1998; Singer 2007). In this perspective, incremental rule change is due
to the fact that the major states chose to delegate the task of making banks safer
to the Basel Committee once again. This decision would explain why the Basel
Committee has been able to remain in charge, even though its expertise and
its approach to global banking regulation have been called into question by the
financial crisis. The act of delegation amounts to a formal empowerment that
helps compensate for its tarnished epistemic authority.

There is considerable empirical evidence to support the state-centric hypo-
thesis. All the major states have had an overwhelming interest in setting global
standards along established lines. As has been pointed out above, the G20 quick-
ly agreed to delegate the standard-setting process once more to the Basel Com-
mittee and had no interest in closely monitoring the rewriting of the rules. This
explanation does not exclude political conflict among the G20 member states.
In fact, a conflict did arise once the first draft of the new set of standards was
published by the Committee. However, the bone of contention was neither the
appropriate regulatory forum nor the basic approach, but rather the impact of
the new rules in different states. In game theoretical parlance, the conflict can be
framed as a coordination game with distributional conflicts only. In fact, the
major conflict that did emerge was the conflict between liberal market econo-
mies and coordinated market economies.” The United States and the United
Kingdom both pressed for higher capital standards and wanted short implemen-
tation periods, while Germany, France, and Japan called for revisions that take
into consideration state banks and smaller regional banks typical of coordinated
market economies (Financial Times, July 21, 2010: 1; Financial Times, July 28, 2010:
5).The conflict over the costs of the reform also split the members of the EU
into two opposing camps, with the United Kingdom in one, and most of Con-

3 The same conflict emerged during the negotiations on the Basel II rules (Wood 2005).
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tinental Europe in the other (Financial Times, June 15, 2010: 5). This explains why
there was no agreed EU position on these matters. Another piece of evidence
supporting the view that the conflict among states concerned mainly distribu-
tional issues is offered by the behavior of the new members of the Basel Com-
mittee. Major emerging economies such as India and China have remained
largely silent, despite being empowered by the new role of the G20, because
they did not perceive significant adaptation costs to the new rules. China’s bank-
ing sector is mostly state owned and operates at the national level. Indian banks
seem to be focused on business in India and are already well capitalized (Finan-
cial Times, September 14, 2010: 26).

Much more problematic for the state-centric perspective is to understand
why the G20 states decided to delegate reform of the global banking rules once
again to the Basel Committee. The hypothesis that the states followed the pres-
sute of the financial industry (see, for example, Claessens/Underhill 2010) is
not plausible. The Institute for International Finance (IIF), the powerful interna-
tional association of large global banks, warned that the economic repercussions
of too much regulation and supervision would be harsh, resulting in financial
market turbulence, reduced lending, reduced GDP growth, and higher unem-
ployment (IIF 2010). One of its major suggestions was to implement the new

2

capital requirements of the Accord — namely a “leverage ratio,” “counter-cyclical
buffers,” and “medium-term liquidity” — in such a way as to give banks wider
margins of discretion. Whereas the Committee favored prescribing minimum
capital requirements through regulation (“Pillar 17), the IFF suggested that these
be determined by banks’ internal risk management models (“Pillar 27). It also
objected to the aim of the Committee to establish new permanent standards and
instead suggested evaluating the rules in the near future. However, the regulatory
outcomes show that regulators have ignored these suggestions of softening up
capital adequacy rules (see below).

Given that the influence of banking interests was fairly modest, what other
explanations are feasible for why states have chosen conservative reform? One
explanation could be that states were under pressure to react promptly to the
global financial crisis and lacked the time to establish a consensus on a new
regulatory approach and devise a new organization. Another explanation for the
difficulties facing more fundamental reform might point to path dependency.
After all, for more than two decades, banks, regulators, and other market partici-
pants have been using Basel standards. Finally, the Basel Committee’s epistemic
authority may well have survived the financial crisis. By virtue of being the fo-
rum of national bank regulators, it has unique access to sensitive data and can
therefore endow its “Quantitative impact studies” with greater authority than
private associations (see Financial Times, May 31, 2010: 1).
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Changing rules: Global banking standards

The new package of rules introduced by the Basel Committee often referred to
as “Basel III” does not substitute but rather complements the previous “Basel
I1” framework. The new regime continues to rest on three pillars. Since the
second Basel Accord, this three-pillar structure has characterized international
regulatory coordination: Pillar 1 defines amount and calculation models of mini-
mum capital requirements; Pillar 2 stipulates that banks use internally developed
risk management systems and outlines principles for the supervisory process,
that is, how regulatory agencies investigate the internal risk management mecha-
nisms of banks; and Pillar 3 defines the information banks have to disclose
publicly in order to foster market discipline. Changes have been undertaken
within all three pillars, while the focus remains on Pillar 1, namely quantifiable
capital requirements, with relatively strengthened qualitative supervision (Pillar
2). Due to the many details, the overall picture is hard to grasp. The new rules
make the existing elements of the framework of capital requirement regulation
substantially more restrictive. In comparison to the previous regime, capital re-
quirements are more demanding and the proprietary trading of banks is severely
limited. Furthermore, additional lines of defense against banking failures have
been erected, within the framework of which banks’ liquidity management is
put under supervision and counter-cyclical measures are introduced. We start
by presenting the initial adjustments to the existing Basel II Accord and then
outline the new Basel 111 elements.

Reforming banking standards

The first response of regulators to the financial crisis was to amend Basel I,
resulting in rapidly applicable and stricter rules. The final amendments raised the
(regulatory) costs for trading activities (in contrast to hold-to-maturity invest-
ments), and in particular for securitization, as well as for off-balance-sheet as-
sets. These were targeted via a comprehensive Basel 11 approach, that is, changes
in all three pillars, but mostly within Pillar 1.

As most of the banks’ losses occutred in their trading books* and/or in
the form of securitization, in July 2009 the Committee agreed upon measutes
giving clear-cut guidance to regulate non-hedging securitized assets and other

4 Banks’ assets are subdivided into two “books”: the banking book contains all assets that are
held until maturity, and the trading book encompasses all other activities for trading purposes.
The distinction is significant because different risks adhere to the two asset classes and accor-
dingly different amounts of capital are required. Before the crisis, trading book items typically
were subject to lower capital requirements.
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financial instruments of proprietary trading in the trading book (BCBS 2009a,
2009b). The measures reduce incentives to move assets into the trading book
by raising the risk weights and bringing them closer to banking book levels. “As
a result of these revisions, market risk capital requirements will increase by an
estimated average of three to four times for large internationally active banks”
(BCBS 2010d). At the same time, the Committee substantially increased credit
risk weights for securitization in the banking book.

Changes to the second pillar, the supervisory review of banking activities —in
particular, banks’ internal risk management — were threefold: first, more require-
ments for banks” internal risk management processes related to securitization and
off-balance sheet trading activities; second, enhanced internal risk management
systems, with a view to enhancing short- as well as long-term horizon risk man-
agement; and third, new rules on compensation (“bonuses”) based on the FSB’s
Principles (2009) and Standards of Implementation (2010). Combined with the
Basel Committee’s assessment methodology these measures provide clear rules —
for example, the innovation of a board remuneration committee in every bank —
with detailed guidance on implementation and enforcement. However, the mea-
sures are designed as a compendium of options to implement the fairly general
principles. Therefore, success hinges strongly upon national commitment and the
newly introduced FSB peer review which is undertaken periodically.

The Basel Committee also amended Pillar 3 rules to enhance transparency
and market discipline, as it raised the disclosure obligations of banks in all the
three regards touched upon under Pillar 2 above: the very clear stipulations for
disclosing securitization (as well as other trading) activities; internal risk manage-
ment processes; and remuneration practices. These additional disclosure require-
ments will help to reduce market uncertainties about the strength of banks’
balance sheets, as well as internal management practices.

While the revisions to the first and third pillars had to be complied with by
the end of 2010, domestic supervisors were expected to start implementation of
Pillar 2 changes immediately in July 2009. The revisions are certainly substantial
and will impact heavily upon (re-)securitization and off-balance sheet trading;

Once these urgent revisions had been undertaken, the long-term resilience
of the financial system and banks came into focus. Basel III is an extensive,
comprehensive, and detailed transnational agreement, which continues the
tradition of complex transnational financial regulation since the Committee’s
Market Risk Amendment to the Basel Accord in 1996. Most of the work con-
cerned Pillar 1 issues, in other words, how much capital banks are required to
hold, while less development can be seen regarding Pillar 2 and 3 issues, namely
risk management and its supervision, or market discipline respectively. The two
main documents (BCBS 2010a, 2010b) introduce four amendments/new ele-
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ments: increased restrictions concerning capital requirements, new capital buf-
fers, a new leverage ratio, and two new liquidity provisioning requirements.

‘The minimum capital requirement in relation to risk-weighted assets (RWAs)
has been increased to 10.5 percent, including the new 2.5 percent capital con-
servation buffer. In addition, risk-weights of several asset categories have been
raised (banking and trading book), particularly concerning securitized assets and
derivatives. Moreover, the quality of capital will be improved considerably, as
definitions are becoming more restrictive. While capital types of lower quality
are either no longer eligible (the previously permitted Tier 3 capital) or interna-
tionally harmonized (Tier 2), the crucial adjustment is the stricter definition of
Tier 1 capital. Under Basel 111, 8.5 percent has to be common equity, so-called
Tier 1 capital. Of this, 7 percentage points have to be Common Equity Tier 1
(CET1) capital, which is even more testrictively defined capital.® An additional 2
percent can be provided using Tier 2, less strictly defined types of capital. Con-
sequently, the composition of the 10.5 percent required minimum capital has to
be: 7 percent CET1, 1.5 percent common equity, and 2 percent Tier 2 capital.

While the above adjustments affect banks’ costs heavily, we are skeptical
concerning the more innovative elements. One new element comprises two capi-
tal buffers, one to establish a capital stock that can be drawn from temporarily
during bad times, another to be built up during good times.

The capital conservation buffer ensures against unexpected losses by building
reserves above minimum capital levels. An additional 2.5 percent of capital re-
quirements are introduced — as discussed above, this is part of the 10.5 percent
overall requirement — the distinctive feature being that this capital can be drawn
down during distressed times (as opposed to minimum capital requirements of
8 percent). When banks’ capital reserves fall into the range between 4.5 and 7
percent CET1, they are progressively constrained in terms of capital distribu-
tions (such as paying dividends, buying back shares, bonus payments and so on).
The logic is that banks want to avoid coming into this range where they are sub-
stantially restricted as regards compensating their shareholders and employees,
which provides them with the incentive to build higher capital reserves.

The second buffer, the counter-cyclical capital buffer, provides an incentive to
build up buffers during boom times that can be drawn down during bad times
by creating a cyclically stable minimum requirement. In extremis, it could re-
sult in an additional 2.5 percent of CET1 capital requirements (resulting in the

5 Predominantly common shares and retained earnings (with tailored solutions for non-joint
stock companies). The 7 percentage points are calculated through deductions from the 8.5
percent common equity — deducted are amounts above an aggregate 15 percent (of the 4.5
percent) limit for investments in financial institutions, mortgage servicing rights, and deferred
tax assets from timing differences.
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theoretical maximum capital requirement of 13 percent). However, the highly
complex process and room for national supervisory discretion beg the ques-
tion of its real impact. In a complex three-step process a domestic supervisory
authority has to (i) identify a boom-episode with system-wide credit risk dis-
sipation and (ii) calculate the additional capital requirements (between 0 and 2.5
percent CET1), for which banks then have twelve months to adjust. Finally (iii),
the supervisor has to enforce the buffer when a bank’s capital reserves fall be-
low the defined requirement, by progressively constraining capital distributions
(stepwise 0, 40, 60, 80, and 100 percent of dividends, share buybacks, bonus
payments and so on).

Furthermore, another innovative element was added to reduce capital arbi-
trage opportunities. The new “leverage ratio” defines a minimum level of capital
reserves in relation to a bank’s portfolio, independent of the risk incurred. It also
means equal treatment of balance sheet and off-balance sheet items. The mini-
mum ratio is to act as a “backstop” to prevent banks from building up excessive
leverage that is not prevented via risk-weighted regulatory approaches. It will be-
come a parallel requirement to minimum capital requirements and will stipulate
3 percent CET1 capital relative to exposure.

The most innovative element in the transnational banking regulations in
question comprises the new /lguidity provisions that force banks to ensure that
their portfolios are sustainable in distressed illiquid markets. The standard re-
quires that banks have a higher reserve of short-term liquid assets (determined
by the “liquidity coverage ratio”) and longer-term liquid assets (determined by
the “net stable funding ratio”). These are not additional to the capital require-
ments, but overlap. Furthermore, these quantitative requirements are nested
within a supervisory framework of liquidity risk management principles (BCBS
Principles for Sound Liquidity Risk Management and Supervision 2008) that
give detailed guidance on risk management for banks and supervision through
regulatory agencies, as well as the Monitoring Metrics that harmonize the mini-
mum information to be gathered by national supervisors.

The Liquidity Coverage Ratio (LCR) stipulates that banks provide sufficient
short-term unencumbered high-quality liquid assets to survive a 30-day stress
scenario (calculated on the basis of 2007-2009 circumstances, albeit not the
worst case scenario of this period). The aim is for banks to have liquid assets
available that can be monetized within a few days to finance 25 percent of
unexpected cash-outflows; banks have to calculate these provisions internally,
based on stress testing, at least monthly, while ensuring operational capacities
for weekly/daily recalculation in stressed situations.

The accompanying Net Stable Funding Ratio (NSFR) is aimed at limiting
overreliance on short-term wholesale funding during boom times and the un-
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derlying revolving market financing of long-term credits. It ensures that a bank’s
maturity structure of assets and liabilities is sustainable over a one-year time
horizon. Banks have to undertake internal stress testing of available funds for
servicing maturity structures and report the results at least quarterly.

Summing up, the existing three-pillar architecture of the Basel Accord(s)
is stabilized and reinforced by raising quantitative minimum requirements and
by increasing qualitative supervisory scrutiny. Furthermore, additional lines of
defense are erected that are supposed to ensure prudential banking and prevent
failures at an earlier stage (in other words, liquidity management, conservation,
and counter-cyclical buffers). The existing supervisory architecture has been
considerably strengthened.

Impact assessment and rule effectiveness

These rule changes translate into considerable new capital requirements. How-
ever, the question arises as to whether the impact is significant. According to
the Basel Committee’s “Quantitative impact study” (QIS)® — which evaluated
how the new standards will affect the banks’ capital reserve requirements in
comparison to the capital levels in 2009 (Basel Committee 2010c) — large, inter-
nationally active banks (Group 1 banks) would have to raise their capital by 4.8
percent to meet Basel 111 targets. To achieve the 7 percent CET1 requirement,
this amounts to additional capital of 577 billion euros (the sum of all profits
in 2009 was 209 billion euros, in other words, the additional capital is 2.7 times
one year’s profits). These figures demonstrate the substantial efforts banks have
to undertake in order to raise the necessary capital — although many banks’
endavors to clean their books after the crisis already will improve their capital
requirement positions (Zeitler 2011). Smaller, rather regionally oriented institu-
tions (Group 2 banks) have only to accumulate new capital in the amount of 2.7
percent to meet the Basel I1I standards. To achieve the 7 percent CET1 ratio,
this amounts to an overall additional capital requirement of 25 billion euros
(1.25 times one year’s profits).

While this forecast suggests heavy burdens for the banking industry, the new
elements in Basel III will result in some additional restrictions. However, it is
unclear whether these will result in substantial additional capital requirements;
complying with the minimum capital requirements might already provide suf-
ficient resources to meet the other standards. Regarding the capital conserva-
tion buffer, the QIS results suggest that only banks within the highest quartile

6 The study’s results are contested by the industry, which claims that its own evaluations come to
different conclusions.
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of profitability would suffer from it. Also, the leverage ratio seems to require
fairly modest additional adjustments, as Group 1 banks in 2009 almost fulfilled
the minimum requirements (2.8 percent CET1), and the Group 2 banks al-
ready over-achieved (3.8 percent CET1). Finally, concerning the new liquidity
provisions the QIS indicates that the funding term structure of banks (that is,
what time-horizons do a bank’s assets have and how fast can banks turn assets
into cash under market stresses) must be adjusted substantially. Concerning the
short-term measure (LCR), 54 percent of all participating banks did not meet
the required liquidity provisions, mirroring a shortfall of liquid assets of 1.73
trillion euros. Regarding the NSFR, the QIS indicated that 57 percent of all
participating banks did not meet the required liquidity provisions, mirroring a
shortfall of liquid assets of 2.89 trillion euros. However, the additional burden
will be less once the LCR provisions are met. In general, these results do not de-
pict additional capital requirements but rather a change in funding structure and
maturity management. The costs cannot simply be added, but must be evaluated
in more detail.

Switching to the macroeconomic perspective, the Committee — in collabora-
tion with the FSB — came to the conclusion that, based on a static comparison,
the increased capital requirements will result in a cumulative GDP reduction of
0.22 percent after full implementation of the new Basel framework, mirroring a
0.03 percentage point reduction in annual growth over that period (MAG 2010).
Hence, while the impact will be felt, it is certainly far from threatening,

In sum, banks will have to hold substantial additional amounts of capital.
However, the real impact of the described agreement could be weak, due to
domestic implementation, international re-negotiation, and continued reliance
on banks’ internal capacities. Under the future regime, capital arbitrage made
possible by varying domestic implementations of Basel IIT might gain in rele-
vance. One specific danger is that banks may strategically draw down the capital
conservation buffer during normal times to enhance competitiveness, and will
not be restrained by their supervisors. The design of the buffer is predisposed
towards domestic supervisory discretion — time limits on drawing the buffer
down can be taken on a case-by-case basis by national supervisors. Furthermore,
arbitrage options are provided by discretion regarding the rules’ application to
parts of a banking group (as opposed to sole consolidated application). Simi-
lar challenges are created by the highly sophisticated three-step design of the
counter-cyclical buffer, which seems prone to error for two reasons: first, the
mechanism does not seem to be real-world applicable, as (a) it needs time for
banks to adjust, when it is likely to be too late (given unlikely early interven-
tion by domestic supervisors), and (b) banks have an adjustment time window
of up to 12 months, which will make this provision toothless in urgent situa-
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tions. Second, since the buffer-related additional capital requirements have to
be decided upon individually by each country, concerns about national industry
competitiveness make application unlikely. The domestic discretion in deciding
whether a boom-episode exists and the additional capital requirements should
be activated, reduces incentives to implement unfavorable measures when other
countries do not do so. In sum, the two new capital buffers are far-reaching but
leave too much discretion to national supervisors, which might result in inter-
jurisdictional competition via low capital buffer requirements.

Another concern is the potential weakening of Basel III provisions during
the lengthy test and implementation period.” For the leverage ratio there are two
transitional periods — earliest full implementation is 2018 — during which results
will be generated that are explicitly intended to adjust the framework to prevent
unintended consequences. Moreover, in order to arrive at Pillar 1 treatment (that
is, actually agree on a harmonized 3 percent rule in contrast to the Pillar 2 ap-
proach of domestic supervision) an explicit — new — decision has to be taken by
the BCBS. There will be plenty of opportunities to realize the ITF’s (IIF 2010: 2)
aim of pushing the leverage ratio into Pillar 2 treatment. A third concern is the
continued dependence on banks’ internal capacities. The success of the liquidity
provisions depends heavily upon internal banking calculations and supervisory
capacities to supervise compliance with the highly complex and extensive regu-
lations. Furthermore, lengthy test and implementation periods again apply and
might weaken the agreements, as could domestic supervisory discretion.

Conclusion

Soon after the outbreak of the financial crisis, efforts commenced to reform
global banking standards. In our analysis of these regulatory reforms we have
addressed the question of whether they have brought about significant institu-
tional change. Our main finding is that even the severe global banking crisis did
not lead reformers to abandon the pre-crisis institutional set-up. We find that
institutional change has been mainly gradual, rather than disruptive. Continuity
is most pronounced in the way decision making is organized. The Basel Com-
mittee remains the sole standard-setter for global banking. The FSB, while more
influential than its predecessor, has not emerged as a competing rule-making
forum. Also, although Basel 11 was lenient with large banks, there is no evidence

7 In general, compliance with revised standards is due by 2013, while the new standards will be
phased in over an additional period of six years until 2019.
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that large banks actually captured the Basel Committee during the recent reform
process. The reform of the Basel Committee itself was limited to a modest
expansion in membership. We also found important elements of continuity in
standards. The Basel Committee continues to adhere to its previous approach
to banking risks. Reforms merely amend or add to the three regulatory pillars of
Basel II. However, within this framework, standards have changed. The new Ba-
sel standards define higher capital requirements, stricter capital definitions, and
capital requirements for new types of risk, and apply to a wider range of banks’
activities so as to close regulatory loopholes. Internal risk management and pub-
lic information disclosure have to be enhanced and will be subject to stricter su-
pervision. Moreover, a leverage ratio, capital buffers, and liquidity requirements
were introduced. The new capital standards will require banks to shore up their
capital reserves. Overall, we thus find significant, if incremental change.

While it is important to acknowledge that the Basel Committee has made
some headway, it is equally important not to forget that the significance of the
new capital standards depends on how they are implemented. In the past, the
implementation record has been uneven. While Basel Standards have become
mandatory for most banks in the EU, the United States applies them only to a
small segment of large multinational banks (Herring 2007: 416—419). There are
some signs that implementation will continue to be difficult. Implementation
may be jeopardized by generous transitional periods. These may give supervi-
sors time to renege on their commitment or for banks to lobby for softer imple-
mentation (see Financial Times, September 5, 2011). Furthermore, leverage ratios,
capital buffers, and liquidity provisions will be subject to follow-up negotiations
on the transnational as well as the national level and will probably be weakened
by domestic supervisory discretion when the national agencies face competitive-
ness issues regarding institutions within their jurisdiction. Before adopting the
Basel III rules with minor changes in July 2011, the EU considered altering the
Basel deal during EU implementation (see Quaglia in this volume). The Accord
Implementation Group, a committee to promote the implementation of Basel
standards founded in 2001 (BIS 2001), is likely to be strengthened by a peer re-
view mechanism. However, it remains to be seen how effective this mechanism
will be. The mechanism could be weakened considerably if the competitiveness
of the national banking industry becomes the prime concern of the participat-
ing states. This might allow banks to increase their influence over the reform
process in the medium term.® Thus, some of the promises of the present re-
forms may not materialize.

8 We owe this point to a comment by Geoffrey Underhill on a previous version of this chapter.
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Finally, even if the new Basel standards are implemented fully, they will be
significant only to the extent that the Basel Committee’s approach to financial
market risk prevention is convincing. The Committee continues to be guided by
the conviction that the uncertain future of financial markets can be transformed
into calculable risk. The more recent financial turmoil has called into question
this conception of risk and suggests instead that the development of financial
markets entails unknowns that are likely to be missed by preventive risk regula-
tion (Taleb 2007).
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Institutional Change at the Top:
From the Financial Stability Forum
to the Financial Stability Board

Shawn Donnelly
Introduction

In April 2009, the G20 called for the establishment of the Financial Stability
Board. The FSB would coordinate and direct the future development of fi-
nancial market regulation at the international level, with a view to ensuring the
stability of the financial system. It would be a stronger institution than its prede-
cessoft, the Financial Stability Forum (FSF), with the capacity not just to compile
international standards but actively to promote higher quality and effectiveness
for financial market activity as a whole. While other global standard-setting bod-
ies would change incrementally or not at all in the course of improving specific
standards, the G20 announced that changes to the Board were intended to help
take the quality of regulation, nationally and internationally and as a totality, to
the next level. This chapter examines institutional changes from the FSF to the
Financial Stability Board and the extent to which they support the conclusion
that the Board is a game-changer in international financial market regulation.

A number of reference points can be used to highlight the differences in how
the Forum and the Board are structured and operate and what their potential
contribution to global economic governance is or is likely to be. There are differ-
ences in membership, both in terms of countries and the type of representatives
they send, as well as differences in their internal structures, the means by which
they interact with national authorities, and the way they interact with a variety
of international bodies, including the G20, international standard-setting bodies
(ISSBs), and international financial institutions: the IMF and the World Bank.

The Board is more institutionally developed than its predecessor in three
ways: internally (to handle an increased workload on standards, supervision and
the open method of coordination), internationally (to handle the increased work
of coordinating and proposing improvements to international standards), and
with regard to the institutional capacities and regulatory policies of national
jurisdictions (through the open method of coordination).

These institutional changes reflect and support a higher degree of political
commitment within the G20 to use the FSB more forcefully than the Forum to
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improve the quality of regulatory policy and instruments. It should be noted,
however, that this common political commitment is confined to improving the
instruments of financial market supervision, data analysis, eatly warning and
emergency intervention. Other goals that demand deeper restrictions on busi-
ness practices that lay at the core of the 2008 collapse are not part of either the
political consensus or the FSB’s agenda.

The Financial Stability Forum

The Financial Stability Forum was called into life in 1999 after the collapse of an
American hedge fund, Long-Term Capital Management (LTCM), which threat-
ened to unleash a chain reaction of financial collapses in the United States and
then Europe. LTCM had incurred losses during a financial crisis that began in
Thailand in 1997 and then spread to South-East Asia, then Latin America and
Russia. LTCM’s heavy investments in Russia, combined with American banks
investing heavily in LTCM, completed the chain of contact along which conta-
gion spread from Thailand to American banks (Jorion 2000). While the Federal
Reserve Bank of New York organized a bailout by LTCM’s largest investors to
fight the immediate fire, the American government, together with the rest of
the G7, acquired an interest in global institutions that would focus on proactive
crisis prevention rather than post-facto emergency management. The Forum
was to help this process, while the G20 was formed to bring important emerg-
ing market countries to the table with the G7 in overseeing the Forum’s work.

The original members of the FSF were the central banks, finance ministries,
and financial service regulators from the G7 countries, plus Australia, Hong
Kong, Singapore, Switzerland, and the Netherlands, as well as the ISSBs (Basel
Committee, International Association Insurance Supervisors (IAIS), the Inter-
national Organization of Securities Commissions (IOSCO) and the Interna-
tional Accounting Standards Board (IASB), the IME, the World Bank and the
European Central Bank. As with the Basel Committee, the Bank for Interna-
tional Settlements in Basel provided rooms and administrative support for the
Forum. The Chair took on the role of setting the agenda in consultation with
the members at periodic membership meetings. Ad hoc working groups were
formed to study issues of interest.

Institutionally, the Forum was a meeting place without strong institutional
diversification, specialization, authoritative decision making powers, or super-
visory capacity. The main way that the FSF promoted better regulation on be-
half of the G20 was to draw the attention of national regulatory practitioners
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and lawmakers to existing standards, encourage ISSBs to develop codes of best
practice to which national practice could be oriented, and to promote dialogue
between the ISSBs. It is here, as the exploratory report for the Forum had sug-
gested (Tietmeyer 1999), that the efforts of the Forum stopped and the respon-
sibility of national governments, regulators, and ISSBs began. The actual review
of national implementation was undertaken outside the Forum, by the IMF and
the World Bank, without Forum involvement.

The range of standards that the Forum highlighted and that the IMF and the
World Bank scrutinized was also limited in nature. The Compendium of Stan-
dards that the Forum highlighted as the benchmarks for good economic gover-
nance covered three areas: transparency of macroeconomic management (three
standards from the IMF); financial regulation and supervision (one set of core
principles of good regulation each from Basel, IOSCO, and the IAIS); and insti-
tutional and market infrastructure (six standards covering: money laundering (by
the Financial Action Task Force), systemic features of clearing systems (by the
Committee on the Global Financial System), financial reporting standards (by
the International Accounting Standards Board), corporate governance standards
(by the OECD), and insolvency standards and deposit insurance (by the Bank
for International Settlements). Most importantly, most of the standards did not
address the behavior of financial market participants, but instead ensured that
regulators had access to sufficient resources, personnel, decision making auton-
omy and powers of investigation to properly do their jobs. None of them have
much to say about banking, securities or insurance regulation directly.

By request of the G7 (Bayne 2000), the IMF examined the application of
these limited standards by national governments in the context of Article IV
consultations, which audit the economic policies, practices and conditions rel-
evant to economic growth and stability, and specifically in consultations on the
Financial Sector Assessment Programme. The IMI’s capacity to wield influence
rested in turn on the signaling effect to markets of its pronunciations on regula-
tion (Giannini 2000). This reliance on a combination of international standard-
setting bodies and international financial institutions to improve regulation gen-
erally was subject to two weaknesses: the unwillingness of the United States to
undergo such a review of its own practices (Kirton 2000; Walter 2000; Financial
Crisis Inquiry Commission 2011: 423), and the lack of consensus on binding
standards within any of the ISSBs. This meant that in terms of mission and ac-
tual standard work, the FSF had very little to do or room or inclination to grow
further institutionally.

The Forum’s most important research and strategy reports also came from
outside. The Forum allowed a core group of national regulators known as the
Senior Supervisor’s Group comprising representatives from the United States
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(the Federal Reserve Bank of New York, which hosts the SSG, the US Federal
Reserve, the Securities and Exchange Commission, the Office of the Comptrol-
ler of the Currency), Switzerland, France (the respective central banks), Ger-
many and the United Kingdom (the respective Financial Service Authorities)
to investigate what had led to the crisis in 2007 rather than compile its own re-
port (Senior Supervisor’s Group 2008). Their report revealed that those invest-
ment companies that had weathered the crisis well to that point had corporate
governance and financial risk management mechanisms that went far beyond
the minimum standards that the Forum had put together in its Compendium
of Standards.! They furthermore declared that they would “continue to work
directly through the appropriate international forums (for example, the Basel
Committee, International Organization of Securities Commissions, and the
Joint Forum) on both planned and ongoing work in this regard,” rather than
relying on the Forum (ibid.: 2). Although the SSG had no formal status within
the Forum, this undetlines the irrelevancy of the Forum in actual decision mak-
ing. In addition to this hard core of powerful countries taking decisions outside
the Forum, Davies suggests that ISSBs, too, were reluctant to accept any hint
of FSF authority over them. For its part, while the Basel Committee focused
on capital standards, it failed to be moved to consider any other regulation of
banks (Davies 2010: 188).

In practice, the SSG’s 2008 report assigned G7 countries as rulemakers
through their dominance in the ISSBs and the Forum (through their status as the
home of best practice) and other countries as ruletakers (Kaiser/Kirton/Daniels
2000: 4), with reinforcement by the IMF and the Wotld Bank. The G7 countries
Canada and Italy were added to the SSG in 2009, just before the Forum was re-
placed by the Board. There is no indication that the Forum exercised any inde-
pendent influence on ISSBs to develop written codes of best practice. The vari-
ous ISSBs discussed who would take the lead on regulatory standards for various
issues in the Forum (Interview 2008), but this is not the same as the Forum
having an independent impact. Even as the crisis unfolded in 2008, the Forum’s
assessment did not stress regulation as a response, even though it blamed a com-
bination of banks, investors, and CRAs for the collapse. Its emphasis was on
re-establishing trust in the market (Financial Stability Forum 2008).

1 The most important of these practices included treating financial derivatives as inherently risky
rather than as secure assets, acquiring information on risks beyond opaque credit ratings, shar-
ing it with all areas of the firm (including supervision of risk management), and subjecting
all subsidiaries and company divisions to internal control and evaluation. Policies on financial
transparency and directors’ pay were also mentioned. See Senior Supervisor’s Group (2008),
transmittal letter to the Financial Stability Forum.
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The Financial Stability Board

The Financial Stability Board was called into life in April 2009 as the succes-
sor to the FSE In contrast to the events of 1997—1998, the financial crisis that
started in 2007 had originated in the United States using standards that the
Forum had approved and the ISSBs had developed. These facts undermined
confidence in the G7’s leadership at the expense of emerging markets (Germain
2001) and in the regulatory approach taken to financial market regulation, both
nationally and within the Forum. The crisis posed the question: what could be
done to prevent similar collapses and contagion from happening again.

The G20’s April 2009 communiqué acknowledged the failure of regulation
to propetly ensure the systemic stability of international finance up until that
date and tasked the F'SB with increasing the quality and comprehensive scope
of regulatory standards:

Major failures in the financial sector and in financial regulation and supervision were funda-
mental causes of the crisis. [...] We will take action to build a globally consistent supervisory
and regulatory framework for the future financial sector. (G20 2009)

The G20 put particular emphasis on building up real capacity for and the likeli-
hood of enforcement of any new rules, nationally and internationally (Carvajal/
Elliott 2009).

The Board’s Charter sets out its mission as an enabler and promoter of bet-
ter regulation not only internationally, but, unlike the Forum, nationally as well:

The Financial Stability Board (FSB) is established to coordinate at the international level the
work of national financial authorities and international standard setting bodies (SSBs) in order
to develop and promote the implementation of effective regulatory, supervisory and other fi-
nancial sector policies. In collaboration with the international financial institutions, the FSB will
address vulnerabilities affecting financial systems in the interest of global financial stability.
(FSB Charter, 2009: Article 1)

US Treasury Secretary Geithner expressed American hopes that the institution
would become “in effect, a fourth pillat” of the architecture of global economic
governance, alongside the International Monetary Fund (IMF), the World Bank,
and the World Trade Organization (WTO) (US Treasury 2009). However, the
FSB lacks any legal personality or attendant formal power to force regulatory
change. Nor was there any concerted effort to make the FSB a formal interna-
tional organization (Interview 2010). This means that it is not entitled to issue
rulings that have the force of international law, so that compliance is a matter
of political commitment.

The Board’s means of influencing policy and implementation at the national
level are therefore, for the most part, informal and indirect. Instead of com-
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mand-and-control mechanisms, the Board employs a rather robust version of
the open method of coordination (OMC) to further its agenda of improving
regulatory policy and institutions within national jurisdictions. The benchmark-
ing, transparency, and peer review processes on which the OMC depends are
all assisted by institutional innovations within the Board that are much stronger
than those during the days of the Forum. The institutional development and
policy output of the Board place more detailed and mote ongoing pressure on
the member states to adapt their own policies and institutions, and to network
better among themselves. These institutional changes are outlined below. Hav-
ing said this, the institutional changes stop short of granting the Board direct
regulatory authority to intervene in the market. That responsibility remains with
national regulators.

Internal decision making and operations

As with the Forum, the FSB’s membership consist of national political and
regulatory representatives (finance ministers, central bankers, and financial mar-
ket regulators), representatives of the three ISSBs, the IMF and the World Bank,
the Bank for International Settlements, and the BIS’s Committee on the Global
Financial System (CGES). A staff of 16 with backgrounds in law and banking
supports it, drawn from within the BIS or the Basel Committee or seconded
from national regulatory authorities. Figure 1 presents an organigram of the
FSB’s membership and internal institutions, as well as the roles of those mem-
bers and institutions in the policy process.

Whereas national FSF members had equal representation, FSB membership
rules ensure that input is dominated by those countries with the greatest com-
bined political and economic clout. Member states have between one and three
representatives. All member states are represented by their respective central
bank. Members with a second seat send a representative from their respective
treasury or finance ministry. Members with three representatives also send a
financial services regulator, typically covering banking, insurance and securities
together. Generally, countries with three seats comprise the traditional G7 and
BRIC countries, which supports the view that political and economic clout is
important, beyond functionality. There is no objective indicator of which coun-
try gets how many seats (Interview 2010). The number of seats is decided col-
lectively based on the economic importance and internal regulatory diversity of
the country involved (Griffith-Jones et al. 2010).

The FSB Charter also provides for the body to consult with the private
sector and “non-member authorities” on an ad hoc basis on account of being
important stakeholders in the policy process (FSB Charter, Art. 8). This po-
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Figure 1 Membership and organization of the Financial Stability Board
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tential for industry but not other stakeholder input, coupled with the restricted
membership of the Board, is a key concern in terms of input legitimacy, and as
Helleiner (2010) notes, may also be a reason why stronger forms of regulation
demanded by strong critics of regulation prior to the crisis remain off the table
(New Rules 2011). This cannot be empirically confirmed here, however.

Griffith-Jones et al. note that in terms of structure and procedure, the Board
is more formal than its predecessor. There is a formally-recognized Plenary of
all the above-mentioned members, which appoints the Chair and Steering Com-
mittee by consensus. In practice, the Chair is quite influential indeed. He heads
the Steering Committee, which in turn decides the agenda and adjusts the work
of the Board in response to feedback from various sources. He also nominates
Standing Committee members, who do most of the Board’s substantive work,
to the Plenary (Griffith-Jones/Helleiner/Woods 2010: 7; Interview 2010).
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While the member states sort out their political differences in the Plenum,
much of the Board’s standard-setting and supervisory work is handled by the
ISSBs, individually and inside the FSB’s committees. The Basel Committee is the
most cohesive, powerful standard-setter represented at the FSB. Its members
took on the role of setting standards independently before either the Board or
the Forum was established and continue to do so; some of them take part in
G10 meetings on global finance and G10 committees studying the global finan-
cial system, and attend G20 meetings as well. It is within the FSB that the Ba-
sel Committee has more institutionalized contact with the other ISSBs, finance
ministers, and other regulators that form its business and political environment.
The Committee’s overlapping membership in multiple forums, plus the Board’s
ultimate responsibility for preventing the collapse of banks allows the Com-
mittee more points at which to exercise initiative or to make its expertise and
interests felt. Conversely, the FSB’s interest in regulating non-bank financial ac-
tors, such as securities traders and credit rating agencies, appears to be limited
to instances in which they might endanger the solvency or liquidity of banks.
Wholesale investigations of what market participants like this do, do not appear
to be part of the FSB’s agenda or of the ISSBs.

A hierarchical relationship between the Board and the Committee, which
one might infer from the FSB’s responsibility to agree on the appropriateness
of ISSB standards, is only theoretical. Instructions for Basel, if they can be
called that, come directly from the G20, and the Basel Committee’s institutional
identity, strength, and cohesion are robust. IOSCO, although it refers directly to
the Forum and the Board in reviewing its mandate (Interview 2008), also seems
to have a free hand to pursue rule-making and standard development in ways
of its choosing,

The prospect of a hierarchical relationship between the Board and ISSBs
assumes, of course, that the Board might at some point develop the intention to
make demands on the Committee or on the other ISSBs. At the moment, there
is no evidence, empirical or anecdotal, to support such a conclusion. Although
some of the Board’s new members may be critical of pre-crisis business prac-
tices, this has not resulted in demands from within the Board for radical changes
with regard to regulation (Interview 2010). The Board remains in this sense fo-
cused on communication, consensus-building, coordination, and puzzling about
the right way to prevent another global crisis, not about handing out instructions
to the ISSBs. Although this resembles the open method of coordination, in the
case of the FSB, not just the governments are involved in talks as independent
actors, but the technocratic standard-setters themselves, among which the Basel
Committee is the most ubiquitously involved. The FSB is the arena in which this
takes place, rather than a central authority per se.
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The FSB’s real ability to make a substantial change to global regulation is
through its technical committees. There are three Standing Committees: Vulner-
abilities Assessment; Supervisory and Regulatory Cooperation; and Standards
Implementation. The Vulnerabilities Assessment Committee is headed by the
General Manager of the Bank for International Settlements. It reviews potential
threats to systemic stability and issues Early Warnings where this is deemed
necessary. In one sense, the Vulnerabilities Assessment Committee is the FSB’s
greatest potential contribution to improving future financial market regulation.
It is here that recommendations are raised or dropped, where information is
gathered and models developed about how systemic risk works, and how regu-
lations across banking, securities, insurance, and financial reporting standards,
both nationally and internationally, affect business behavior and with it, the like-
lihood of collapse and contagion. It is here that the conceptual toolbox and
the informational storehouse are located to put intelligence into the regulatory
strategy. The Board is open about the fact that there is a lot they do not know,
both in terms of raw data about market transactions, and in terms of how best
to go about regulating them. Stress testing and early warnings of possible credit
events also happen here.

The Supervisory and Regulatory Cooperation Committee is responsible for
ensuring “consistency, cooperation and a level playing field across jurisdictions”
(FSB 2009), and for having direct contact with financial market participants
considered sufficiently important to accompany closely in the supervision pro-
cess. It is here that supervisory colleges for financial institutions conduct their
work; where the Board considers how cooperation across jurisdictions could be
improved; and where the direct dialogue between the Board and the business
community takes place.

The Standards Implementation Committee is responsible for organizing and
conducting peer reviews of member states’ regulatory policies and practices
(FSB 2009a). Assuming that the appropriate advances in regulatory understand-
ing have been reached by the Vulnerabilities Assessment Committee, the Stan-
dards Implementation Committee is the place where the FSB has the greatest
capacity to strengthen regulation globally. Although the IMF conducts its own
reviews, the scope of regulations is generally greater in the Board’s procedures.

Mechanisms of operation and influence

Overall, the F'SB attempts to counter-systemic risk through four main mecha-
nisms, in which all of these institutional features play a role. The first is to
promote better standards globally. This means not only reviewing the rules
and practices that fall within the remit of the individual standard-setters, but
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also looking for gaps and contradictions between them (FSB/IMF/BIS 2011).
Rather than going back to basics for a total view of systemic risk in theory and
in practice, the FSB chooses to focus on particular themes in any given year.
The Chair makes suggestions about what these focal points should be to the
Plenum, which decides. According to the Board’s plans for 2010, for example,
the Board wanted to look at regulations requiring companies to disclose infor-
mation about the financial risks that accompany their businesses (FSB 2010).
In 2011, the Board moved on with the IMF to push for new standards on the
data provided by governments and regulators themselves in all areas of financial
market activity (IMF/FSB 2011). By 2010, the FSB’s slate of issues included
compensation, bank capital and liquidity, reducing moral hazard, enhancing
cross-border resolution, and accounting standards (IASB increasing technical
studies of standards) (Financial Stability Board 2010a). At the time of writing,
the Board was also working on methodologies for detecting global systemically-
important financial institutions (G-SIFIs) that are found to be insolvent, and
for managing an eventual bankruptcy (FSB 2011). Of SIFI is any firm whose
collapse could cause a cascade effect that undermines the liquidity or solvency
of the financial system.

This role will take some time to develop and assess, but the statement of
intent is clear, and the list of standards that the FSB collects and reserves the
right to comment on is large and growing. In contrast to the Compendium of
Standards that the Forum brought together, the standards dealt with by the FSB
are quite specific with regard to the regulation of banks, insurance companies,
credit rating agencies, and hedge funds, but also of institutional arrangements
to govern their transactions.

The FSB’s ability in practice to sharpen and expand on international stan-
dards appears dependent of the wishes of the members. While the Board has
promoted stronger capital adequacy standards for banks and other financial ser-
vice institutions, for example, a dispute between the United States and the rest of
the world continues over the scope, stringency, and timetable of implementing
restrictions in the USA (Braithwaite/Spiegel 2011). The US Congtess in particu-
lar has proven a point of open access for banks and other financial institutions
seeking to soften the application of international standards (Davies 2010: 187),
and Persaud notes that in national legislation in the United States pertaining to
the financial crisis, there is no reference to FSB declarations or the actions of
other countries (Persaud 2010: 638).

Given that direct political input by core counttries is built into the Board’s
decision making and deliberative institutions, it seems that the Board provides a
suitable mechanism for pushing stronger international standards from standard-
setters when political consensus prevails, but not otherwise. The first locus of
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consensus-building remains the countries belonging to the Senior Supervisor’s
Group, whereby the interest of the United States in promoting international
standards remains very important. Nevertheless, the Board is formally respon-
sible to the G20. The Board, specifically the Chair, refers to G20 communiqués
and positions in setting up its agenda and provides regular reports to the G20 on
the state of the global economy, and the progress reached in reforming regula-
tion (Draghi 2010).

The second mechanism of Board influence, as with the Forum, is to cult-
vate a partnership with the IMF and the World Bank. The fact that the IMF in
particular is responsible for assessing whether FSB members are establishing
and applying regulation properly, and that it is doing so in the context of Article
IV consultations, and also that the World Bank does its reviews under the aegis
of the Report on Observance of Standards and Codes program (FSB 2010a),
allows the IMF and the World Bank to conduct the same certification process
for any country if there is demand. Indeed, while all FSB members are expected
to undertake peer reviews, the Board sees the IMF in particular as crucial for
ensuring standard implementation in non-FSB-member countries. This in turn
is viewed as crucial to managing emergent crises in the future (Draghi 2009).

In the case of the United States, this requirement of Article IV consultations
and FSAP evaluation as a requirement of membership is a crucial difference
to membership in the Board as opposed to the Forum, as the US government
had not accepted the need for the IMF to conduct an assessment of financial
market regulation in the United States during the Forum’s existence. The actual
impact will depend on American willingness to accept it, however. Due to voting
procedures in the Executive Board of the IME, which grant the US government
a continued blocking minority of 15 percent on crucial issues, it is question-
able that the Board and the IMF could exert sufficient political pressure on the
United States to converge its regulatory practices with those of the FSB’s other
members against its will.

The continued role for the World Bank and the IMF in reviewing economic
policies and regulatory standards and the added role of the FSB indicate some
overlap of the work that the three bodies conduct. This applies particularly to
macro-prudential supervision, which asks whether regulatory standards gener-
ally are conducive to stability. The FSB appears to go beyond the approach by
the World Bank and the IMF in dealing much more thoroughly with macro-
prudential supervision by bringing together the micro-prudential supervisory
practices for banking, insurance, and securities markets, with the help of the
international standard-setting bodies.

The third mechanism by which the Board increases its capacity for influence
is to promote regulatory capacity at the national level. This is done by the peer
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review method characteristic of the open method of coordination, in which
country reports are coupled with recommendations for national lawmakers and
regulators. The FSB selects a number of countries to review in any given year.
To date, the FSB has generated reports for Mexico, Italy, and Spain, in each
case recommending more robust tools of regulation and more aggressive ap-
proaches to collecting information and enforcing the law.

The fourth mechanism is the supervisory college, which has the primary
mission of looking at concrete developments in G-SIFIs. The Board had es-
tablished 30 colleges at the time of writing, each responsible for supervising a
specific financial institution, and each incorporating regulatory supervisors from
countries where the financial institution does the most business. This allows the
Board to directly impact regulatory supervision alongside the national regula-
tors who are ultimately responsible for them. The colleges, therefore, add value
to the home country control model of regulation that remained the official
model until the Board’s establishment, so that supervisors from home and host
countries are working together on an on-going basis to regulate not only the
corporate headquarters, but the channels by which contagion can spread across
borders (Guardian 2010). To date, however, the college model has not generated
any public statements in the way that the Board does for countries.

Summary

The FSB was established to actively transform global financial market regula-
tion. In contrast to its predecessor, the Financial Stability Forum, the Board had
a mission to improve on global regulatory standards rather than simply to com-
pile them. The Board discusses standards for financial market participants di-
rectly with international standard-setting bodies, with the regulatees themselves,
with the national regulators who are on the front line of implementation, and
with the national governments who set the legal frameworks in which those
regulators do their jobs. Even more, it has the job of trying to model financial
complexity and devise regulatory responses to meet the challenge. This means
figuring out how different financial market participants — banks, insurance com-
panies, pension funds, hedge funds, credit rating agencies and so on — relate to
one another during a possible systemic collapse, and ensuring that standards
and interventions support one another before and during a crisis. All of this
work is carried out in part in committee, where first principles and generally
applicable procedures can be discussed; in the supervisory colleges, where the
Board can test and apply its knowledge in a real-life setting; and in the process
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of peer review, where national application of Board-approved standards can be
reviewed and evaluated. This is not just an opportunity for the Board to recom-
mend changes, which it presently does, but to observe how well the application
of standards works in practice. Together, these institutional developments and
mechanisms do more to develop concrete common goals, enhance transparency
and generate peer pressure for institutional strengthening and isomorphism
across countries than the Forum once did. They also represent the potential to
establish joined-up regulatory standards that close up regulatory gaps. In this
sense, the institutional changes at the Board are game-changing for the interna-
tional financial architecture.

As great as these changes may be, they also preserve some of the self-regu-
latory practices that preceded the crisis and were identified with its onset. Rather
than accommodate a debate about financial market practices in principle, the
Board’s current approach favors learning more about those practices, both gen-
erally and with regard to the world’s 30 largest financial institutions. While the
FSB’s new members may individually critique financial market practices associ-
ated with the crisis, such as the widespread use of financial derivatives in bank-
ing or the self-regulation of credit rating agencies (for example, the assessment
of Lui Mingkang, the President of the China Banking Regulatory Commission)
(Wong 2008), the same views are not to be found in the G7 or the SSG, nor in
the Board’s common positions or in the communiqués of the G20. Instead of
rethinking the viability of such practices, the Board prioritizes initiatives that
allow “relaunching securitization on a sound basis” (Financial Stability Board
2009b). Indeed, the new members who have no history of using such instru-
ments have remained relatively quiet and uncritical in Board deliberations on
how to set systemic standards (Interview 2010). This allows the members of
the SSG, expanded again in 2010 to include the jurisdictions of Hong Kong,
Spain, and Italy (Senior Supervisors Group 2010), to take the lead on devising
disclosure and transparency measures that grant regulators and markets access
to information that was previously unavailable to them. Although it is conceiv-
able that the Board’s attempt to promote regulation could change in the future,
the existing state of research on how consensus is reached in international bod-
ies such as the FSB (Koppel 2010) suggests that a small, cohesive group like
the SSG will continue to set the tone for the foreseeable future, even if it has
no formal status within the Board. This does not preclude that a more radical
change of regulatory direction could happen, but it does mean that the impetus
would come from G20 deliberations, rather than from the Board itself.
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The International Financial Architecture:
Plus ¢a change ...?

Geoffrey R. D. Underbill and Jasper Blom

Economic efficiency and financial stability issues ate central to the governance
of financial systems, and the achievement of either requires effective institu-
tions and policy. The financial crisis that started in 2007 demonstrated that the
pre-crisis system of governance was singularly unsuccessful at providing either
financial stability or satisfactory market outcomes in terms of efficiency. Even
allowing for path-dependency and the role of vested interests, one would expect
such a major episode of crisis to generate substantive change through the re-
form of the system, and reform there has indeed been. This chapter will analyze
the changes currently taking place in the international financial “architecture”
and its institutions of governance as a response to the crisis. It will also evaluate
whether these changes are likely to help in the quest for financial stability. The
chapter concludes that it is not yet clear whether the reforms have adequately
understood and put to practical use either the knowledge developed and avail-
able during the pre-crisis financial architecture debates or the lessons of the cri-
sis itself. While the rhetoric of change is considerable, the underlying approach
to governance pursued in the reform process has changed little so far.

Introduction

For over thirty years, increasing cross-border market integration has rendered
national systems of financial governance and the policies they pursue less and
less effective (Underhill/Blom/Migge 2010). The solution was the slow and ad
hoc emergence of market-based forms of financial governance at the national,
regional, and global levels. This multi-level “system” was developed by public
sector financial elites in concertation with private sector agents and associations

The authors gratefully acknowledge generous financial support from the EU FP7 research pro-
gramme, theme social and economic sciences, project “Politics, Economics and Global Governance:
the European Dimensions” (contract no. SSH7-CT-2008-217559).
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and was supposed to respond to the policy dilemmas of both financial sector
liberalization and of cross-border financial market integration. Yet liberaliza-
tion and “governance light” ushered in serial episodes of crisis, to a degree that
should challenge the very foundations of this approach to global financial gov-
ernance itself. As a baseline, two salient features of the pre-crisis international
financial architecture should be noted.

First, a shift has taken place from public interventionism to private, market-
oriented forms of authority that significantly enhanced the influence of private
market agents and their preferences in national and emerging international pol-
icy processes. Outcomes ranged from transnational policy cooperation among
state agencies to self-regulatory and essentially private regimes. While private
sector proposals were central to this outcome, the processes and policy agen-
das were supported and often generated by state elites responsible for national
and international financial governance. State officials and private agents working
from a shared agenda together shaped a system of market-based governance
built on the wide recognition and prevalence of private interests and authority at
the heart of the public domain. The input in terms of preferences and interests
from which the substance of the system was drawn was thus singularly limited.

A second salient feature relates to limited inputs into the process at the in-
ternational level. A small club of creditor states (and therefore their national fi-
nancial sectors) participated in the policy process that determined substantive
outcomes, with the G7 at the top as the “apex policy forum” providing strategic
guidance (see Baker 2010 on the notion of apex policy forums). In the domain
of banking supervision, the Basel Committee on Banking Supervision (BCBS)
was the main technical global-level policymaking forum. The BCBS was a “G10”
body with only thirteen members: the G7 plus Belgium, Luxembourg, the Neth-
erlands, Spain, Sweden, and Switzerland. The Joint Forum (comprising banking,
securities, and insurance supetvisors) and the Financial Stability Forum (FSF")
were responsible for international cross-sectoral monitoring of systemic stabil-
ity issues and were similarly restricted in membership (although the FSF has
since 1999 included Hong Kong and Singapore as key emerging market financial
centers). In the International Monetary Fund (IMF), responsible for macroeco-
nomic coordination and the promulgation and enforcement of a range of inter-
national financial governance standards, the principal creditor states dominated
and the G7 countries effectively hold a controlling share of the voting rights
(with the United States on its own able to veto changes in the Articles of Agree-
ment). Private sector financial institutions were once again key intetlocutors in

1 At the London G20 summit (April 2009) the Financial Stability Forum was anointed “Board”
(FSB, see Donnelly in this volume).
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the process and arguably enjoyed better access to policymaking than most devel-
oping or emerging matket states (Claessens/Underhill/Zhang 2008).

Many economists reacted essentially positively to enhanced private involve-
ment in global financial governance and the emergence of market-based “gov-
ernance light.” Cross-border integration meant that national systems of public
policy should innovate so as to deal with emerging complexity. Private sector
involvement could improve policy efficiency; requiring financial institutions to
take more responsibility for risk management would promote both market ef-
ficiency and financial stability. In essence, it was argued that enhanced private
sector involvement in rule-setting in global financial governance was an essential
mechanism by which public authorities could pursue their policy goals more
effectively in an ever more integrated world economy (see, for example, Cline
2000; Rieffel 2003). On the other hand, a range of studies that sought to explain
how and why private market agents acquired their enhanced influence over the
policies and institutions of the international financial architecture were more
skeptical (Sinclair 2002; Tsingou 2003; Porter 2005; Miigge 2010).

Arguably, the two salient features referred to above have serious implications
for political legitimacy before and after the crisis. Scharpf (1999) analytically
separates this legitimacy into input-oriented legitimacy (concerning the deci-
sion-making process) and output-oriented legitimacy (concerning the outcome
of the decision-making process, the effectiveness of governance in achieving
socially desirable goals). These two sides of legitimacy are closely linked, how-
ever (Underhill/Zhang 2008). As the ctisis proved, a process in which the inputs
reflected mostly private sector interests resulted in output (market-based “gov-
ernance light”) which failed to mitigate the build-up of risks.

This chapter assesses the post-crisis reform of the international financial
architecture through this lens of input- and output-side legitimacy and their
relationship. Three arguments will be advanced in relation to the reforms so far
to support the conclusions stated at the outset of this article. First, concerning
the involvement of public actors (state agencies) on the input side, the replace-
ment of the G7 by the G20 as the apex policy forum in global financial gov-
ernance has significantly widened the group of states substantively involved in
global financial governance and reflects the rising power of, especially, the BRIC
countries.” The emergence of the G20 as the apex policy forum is also reflected
in the expanded membership of the more technical, “executive bodies” of the
international financial architecture (for example, BCBS, FSB, and IMF). In this

2 The BRICs are Brazil, Russia, India, and China. Smaller poor developing countries must mainly
rely on the weaker G24, which prepares input into the G20 and other bodies.
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sense, the input side of the policymaking equation has been substantively im-
proved and better outputs may be expected.

The second argument concerns the ideational underpinning of global finan-
cial governance. It will be argued that pre-crisis financial governance was based
on a limited set of economic ideas, which benefitted certain interests present
on the input side at the national and international levels. In the process, much
historical evidence and several theoretical contributions warning of the insta-
bility of open financial markets under market-based governance were ignored.
Despite the wider club of G20 public actors, private interests and the ideational
preference set that they supported in the pre-crisis period continue to wield sig-
nificant influence in the process of reform. The views of state agencies remain
ambivalent at best.

Building on these two points, the third argument is that the changes in the
international financial architecture in response to the 2007 crisis contain the po-
tential for radical change, but that the jury is still out on whether this potential
will be fulfilled. The emerging discourse of macro-prudential oversight and the
challenges to proprietary trading by banks, for example, may have significant
consequences for the global financial system if fully pursued. However, the re-
forms have so far been limited to the incremental, only tinkering with the un-
detlying approach to the problem such that the existing market-based approach
to regulation remains largely intact.

The linkages between the input and output sides of the equation are thus
complex and problematic. In other words, although there is the appearance of
improved input legitimacy, the ongoing convergence of public and private ac-
tor preference sets means that little of substance in output has changed. Further
evidence that reform is only incremental is observable: the phase-in period of
the proposed reforms has been extended substantially by private sector pressure
and by fears that the banks remain too fragile to survive overly-rapid substantive
change (see Goldbach/Kerwer and Woolley/Ziegler in this volume). The mote
radical elements of the reforms have been pushed into the future. This provides
ample opportunity, if relative calm returns to financial markets, for the private sec-
tor to water down more radical proposals or eliminate them altogether through a
strategy of attritional lobbying during the implementation phase.

The chapter is structured as follows. The next section consists of a general
description of the reforms, particularly the advent of the G20. The subsequent
section analyses the policy initiatives taken by the executive bodies in response
to the crisis (for example, Basel III). The final section concludes by situating the
changes in the international financial architecture in the context of input and
output legitimacy, assessing the prospects of better outcomes in terms of effec-
tive governance and the provision of financial stability.
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The input side of the international financial architecture

The international financial architecture has three main fronts on the technical
level: (i) the BCBS and related BIS efforts on capital adequacy and the supervi-
sion of the financial services industry as increasingly integrated by the banks;
(ii) the International Organization of Securities Commissions (IOSCO) process
for the regulation and encouragement of cross-border securities markets; and
(iii) the macroeconomic imbalances, debt workout, and adjustment/monetary
policy front led by the IMF and, to a lesser extent, the OECD. Each process
has its own distinct dynamics, but the ubiquity of capital flows implies frequent
issue overlap and a need for coordination across domains. The Joint Forum and
FSF addressed this problem directly, but coordination was also facilitated by
overlapping participation in these forums resulting from their domination by
the national agencies of a small number of major creditor countries.
Coordination of the fronts therefore took place through the G7, that served
as the input-side apex policy forum bringing together the most senior officials
(for example, ministers of finance and central bank governors) to either mandate
the technical bodies or endorse their efforts (Baker 2006, 2010). The G7 as credi-
tors developed a common interest in and preference for open financial markets
— the better to expand their financial sectors and centers — and market-based
forms of governance (see Baker 20006). Private sector partners with their supe-
rior understanding of the new market complexities steadily permeated the policy
process as new institutions were developed (for example, the Capital Markets
Consultative Group of the IMF). Despite their arguably continued relevance,
traditional policy instruments such as capital controls were routinely ignored in
the discussions (Cohen 2002, 2003). Likewise, the specific interests of emerging
market economies afflicted by the frequent episodes of crisis received scant at-
tention. G7 efforts focused on adapting the system to the market-based vision.
The post-crisis reforms have led to change in and a strengthening of the legiti-
macy of the input side. The rise of China and other BRICs as creditors with huge
currency reserves was confirmed when the 2007 crisis erupted in Wall Street, the
core of the G7 financial system. If these fast-growing economies were to become
part of the solution, then they would have to be consulted. The G20 had been
around for some years as a ministerial/central bank governor forum established
after the East Asian crisis of 1997-1998 and it soon emerged as the new apex
policy forum meeting for the first time at summit level (Washington, November
2008) at the invitation of US President Bush. G20 membership was then extended
to the technical bodies such as the FSB (April 2009) and the BCBS (June 2009).
While this notionally enhanced the input-side legitimacy of the process, the impact
on the output side of these executive bodies will be dealt with in the next section.
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The executive bodies: Institutional change and reforms

The first post-ctisis reform front concerned the BCBS (see also Goldbach/Ket-
wer in this volume). During the 1990s it had developed a wodus operandi of close
cooperation between its creditor country members and the large international-
ized financial institutions represented by the Institute of International Finance
(IIF). The BCBS had introduced the market-based approach to financial supet-
vision and risk management in close consultation with the IIF in 1996, but this
was limited to securities market “trading books” of banks. The Basel II Capital
Accord of 2004 extended this approach to credit risk as well, and it was being
implemented as the 2007 crisis broke out. The logic behind the new approach
was that stability could best be provided if the public sector set the parameters
while private financial institutions would become directly responsible for risk
management on a consolidated, global basis. Based on private sector proposals
(with notable input from public agencies), the effects of the accord were skewed
and provided competitive benefits to those who had proposed it and discrimi-
nated against the developing countries who were not part of the process. The
emerging transnational policy process rendered private agents more influential
than many sovereign participants in the global financial system (see Claessens/
Underhill/Zhang 2008 and Claessens/Underhill 2010). At the time, the accord
was also criticized for its lack of attention to systemic or “macro-prudential”
oversight, and because it potentially accentuated upside and downside financial
market cycles and herd behavior (see, for example, the input by Danfelsson et al.
2001 to the consultative process of the BCBS).

The crisis appeared to confirm the assessment of the doubters, and the
Committee was widely regarded as captured by private interests: limited input
had produced skewed output. Despite only partial implementation, it was diffi-
cult under the circumstances to associate Basel II with financial stability. Reform
came in the form of proposed “enhancements” to Basel II in January 2009
(BCBS 2009), including new liquidity risk provisions, better modeling of securi-
tization risks, a stricter definition of bank capital, countercyclical capital buffers
to prevent bubbles, and higher capital adequacy requirements for systemically
important banks. In addition, a second, simpler measure for capital adequacy
was discussed: the leverage ratio (capital to balance sheet total). The next year-
and-a-half produced a series of papers developing the proposed Basel III.

The opening of BCBS membership to G20 countries in June 2009 had little
apparent impact on the proposals, as the BCBS soon afterwards reached broad
agreement on the revised Basel III Accord. The agreement was formalized by
the November 2010 G20 summit in Seoul (the final version was published in
December 2010, BCBS 2010b). Basel I1I is presented as the first of the building
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blocks of a “broad strategy” for a “new approach” to the post-crisis financial
system (BCBS 2010a: 1-2) that aims to raise the guality and leve/ of bank reserve
capital and to extend the coverage of capital reserves to all market segments and
aspects of financial conglomerates (for example, derivatives markets and off-bal-
ance sheet activities). (See Goldbach/Kerwer in this volume, for further details.)

Notwithstanding these potentially significant reforms, Basel IIT builds di-
rectly on the approach developed in the Basel II framework for market-based
supervision and as such does not constitute a new departure. Market discipline
and price signals remain central to the practice of banking supervision despite
pre-crisis warnings that such an approach was unwise (Persaud 2000; Danielsson
2002) and obvious post-crisis doubts. There is no serious institutional innova-
tion beyond the (as yet undefined) proposal to set up “Colleges” to enhance
supervisory coordination, and there is no explicit link between macroeconomic
policymaking and financial system supervision to accompany the countercyclical
measures. Moreover, the improved input legitimacy of G20 representation does
not seem to have mitigated possible adverse effects of Basel IIT on developing
countries (I.a Via 2010) The measures are not yet in effect, in any event, and will
be phased in from 2015, with minimum standards finally in force in 2018 (BCBS
2010b: 10). This leaves plenty of time for private sector lobbying to further wa-
ter down provisions in their actual implementation.

The second reform front concerned securities market governance institu-
tionalized in IOSCO which is devoted to developing regulatory standards that
promote efficiency and transparency in international securities markets (see
Underhill 1995). IOSCO members are official national securities regulators, usu-
ally autonomous government agencies mandated by legislation,® supplemented
by “associate” members (for example, important official securities regulators at
sub-national/provincial level, or other market authorities which wotk closely
with the “national” regulator) and “affiliate” members, which are Self-Regu-
latory Organizations (SROs), securities exchanges, or trade associations with
self-regulatory responsibilities. The latter do not vote but are considered crucial
to the IOSCO policymaking process (as regularly stated in Annual Reports, for
example, 2006: 5).

Although membership is therefore much broader than the BCBS — seem-
ingly improving the input legitimacy of this institution — until recently the lead-
ing role in developing standards was performed by the Technical Committee
(TC) with a much more selective membership mainly consisting of the creditor

3 This could involve a division of a national finance ministry, an SRO (for instance, a stock mar-
ket) or even a central bank. See IOSCO website section on membership and other rules.
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states.* Key decisions were thus deliberated and taken by the developed country
membership in consultation with a few prominent emerging market members.
Moreover, IOSCO members have been more accountable to SROs and pri-
vate market participants than to traditional government oversight, yielding a
pootly-defined sense of broader public interest in this transnational regulatory
regime. Furthermore, technological and product innovations have made regula-
tors heavily dependent on industry expertise for the skills involved in formulat-
ing rules. Tellingly, IOSCO considers itself a non-governmental international
organization (Underhill 1995: 261).

This skewed nature of the inputs in the policy process led to a regulatory
system that failed to prevent the collapse and virtual elimination of the Wall
Street investment banking sector in 2008. The alignment of securities market
governance to private sector interests produced a system that enhanced risks
and ensured that the cost of imprudent behavior would be shared widely, while
the profits would be appropriated by the private sector and their bonus-drugged
senior management and traders.

Since the crisis, IOSCO has responded to the sense of alarm by increas-
ing the breadth of its policy deliberations and accelerating the publication of
reports. From 2008, the areas of intensified work largely mirrored the agenda
of pre-crisis years but with a post-crisis urgency and “spin”: revision of the
supervisory principles; cross-border and also cross-sectoral supervisory coop-
eration; corporate governance; Credit Rating Agencies (CRAs); market transpar-
ency; accounting standards; emerging market issues; and a range of specialized
market/product work, such as derivatives, hedge funds, short-selling, real estate
products, private equity; special purpose entities and so on. There were also new
issues, including the attention to new technologies in the markets and to (natu-
rally enough) systemic risk (IOSCO 2008a: 19).

In advance of the inaugural November 2008 G20 summit, IOSCO offered
its assistance in exploring regulatory reforms (IOSCO 2008b: 1). This offer was
taken up by the G20 by highlighting the issues concerning CRAs for further
1OSCO work. This demonstrates the apex role of the G20, providing guidance
and assigning specific tasks to the executive bodies. IOSCO set up a special
working group to continue work on a number of crisis-related issues. Also, in
February 2009 the membership of the Technical Committee was augmented by
Brazil, China, and India, key G20 emerging markets not previously members of

the TC IOSCO 2009a).

4 The TC has historically consisted of creditor state members (Australia, Canada, France, Ger-
many, Hong Kong, Italy, Japan, the Netherlands, Singapore, Spain, Switzerland, the United
Kingdom, and the United States). From 2007, Mexico became the first emerging market mem-
ber, joined in 2009 by Brazil, India, and China (www.iosco.org).
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The initial set of reports and recommendations to members, emerging over
the course of 2009, were remarkable only for their adherence to past practice
and some renewed zeal in terms of application and consistency (for example,
with respect to CRAs: IOSCO 2009b, 2009¢). The consensus was that the codes
were being implemented satisfactorily but that new regulatory measures might
render the implementation of the codes less consistent across borders and ac-
tion should be taken to avoid such an outcome. Late in 2009 somewhat more
serious questions were being asked in a consultation exercise on the transpar-
ency of structured finance products (IOSCO 2009d), yet this only addressed
secondary market issues and not the rating of products at issuance nor anything
to do with the fundamentals of CRA methodologies.

The year 2010 brought a new flurry of reports and consultations which be-
gan to get to the heart of the financial crisis. The core IOSCO concern with es-
tablishing standards for supervisory practice was pursued and updated but with-
out any change of approach and little in the way of additions IOSCO 2010b).
Further work on CRAs (IOSCO 2010a) concluded that new national measures
largely conformed to existing IOSCO principles, so all was well. Cross-border
supervisory issues received a new and final report IOSCO 2010b) that was
a standard defense of previous practice. The one innovation was the notion
that “Colleges” or “Networks” of supervisors might supplement the bilateral
Memorandum-of-Understanding approach; regulators should avail themselves
of as many of these options as were available. No concrete initiatives were
proposed, however.

Despite the anticipation of radical reform, it is therefore difficult to charac-
terize IOSCO’s post-crisis work as such. The concerns of governments and the
public were clearly being addressed, but as in the case of the BCBS, an analysis
of the work of IOSCO reveals little in the way of new departures, limited in-
stitutional innovation, and no fundamental review of the nature of the financial
system or its operation. The controversial and problematic issues were being
discussed, but genuine reform was being left to national members. There were
no recommendations for institutional enhancements besides the “Colleges” idea.

The third front of reform addresses monetary matters (including sovereign
debt workout) and is institutionalized mainly in the IME. During the 2001-2007
pre-crisis “period of calm,” the IMF had been losing prominence and legitimacy
as a central player in global financial governance (Helleiner/Pagliari 2010). This
was partly because many Asian countries perceived a clear Western-interests bias
and excessive intrusiveness in IMF lending conditionality during the 1997/1998
East Asian crisis. The accumulated resentment led them to pursue “self-insur-
ance” against the vagaries of both global financial markets and IME policies
through the accumulation of huge official reserves (and in doing so they inad-
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vertently fuelled the 2007 crisis). The IMF was aware of the dangers to its posi-
tion and the need to find better solutions to sovereign debt and financial crisis
wortkouts after the 2000/2001 Argentine ctisis and default. The response had
been the Sovereign Debt Restructuring Mechanism (SDRM) announced with
much fanfare by First Deputy Managing Director, Anne Krueger, in November
2001 (IMF 2001). This proposal emerged out of a concern that the IMF was
consistently bailing out private creditors, while emerging markets, from South
Korea to Argentina, wondered aloud why the burden of adjustment was not
shared with the ever-fickle banks that saw fit to lend in the first place and that
bolted at the first sign of trouble. The 1996 “Rey report,” written by the G10 at
the request of the G7, had advocated Collective Action Clauses (CACs) to facili-
tate debt restructuring talks between bondholders and debtors (G10 1996). This
report initdally went unheeded (Drage/Hovaguimian 2004). Post-Argentina, the
IMF saw the problem in a new light.

The SDRM was supposed to be the crowning achievement in the crisis reso-
lution framework that emerged after the East Asian crisis. It was a form of qua-
si-legal international bankruptcy procedure that would grant sovereign debtors
temporary relief from their creditors. Private creditors would be compelled to ne-
gotiate the workout in the calm that would follow, and so rendered more respon-
sible for losses. The formal SDRM project was defeated in 2003 by the private
sector and the fears of some emerging matkets that publicly embracing it would
endanger their access to international capital. The SDRM effort was replaced by
a revival of the CACs idea, combined with a set of private sector “Principles for
Stable Capital Flows and Fair Debt Restructuring in Emerging Markets” (IIF
2005). The principles were, of course, both voluntary and market-friendly.

Thus the IMF initiative sailed into the doldrums. The period of calm meant
less IMF lending and interest income, which led to significant budgetary con-
straints and internal reorganization. The 2007 crisis gave the IMF a new lease
of life in this respect with a rapid and enormous revival of lending. The G20
London summit of April 2009 increased IMF resources by US$ 750 billion (500
billion in lending facilities and other instruments provided by member states,
and 250 billion in new Special Drawing Rights). The BRICs contributed 82 bil-
lion to this capital increase, signifying their emergence as creditor states (Schil-
peroort 2010: 191-192).

The crisis also put pressure on the long, fizzling debate on how the IMF
quota system might be overhauled better to reflect the growing economic sig-
nificance of the emerging market membership. Especially the smaller European
creditor countries had blocked reforms out of fear for their position in the
IMF (for example, loss of their Executive Director seats). The 2007 crisis led
to a breakthrough of sorts to the stalemate. The November 2008 G20 summit
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committed the G20 to addressing this issue (G20 2008: 3), and several emerging
markets were promised higher quotas (and hence voting weights). But by 2010
only 5 percent of quotas had in fact been redistributed.

Of the technical forums discussed in this section, it seems the IMF is hence
most resilient to changing the input legitimacy. This was also reflected in the
appointment of Christine Lagarde as new Managing Director after the untimely
and unexpected resignation of Dominique Strauss-Kahn in May 2011. By tradi-
tion, a European holds the post. Despite decade-long mutterings by the emerg-
ing markets that the process should be more open and transparent, the emerg-
ing markets failed to build a coalition around a common alternative to Lagarde
(although the Mexican central bank governor Augustin Carstens was an official
candidate). To attenuate the negative reaction, Lagarde appointed a Deputy
Managing Director from China (Min Zhu), the first time a Chinese national has
held such a high position in the IME.

Somewhat surprisingly, despite the serious sovereign debt crisis in the Fu-
rozone periphery, there have been no new IMF policy initiatives concerning
crisis resolution. Furozone members clearly prefer the problem to remain in
European hands and they have the influence to make this happen. The creditor
emerging markets will not yet experience a longed-for reversal of roles. In short,
IMF input-side legitimacy has changed relatively little, and consequently output
remains focused on business-as-usual.

Conclusion: The ongoing quest to secure enduring
financial stability

As the previous section has shown, the input side of the international financial
architecture has changed since the crisis, enhancing the legitimacy of its deci-
sion making by embracing the G20 membership. But the apparently significant
enhancement of input-side legitimacy seems in the first instance not to lead to
significant shifts in effectiveness of policy output. Reforms coming out of the
technical bodies still seem to be directed towards improving the functioning of
market-based forms of governance. This highlights the complex nature of the
linkages between the input and output aspects of legitimacy referred to at the
outset of this chapter.

Two reasons may be advanced as to why input-side improvements have not
(yet) yielded new outputs. The first is plainly practical: the shift on the input
side came while reform efforts were already well under way, simply too late to
have a significant impact on the output of the process. The G20 emerged as the
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apex policy forum in November 2008, and it began by reinforcing established
reform efforts (Helleiner/Pagliari 2009: 276). G20 members joined the BCBS
in June 2009, the first trend-setting consultative proposal having been published
six months before. A similar situation applied to the IOSCO regulatory reform
process, where Brazil, China, and India came into the Technical Committee in
February 2009, almost simultaneously with the release of prominent policy pro-
posals. It is possible that given time the impact of the new members on policy
outputs will increase.

A second, more fundamental reason why outputs have yet to change signifi-
cantly is that broadening the range of state actors has yet to be accompanied by
a broadening of the set of interests and ideas considered in the policy process.
The problem of private financial interests commandeering public policy and
taking risks with other people’s money in the full knowledge that a bailout by
taxpaying citizens will be forthcoming has yet to be propetly confronted. This
brings us back to the question of how demands for market-based “governance
light” initially emerged and were adopted as policy.

Financial firms and their associations have historically close and relatively
exclusive relationships with elite state policymakers and with the key interna-
tional organizations responsible for the design of the reforms. G7 governments
generally backed the preferences of their private financial sectors (Baker 2006)
in an increasingly transnational policy community. Technical institutions of
global financial governance, such as the BCBS and IOSCO, were characterized
not only by exclusive policy communities, but also by virtual detachment from
political accountability (Underhill 1995, 1997). This problem is further exacer-
bated by frequent recourse to self-regulation. As a result, the global financial
system is increasingly regulated by agencies constituting regimes that are more
responsive to private interests than to providers of collective goods (Cerny
1996: 96-99; Porter 1999). There seems to be little reason to think that the
situation is different in the emerging market G20 members (see Haggard/Lee/
Maxfield 1993, especially the concluding chapter) currently gaining prominence
in the policy process.

Moreover, it should be noted that many of the G20 members newly at the
apex of financial policymaking have crossed the line from being subject to the
financial governance mechanisms (as crisis-ridden countries in need of IMF
programs, for example) to being creditor states. Their contribution to the IMF
capital increase, which was agreed on by the G20 London summit, bears testi-
mony to this. The lack of radical change in policy outputs (and therefore their
eventual legitimacy) despite significant change on the input side may be attribut-
able to forms of groupthink among the central bankers and finance ministers of
the G20. These officials and the bodies that they populate appear instinctively to
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respond better to private sector interests than to those outside their institutional
neighborhood.

There has thus been no genuine rethink of the global financial order. Al-
though the reform process is not yet over, financial institutions continue to lob-
by to counter the strengthening of regulation and supervision (for example, the
high-profile ITF study (2010) — clearly based on biased accounting — arguing the
high costs of stricter bank capital adequacy standards). Institutional innovation
has been minimal. It remains uncertain whether the public authorities respon-
sible for financial governance are any longer capable of absorbing the messages
of more skeptical and perhaps more objective economic and political economy
analyses which run contrary to the approach that has become institutionalized
in the financial architecture. There might be worse advice than to prepare for
the next crisis, while the intensifying Eurozone turbulence indicates the present
one is not yet over.
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