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Chapter One

Research Design

The Puzzling Nature of American Dominance in

Global Financial Regulation

This dissertation will confront the puzzling continuity of American market power when cir-
cumstances indicated that change was highly likely. My research rests on the observation that
the United States, due to the timing and spatial development of the global financial crisis of
2007/08, used a first-mover advantage in re-regulating financial services. Compared to the
European Union as the most likely contender for setting international rules, I will specifically
demonstrate why the United States was able to internationalize its domestic financial reforms
after the 2008 subprime mortgage crisis had shaken first the U.S. and then the world econo-
my. I posit that in order to avoid regulatory arbitrage the U.S. set the G-20’s reform agenda by
using its market power to make its interest correlate with that of the Financial Stability Board
(FSB) — the G-20’s regulatory group.

Normally, American dominance is hardly remarkable, let alone surprising. The puzzle ensues
when one considers previous research that has stressed a decline of America’s international
influence, the increasing regulatory competition with a strengthened and economically inte-
grating European Union (EU), and genuinely diverging transatlantic interests that had been
already apparent when the FSB’s predecessor, the Financial Stability Forum (FSF), was first
created in 1999. What needs understanding, then, is the absence of a power shift in an envi-
ronment that made such change probable. The narrative developed here rests on the argument
that in the U.S. state actors moved into the void left by market failure, while in the EU tech-

nocratic decision-making constrained political regulation.

Transatlantic Rivalry and European Financial Markets Integration

Even though financial services are conducted globally, this dissertation chooses a decidedly
transatlantic focus. Together the U.S. and the EU make up 70 percent of the world’s capital
markets with America having an edge in terms of its market size. (Stoltenberg et al. 2011,
580; Wull 2012, 202) This does not render other jurisdictions or analytical approaches insig-
nificant. However, I am confident that if U.S. dominance can be established towards the next
biggest, and hence competing, market, my study provides a perspective further research can

draw upon to evaluate financial services regulation more globally.
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Up until 2008, the United States of America was by far the world’s biggest market for finan-
cial services and had established a unique and hegemonic position in regulating market access
within and outside of its borders. (Sobel 1994a, 1994b; Reinicke 1995; Oatley and Nabors
1998; Pahre 1999; Simmons 2001; Simmons and Elkins 2004) Between 2001 and 2006, the
Age of the Great Moderation reached its optimistic peak with the Federal Reserve Bank’s
(FRB) interest rate, despite of solid economic growth, held at an all-time low. The FRB essen-
tially performed the role of a market maker. (EI-Shagi and Kelly 2017, 721)" At that point the
prevailing opinion was that U.S. regulatory influence rested on the gravitational force field its
unparalleled market size created. (Simmons 2001, 592) In the decade following 1995, global
asset management more than doubled from USD 21 trillion to USD 53 trillion. American in-
stitutional investors led the pack and accounted for half of that share with continental Europe
and the United Kingdom coming in second and fourth, respectively. (IMF 2007, 67) To bor-
row an expression by John Mearsheimer, the U.S. had established itself as the “[...] most
formidable [...]” (Mearsheimer 1994, 12) financial power on the planet.

On the other side of the Atlantic, Europeans were racing to catch up. Institutional investors
had spent the larger part of the 1990s to improve their performance. (IMF 2002, 28) But, the
way Europeans were doing business was dominated by American regulations. Even when it
did not involve American counterparts, Europeans were, still, playing by American rules. In
2003, legal scholar Eric Pan emphasized the U.S.” hegemonic influence on Europe, which for
its multitude of national financial regulators he deemed institutionally ill-equipped to handle
the mandate of overseeing an integrating European market. Accentuating market size as the
main cause, he asserted “[...] the EU today has an effective single securities regulator — the
SEC [...]” To Pan, the SEC was shaping market standards to such an extent that “[...] issuers
in Europe follow SEC rules [...] even when contact with the United States is incidental.” (Pan
2003, 532)

To effectively counter U.S. financial hegemony, the EU chose a two-pronged approach by
streamlining financial regulation across the European market as well as centralizing regulato-
ry governance. (Quaglia 2013, 7) Beginning with the consensus the European Council was
able to reach at its Cardiff meeting a year earlier, the Council’s 1999 Vienna meeting estab-
lished the Financial Services Action Plan (EC 1999, 19-31) with the expressed goal of creat-

ing one Europe-wide common market for financial services. (EC 1999, 31) On the regulatory

"In specifying a form of sustainable credit expansion, Dirk Bezemer and Maria Gyrdaki try to square resilient growth with
deepening financial markets. Analytically, they depart from a criticism of the Fed as too willing to fuel markets “[...] where
financial deepening, even while it supports growth in output, renders the economy more vulnerable to shocks, or is building
up the likelihood of shocks produced by the financial sector itself.” Their verdict is clear. The policies facilitating the “[...]
Great Moderation stability [were] destabilizing.” (Bezemer and Grydaki 2014, 175)

2



Chapter One: Research Design Nikolas Kef3els

side, this endeavor was supported by a supranational governance initiative headed by Alexan-
dre de Lamfalussy, whose report suggested the establishment of a single common regulator
and an accelerated legislative process. (Lamfalussy 2001, 36) The European Union success-
fully propelled the integration of its market for financial services. Lumping Pan’s hegemony
together with dominance, Elliot Posner has claimed that this integration was so successful that
“[...] EU financial governance transformation has already brought an end to US regulatory
dominance at the international level.” (Posner 2010b, 58) Posner has shown how the outcome
of this process has presented Europeans with a significant increase in political cloud. Con-
fronting U.S. predominance over a stretch of several disputes between 2002 and 2006, the EU
was able to push the United States towards the mutual recognition of, for example, auditing
rules or the governance of stock exchange competition. (Posner 2009, 671)

Creating another precedent for a more reciprocal transatlantic relationship was a dispute on
accounting standards that emerged during the 1990s. (Posner and Newman 2015, 1328-29)
With Europeans exerting little influence before the common market, Posner has built his ar-
gument on research by Walter Mattli and Tim Biithe, who argued that the centralization of
regulatory authority has put the EU in a position favorable enough to challenge U.S. market
power. (Posner 2009; Posner and Newman 2015, 1327; Biithe and Mattli 2003, 25; Mattli and
Biithe 2005, 402-3) To be sure, America still refuses to accept the European model as de-
signed by the International Accounting Standards Board (IASB) to be completely equivalent
to U.S. Generally Accepted Accounting Principles (GAAP) as issued by the Financial Ac-
counting Standards Board (FASB). But, U.S. authorities became more accommodating when
Europeans threatened to limit market access and introduced the Financial Conglomerates Di-
rective (FCD).? FCD requires non-European companies to be supervised in their entirety as
opposed to oversight that merely considers a company’s regional branch: “Regulated entities
whose head office is located outside the EU must be subject to supervision which is equiva-
lent to that provided for by this Directive.”” While the EU has not reversed the U.S.” position
on accounting standards, Posner’s and Mattli and Biithe’s perspective explains why the EU
was able to withstand further economic pressure to adopt American regulations.

With the advent of derivative trading during the mid-1980s and due to the universal business
model of its industry, the UK had made consolidated supervision — i.e. the principle “that a
single regulator must oversee all parts of large financial conglomerates [...]” (Posner 2009,
672) — an important feature of its regulatory regime. (Singer 2007, 81) At first unwilling to
come the UK’s way, the U.S.” strategy changed when FCD introduced this particular regula-

2 European Parliament and Council Directive 2002/87/EC issued December 16, 2002.
? See the FCD’s summary at http://eur-lex.europa.eu/legal-content/EN/LSU/?uri=celex:32002L0087.
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tory principle for the entire financial market in the EU. Despite the repeal of the Glass-
Steagall-Act in 1999 — and the larger financial entities this made possible —, SEC policy re-
mained lenient and did not provide for consolidated supervision in 2002. (Singer 2007, 80)
This rendered an EU equivalency determination unlikely. Therefore, U.S. companies would
either have had to withdraw their business or shoulder the costs of switching completely to
European regulatory standards. To avoid adjustment costs for its industry, the SEC announced
it would introduce relevant legislation and followed through in 2004 with the introduction of
the consolidated supervised entities (CSE) program. (Posner 2009, 672) With signs clearly
pointing towards a compromise, the Norwalk Memorandum of Understanding signed in Sep-
tember 2002 laid the groundwork for the mutual recognition of EU and U.S. accounting
standards. (FASB and IASB 2002) European influence continued even and in early 2008 both
sides decided to initiate the convergence of U.S. GAAP and IASB’s International Financial
Reporting Standards (IFRS). (FASB 2008, 2)

Later that same year, the U.S. was dealt a significant blow when on September 15, the in-
vestment bank Lehman Brothers was forced to file for bankruptcy. Since then, this default has
become the fire signal for what is now referred to as either the Second Great Contraction — for
those who see parallels to the late 1920s (Blinder 2013, 22; Reinhart and Rogoff 2009, 199) —
or the Global Financial Crisis (GFC).* Lehman’s default was a development long in the mak-
ing. Mortgage backed securities (MBS) and other derivatives had already been depreciating
for some 18 months. (Miinchau 2008, 18) Worse even, American supervisors failed to antici-
pate many of the developments that had been brewing during that time. In May 2008, after
JPMorgan Chase had taken over Bear Stearns — a heavily compromised investment bank —
officials at the Treasury Department “[...] thought the worst had already happened [when] we

realized the worst was yet to come.”

One official of the FRB has emphasized the irritation
and surprise felt by many in an “[...] unprepared regulation industry [...]” (Kay 2015, 216)
With subprime mortgages accounting for roughly a mere five percent of the mortgage market
in the U.S., regulators wondered: “How could this blow up the world?”*

The world, however, did not share this diagnosis; at least for a few years. First and foremost,
the crisis had seemed to hurt the financial services market in the U.S. Until early 2010, Euro-
peans in particular failed to appreciate the massive involvement of its banking industry in the

securitization of the American housing market. As Nicholas Véron has commented, Europe-

4 Non-western politico-economic analyses are quick to point to the limited scope the 2008 credit crunch had on many emerg-
ing markets and insist that the downturn was rather a western, if not Anglophone crisis. (Goodstadt 2011) While I admit to
the Atlanticist bias of the term, I will still use GFC, because if anything the crisis was an awesome display of contagion in
interrelated markets.

5 Author’s interview on October 01, 2015. Comments not for attribution. Reference code: SFAZ5H.

¢ Author’s interview on September 18, 2015. Comments not for attribution. Reference code: DK S848.
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ans “[...] lived in denial [...]” until the continent’s bail-out programs laid bare how deeply
banks like BNP Paribas, Deutsche Bank, Anglo Irish and others were involved in the housing
market.” In eschewing the negative externalities that likely would have ensued otherwise®,
governmental finances were heavily strained triggering in effect the sovereign debt crisis in
the Eurozone. This notwithstanding, during the fall of 2008 then-German finance minister,
Peer Steinbriick, exuded a confidence that seemed to go alongside Posner’s contention about
increasing European influence. Presuming a decline of U.S. influence, Steinbriick envisioned

Asian and European banks would be pushing into the vacuum the crisis had left:

“The USA will lose its status as global finance’s superpower; not abruptly, not suddenly,
but incrementally. The global financial system will become more multipolar. In this new
world of financial banking [...] European universal banks will claim their share —a sys-
tem which by the way has proven itself to be superior to the U.S.’ institutional separation
of commercial and investment banking.” (Bundesregierung 2008, 2)9

The narrative of the United States as the source of the global financial crisis was popular not
only in Germany, but also resonated with continental Europeans in general. In an educational
video on the sovereign debt crisis from 2012, the European Commission graphically depicted
the subprime crisis as a red wave that originated in the U.S. and subsequently swept all over
Europe. Effectively toning down the finger-pointing, the video has been taken off the serv-
ers.'’ Nevertheless, the Commission still resorts to blaming American investment strategies
for the continent’s difficult economic situation and claims: “Europe’s debt crisis was initially
triggered by events in the American banking sector.” Instead of referring to the structural def-
icits of the common currency, the Commission’s view concentrates on the more suggestive
transatlantic dimension: “When a slowdown in the US economy caused over-extended Amer-
ican homeowners to default on their mortgages, banks all over the world with investments
linked to those mortgages started losing money.” (EC 2015) In 2013, Martin Schulz, in his
role as President of the European Parliament, referred to the subprime crisis as a sign of
American economic demise and promoted a more active economic foreign policy by the Eu-

ropean Union. (Schulz 2013)

7 Author’s Interview with Nicholas Véron on May 12, 2015.

¥ Even amongst critical authors, like Mark Blyth and John Kay, the bail-out programs were seen at the time as sensible stabi-
lization of the world economy. However, both authors stress the enormous morale hazard this produced and conclude that in
the long run the winding down of more financial institutions would have created meaningful reforms and a paradigm shift
focusing the industry’s resource allocation more productively towards the real economy. (Blyth 2013a, 231; Kay 2015, 226)

? Since universal banking had already been a reality in the U.S. for almost ten years, Steinbriick’s praise for the European
model as “rather superior” adds ignorance to complacency and denial. In 2006, then-Under Secretary Jorg Asmussen pub-
lished an article titled “Securitization from the viewpoint of the Ministry of Finance.” Herein, Asmussen outlined the minis-
try’s official position to enlarge the securitization process in Germany and, in order to avoid “[...] unnecessary testing and
documentation requirements [...],” to rely heavily on Basel II’s self-regulatory framework as well as on the expertise of
credit rating agencies. (Asmussen 2006, 11)

12 Video on file with the author.
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The End of the American Empire?

European assurance and Posner’s centralization argument tie in with a discussion that has
long been prominent within the United States. Publishing as recently as 2012, Graham Wilson
notices that narratives of American decline are a popular career-maker and posits with regard
to the GFC: “Aided by a tendency in the United States to exaggerate China’s power (and to
underestimate Europe’s), it has been common to anticipate the United States ceasing to be the
world’s largest economy.” (G. K. Wilson 2012, 64)

From its very beginning, the American republic has been described by some as an empire.
The founding fathers emphasized its progressive set of values and the aspiration of becoming
a leader among nations. (Thayer 2007, 7-9) During America’s early industrialization, British
commentators focused on the high degree of adaptability and ingenuity of the emerging econ-
omy predicting the U.S. to become a leading force of innovation in the future. (McPherson
1982, 10-15) If not for U.S. isolationism after World War I, it can be plausibly argued that
the Wilson Administration could have established a foundation for America’s international
reach before the U.S. under Presidents Roosevelt and Truman realized the country’s hege-
monic influence after World War II.

During the Cold War debates on the demise of American global predominance emerged. Un-
derstandably, these discussions stressed how the U.S.” global commitments put a strain on its
military capabilities and emphasized the likelihood of an overstretched global commitment.'!
Termed “declinism” (N. Ferguson 2005, 17), this debate was paused when the Soviet Union
dissolved. With intellectuals in the western hemisphere on a unipolar honeymoon, mono-
graphs like “The End of History” (Fukuyama 2006)'* and “American Primacy” (Brzezinski
1997) evoked only little resistance (Hanson 1993). This changed, however, when the second
Bush administration’s controversial foreign policies brought the debate back to live. In late
2002, Harvard historian Charles Maier warned that the Bush doctrine’s unilateral character
could have a negative impact on America’s perception as a world leader. (Maier 2002) With
U.S. troops invading Iraq without proper international mandate, effectively alienating even its

closest allies, contributions to the debate on the end of the American empire not only contin-

" paul Kennedy published one influential account in the 1980s. However, because of his more conservative scholarly out-
look, he subordinates economic capabilities to the military commitments of what he describes as great powers. With regard to
the United States, he posits the danger of an “imperial overstretch” (Kennedy 1987, 515): “[...] the United States today has
roughly the same massive array of military obligations across the globe as it had a quarter century ago, when its share of
world GNP, manufacturing production, military spending, and armed forces personnel were so much larger than they are
now.” (Kennedy 1987, 521) Given that Kennedy recklessly compares two statistical relations — that of U.S. military presence
relative to that of other states and American GDP relative to other economies —, Kennedy’s statement fails to be analytically
illuminating beyond its isolationist message.

2 Many understand Fukuyama to have made a U.S. centric argument. However, while he certainly is part of the intellectual
discourse on American predominance, he acknowledges that other powers could plausibly rise and even reframe many of the
values today’s America stands for. (Fukuyama 2006, 280-84)
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ued declinism’s focus on military overstretch (Soros 2004; Bacevich 2011), but also shifted
the focus to America’s even bigger asset — its unparalleled position as an economic power-
house (N. Ferguson 2005; Sandbrook 2012).

Intellectuals on both sides of the Atlantic have stressed a narrative of decline on grounds of
economic reasons. This line of thinking emphasizes that American over-consumption, the
country’s reliance on credit, and the low rate of household savings are pivotal to understand-
ing America’s likely demise. In 1992, Jim Hanson catered to America’s fear of Japanese
competition. He even went so far as to compare the U.S. as an “ageing fox™ to the lion he saw
in a unified Germany. (Hanson 1993, 129) While many were skeptic about Germany’s role
after 1989, Hanson’s larger point is with the widening spending gap, which led him to predict
that the combination of an aggressive foreign policy with irresponsible spending (Hanson
1993, 184) will change the character of U.S. democratic institutions: “Continued increasing
costs and losses will ensure decline, which will manifest itself through economic breakdown,
political corruption, and perhaps even military/police abuse.” (Hanson 1993, 132)

Sketching a scenario not quite that apocalyptic, Chalmers Johnson has also employed the tale
of an unraveling economic superpower. In his Blowback series'’, Johnson castigates the U.S.
devoting economic resources to its military needs (C. A. Johnson 2008, 273) and argues
America’s decline on two parallel tracks. Concerning international security, Johnson claims
that the unilateral policies that were introduced in the advent of the Bush doctrine have tainted
America’s international reputation. (C. A. Johnson 2004, 256) Secondly, referencing British
historian Niall Ferguson, Johnson diagnoses that globalization is not only the main result of
the neoliberal policies of both the British and the American empire, but is furthermore solely
“[...] premised on cheating the poor and defenseless [...]”'* (C. A. Johnson 2004, 281)
Johnson ties the U.S.” unilateral foreign and economic policies back together using Micha
Kalecki’s concept of “military Keynesianism.” The ever-increasing devotion of U.S. manu-
facturing assets to the defense sector, the ensuing import of non-military goods “[...] in order
to maintain [...] customary lifestyles [...]”, and “[...] American militarism and imperialism
[...]” (C. A. Johnson 2004, 281), Johnson predicts, will lead to the U.S.” certain demise. In an
interview to promote his publication Nemesis, he pointed out the overall reasoning for his

book series:

'3 Chalmers Johnson, himself a former advisor to the Central Intelligence Agency and a self-described “Cold Warrior” (C. A.
Johnson 2007, 3), published a series of three books, in which he sternly criticized the role of the military in U.S. foreign
policy after the end of the Cold War. His first critical monograph, Blowback, was originally published in 2000. The Sorrows
of Empire and Nemesis followed in 2004 and 2006, respectively. (C. A. Johnson 2003, 2004, 2008)

' Here he explicitly refers to the Clinton Administration’s negotiations for the World Trade Organization. (C. A. Johnson
2004, 255-56)
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“[...] the political system of the United States today [...] is one of the most unstable
combinations there is — that is, domestic democracy and foreign empire [...] A nation can
be one or the other, a democracy or an imperialist, but it can’t be both. If it sticks to impe-
rialism, it will, like the old Roman Republic, on which so much of our system was mod-
eled [...] lose its democracy to a domestic dictatorship.” (C. A. Johnson 2007, 3)

For reasons firmly situated at the other end of the political spectrum, Niall Ferguson has also
predicted the decline of American hegemonic influence. Referring to parts of Johnson’s cri-
tique (N. Ferguson 2005, 3), he insists that America’s military endeavors will have nothing to
do with the country’s likely demise. (N. Ferguson 2005, 261-62) Ferguson, a political and
fiscal conservative, takes issue with the costs he suggests are unnecessarily caused by such
programs as disability and retirement income, death and survivorship benefits, as well as
Medicare and Medicaid. Grossly misrepresenting a vastly more complex debate on public and

private goods, Ferguson goes on:

“Americans like security. But they like Social Security more than national security. It is
their preoccupation with the hazards of old age and ill health that will prove to be the real
cause of their country’s overstretch, not their preoccupation with the hazards of terrorism
and the ‘axis of evil.” Today’s latent fiscal crisis is the result not of excessive overseas
military burdens but of a chronic mismatch between earlier Social Security legislation,
some of it dating back to the New Deal, and the changing demographics of American So-
ciety.” (N. Ferguson 2005, 269-70)

Ferguson sounds genuinely surprised that there is, indeed, such a thing as society. Following
his logic, the structure of entitlements in the United States is not only an apparent weakness,
but, with European integration gaining speed, its fiscal consequences also come at an incon-
venient time.

In an op-ed for The Economist, Joseph Nye differentiates certain areas of power to depict
Europe as a likely economic competitor. He argues that while no other nation can compete
with American military capabilities, with regard to economic power and transnational rela-
tions, “[...] the United States is not a hegemon, and must often bargain as an equal with Eu-
rope.” (Nye 2002) Ferguson uses this argument and agrees that in areas like demographics,
foreign aid, and trade relations, the integration of the European market and the common cur-
rency have created a capital market equal to that of the United States. (N. Ferguson 2005,
231-33) On the other hand, Ferguson also points to structural weaknesses of the common
currency and the difficulties associated with Europe’s ageing population. Moreover, Ferguson
objects to what he understands to be “Europe’s leisure preference,” which he claims to stand

in the way of Europeans replacing the U.S. as a world economic power."” (N. Ferguson 2005,

' Not a scholar with an apparent quantitative skill-set, Ferguson’s measuring rod for European “leisure culture” is represent-
ed in hours worked per day. Ignoring any dynamic relationship between working hours and individual efficacy, Ferguson
quotes a study by the OECD, according to which Germans work 22 percent less than Americans with the “[...] Dutch and
Norwegians put[ting] in even fewer hours.” And if that is not enough, Europeans also take too much holiday and “[t]hen of

8



Chapter One: Research Design Nikolas Kef3els

241) Diagnosing a transatlantic stalemate, he joins Nye in proposing cooperation and counsels
both sides not to spend the changing power structure engaging in politico-economic conflict.
With economic ties strong and material interests aligned, Ferguson argues, “[...] both the
United States and the European Union have far more to gain from cooperation than from
competition. The bottom line is that they need, even depend on, each other.” (N. Ferguson
2005, 257)

Following the contributions on America’s demise, one is left with two “declinist” hypotheti-
cals. First, Johnson and Hanson presume that the inevitable collapse of the U.S. is imminent.
Indications of this scenario have been scarce, which has led many observers to discard such
notions. (G. K. Wilson 2012, 64) On the other hand, Nye, Sandbrook, and Ferguson present a
cooperative narrative, in which the U.S. loses some of its economic influence with Europe
partly failing to live up to its own expectations. (Nye 2002; N. Ferguson 2005; Sandbrook
2012) Hence, the prediction is that of strengthened transatlantic cooperation between equal

powers pursuing cooperative gains.

The Puzzle in Institutional Terms

For both options presented above, the 2008 Global Financial Crisis could plausibly have been
a watershed moment. If proponents of the declining American Empire had been correct and
European confidence apposite, Europe should have seized the opportunity and used the U.S.’
moment of relative weakness to become itself the shaping force in the post-crisis reform ef-
forts. On the other hand, an approach based more on cooperative equality should have reason-
ably resulted in a strengthened institutionalization of global financial governance via the G-20
and the FSB. Indeed, in the aftermath of the global financial crisis, one outcome of the ensu-
ing G-20 rounds was to strengthen the FSF (FSF 2009), which had been established as a result
of the Asian Financial Crisis of 1997/98, and to re-establish it as the FSB.

Since the European-dominance-scenario is a little out there, the following episode can be read
as one stimulating genuine multilateralism. The 2008 crisis was linked to an asymmetry be-
tween globalized financial services and the plethora of domestic regulatory systems created to
keep the industry’s externalities in check. To Daniel Drezner, a key factor that fueled the cri-
sis was the lack of an effective international regime, which would have provided a unifying
approach regarding international financial regulation and ensured a level of obligation among

the participating regulatory jurisdictions. (Drezner 2010, 791) Drezner makes his point by

course there are the strikes.” (N. Ferguson 2005, 243) Again Ferguson brushes over a more complex debate that started with
Henry Ford and John Maynard Keynes on the dialectical relationship between production, efficiency, and consumption.
(Keynes 1963; Virtanen et al. 2009; Lam 2014; R. Smith and Pollock 2014)
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taking a closer look at the developments that immediately preceded Lehman’s default. The
U.S. Treasury and the Federal Reserve wanted to assist British Barclays Capital in its takeo-
ver bid for Lehman. However, the American government refused to give assurances worth
USD 70 billion to protect Barclays should unknown chasms in Lehman’s finances prove to
become threatening to the British bank. Without such a parachute, the UK Financial Services
Agency (FSA) — until the first quarter of 2013 the country’s chief financial regulator — was
neither willing nor legally positioned to license the merger. (Brinkbdumer et al. 2009, 48—49)
“The failure in regulatory coordination between two of the world’s closest allies,” résumés
Drezner, “paved the way for the acute phase of the 2008 global financial crisis.” (Drezner
2010, 791) Following the default, market capitalization became increasingly difficult, then
spread to the real economy, which in turn aggravated overall deadweight losses (J. Buckley
and Howarth 2010, 119; Collyns 2008, 6; Helleiner 2010a, 629; C. 1. Jones 2009, 12), and
eventually triggered the sovereign debt crisis in the Eurozone (Afonso, Furceri, and Gomes

2011, 6; Ebner 2014, 56; Pagliari 2013, 395)

European Preferences

In his contribution on the 1999 FSF, Alexander Reisenbichler was able to show that key EU-
players would have preferred a technocratic design to “[...] constrain US power by champion-
ing the role of IFIs [international financial institutions] and making the work of global tech-
nocrats politically binding.” (Reisenbichler 2015, 14) However, U.S. market power — and the
interest cohesion it often generated particularly between the U.S. and its Anglophone EU
counterpart (Quaglia 2013, 12—-13, 2014, 338) — stood in the way of depoliticizing a decision-
making process that otherwise would have given the EU a competitive edge at the FSB due to
its aligned regulatory competences. (Posner 2007, 141, 2009, 680; Posner and Véron 2010,
403) What is more, the U.S. administration assured its political cloud and its favored policies
by coordinating and streamlining the multitude of technocratic American agencies at the FSF.
(Greene and Boehm 2012, 1095; Reisenbichler 2015, 16; Singer 2009, 26) Asked about the
FSF, Mark Sobel, Deputy Assistant Secretary at the Treasury Department, has stressed the

unaltered regulatory influence of the United States:

“[...] when you get down to the work that has to be done in the FSB [sic!], or in a stand-
ard-setting body, the U.S. plays a very key role. It is important that we do so, given that
the U.S. is the world’s largest financial market and our strong interest in high quality
global standards. In that regard, it would not be feasible to promulgate global standards
without having the U.S. on board. As a result, U.S. regulators and officials heavily en-
gage with the international community, be it in standard setting bodies, bilaterally or in
multilateral fora, and in this way the U.S. exerts a lot of influence, including behind the
scenes.” (Reisenbichler 2015, 18)
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As is apparent in this and other interview references', Reisenbichler’s sources talk inter-
changeably about FSF and FSB alike — as if economic conditions or the situation of the inter-
ested parties were comparable from one instance to the other. While this poses a methodolog-
ical problem for his larger point, it also underscores American that officials have reasons to
assume their continued dominance from one organization to the other.

American self-definition and -confidence, however, cannot serve as a proper indicator for
continued dominance. Therefore, a counterfactual can assist in outlining power relations with-
in the transatlantic. With Europeans in denial about how the GFC hit the transatlantic sym-
metrically until early 2010 (Véron 2015) and U.S. economic leadership concomitantly losing
legitimacy, the EU should have been pushing for a more technocratic reform of the FSF, par-
ticularly since they had already tried to harness American power by trying to keep the more
political finance ministries out of the FSF in the first place. (Reisenbichler 2015, 18) After all,
Peer Steinbriick had envisioned the transatlantic power-shift by insisting on the superior Eu-

ropean approach to financial regulation.

American Preferences
Following the establishment of the FSB, then-Treasury Secretary Timothy Geithner reveled
the network to be a milestone in international economic cooperation comparable only to the

watershed set-up of the Bretton-Woods system:

“[...] the important thing we did in London [...] is to add, in effect, a fourth pillar to the
architecture of cooperation we established after the second world war. After the second
world war, we came together and established the IMF, the World Bank, the GATT which
became the WTO. But the Financial Stability Board is, in effect, a fourth pillar of that ar-
chitecture It [The FSB] brings together central banks, finance ministers, supervisors of
banks, market regulators like the SEC and the CFTC, the accounting standard setters —
brings them together and tries to forge consensus on standards, so we can have, again,
common standards applied globally.” (Geithner 2009a)

While the reform of the FSF could be understood as a multilateral improvement in support of
a transatlantically balanced approach to regulatory cooperation, a closer look at the origin of
both, FSF and FSB, reveals the irony of Timothy Geithner’s Bretton Woods comparison: a
U.S. dominated multilateralization of its material interests.

The crisis had shown that the FSF warranted comprehensive reform, which is why the Ameri-

can desire for reforms had an ideal timing. Even before the crisis, the FSF’s official mission

' In another interview, Reisenbichler quotes Elke Konig, who currently presides over the EU’s Single Resolution Mecha-
nism (SRM), in which she points to the FSB, not the FSF, as the state-centered network: “By their very nature and mandate
finance ministries always — and rightly so — have a political agenda [...] The FSB as a forum where finance ministries, cen-
tral banks and supervisory authorities discuss and align their work adheres in its regulatory measures to the G-20 political
agenda.” (Reisenbichler 2015, 19)
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had been to “[...] focus on the nature of systemic risk in the international financial system
[...]” (Kern, Dhumale, and Eatwell 2005, 75) However, lacking the necessary regulatory
mandate and restricted by the microprudential approaches of its members, the FSF had to con-
fine itself to publish “[...] some excellent reports [...]” Yet, over the course of its decade-long
existence it remained unclear to what extent it could induce regulatory action or who would
feel obligated to take the FSF’s expertise into account. In the absence of meaningful political
commitment, the FSF became eventually known as “[...] a think tank with nowhere to go.”
(Kern, Dhumale, and Eatwell 2005, 76) I argue that by increasing the FSB’s efficacy and
committing more fully to the proceedings of an organization it could control, U.S. influence
shaped the FSB and its agenda even more than it did when creating the FSF under more fa-
vorable circumstances. There is a point to be made that international reform efforts were in-
formed by the assessment that cooperative failure had exacerbated the crisis. I argue, howev-
er, that if one works on the premise of a transatlantic partnership shaped by common incen-
tives and dependencies one fails to fully appreciate the size, capacities, and timing that to-

gether have formed the base of U.S. politico-economic power.

The U.S. in the Regulatory Driver’s Seat

Contrary to what a more technocratic and institutionalized prevalence of European interests
would have looked like, the size of the FSB’s secretariat with its 32 bureaucrats (Drexler
2015) is comparatively small, the personnel is not permanently appointed but on leave from
other institutions (Pauly 2010, 16), and contrary to what a supposed power-shift would have
suggested, we now observe not less, but actually more state-involvement. In short, the U.S.
“[...] emerged as leading champion of the creation of the FSB and the new push to strengthen
compliance with international standards.” (Helleiner 2010b, 285) But if Véron’s assessments
holds true and the EU simply did not realize that the GFC affected it equally, then why did
Europe remain so passive? Should Europe not have pushed into the perceived vacuum?
Helleiner builds his hypothesis on David Singer’s research on the interrelatedness of domestic
and international rule making. (Singer 2007, 25-30, 2004, 532) He asserts that “[t]he US sub-
prime crisis has generated enormous domestic pressure on US officials to tighten domestic
financial regulations [...]” (Helleiner 2010b, 286) At the same time and to avoid regulatory
arbitrage, U.S. officials have pushed for an international playing field that would not diverge
from the regulatory agenda the U.S. intended to implement in its own market. Going the same
way from a regulatory capture perspective, Shawn Donnelly claims that Congress has not

been a regulatory driving force a la Singer, but “[...] has proven a point of open access for
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banks and other financial institutions seeking to soften the application of international stand-
ards.” (Donnelly 2012, 272) Donnelly identifies the FSB’s Senior Supervisors Group (SSG)
as an exclusive grouping of ten major economies, which use the SSG as an intellectual regula-
tory powerhouse to push their club standards globally. (Donnelly 2012, 273; Drezner 2007,
147)

Rendering matters more complicated, some scholars have asserted that the crisis made Amer-
ican leaders question whether their politico-economic business model was working.
Keynesians, marginalized in previous financial crises, now had the chance to “[...] use the
crisis as evidence supporting their understanding of economics and to help shape new coali-
tions”. (Farrell and Quiggin 2011, 6) What is more, Mark Blyth pointed out that at least for a
short while Keynesians found an audience willing to listen, because “[n]o one was buying
‘the price is always right/state bad and market good’ story when prices had been shown to be
wrong by a few orders of magnitude [...]” (Blyth 2013a, 55) Supported by the philosophical
insecurity that followed the economic shock, a yearlong period of consumer-oriented policies
started in the U.S. that lasted from 2008 to 2009 and collapsed during 2010. (Farrell and
Quiggin 2011, 4) Nevertheless, the administration seized the public sentiment of the day and
moved to enshrine a more actively involved state when working out the Wall Street Reform
and Consumer Protection Act of 2010, also known as the Dodd-Frank Act (DFA). (Dodd and
Frank 2010)

Based on the puzzle of why the U.S. dominated post-crisis institutional and policy reform, my
own contribution will be to show that all sides of the academic debate have been analyzing
different aspects of the same phenomenon: the U.S. used its market power to, first, create re-
forms in response to the crisis, second, to give its rules an international scope and avoid po-
tential arbitrage, while, third, concomitantly ensuring its industry would not lose its competi-
tive advantage in a global regulatory environment governed by genuinely American financial

1™ Con-

rules. In 2008, the new President and the Democratically held chambers of the 11
gress'’, while certainly prone to moderate Keynesianism, had to engage in reforms balancing
the interests of a highly lucrative industry. My argument will be that America’s push to tight-
en oversight domestically and abroad has been based on the firm belief regulation could en-
sure the profitability of the financial services industry while at the same time restricting its

apparent externalities.

171 disagree with one of Reisenbichler’s testable hypotheses, namely that in the case of the FSB there should “[...] be little
evidence to conclude that national legislatures constrained actors involved in the negotiation process.” (Reisenbichler 2015,
20) If we consider that Dodd-Frank has implications on the competitiveness of U.S. financial companies, supporting the laws
extraterritorial reach (Greene and Potiha 2012) via strengthened cooperation at the FSB could very well have been in Con-
gress’ interest.
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Research Question

The state of America’s economy is always under scrutiny and commentators inside and out-
side of the United States continue to form and forge opinions on this matter, even in times of
continued economic growth.'® In a special report in the world economy in its October 3, 2015
issue, The Economist, while carefully avoiding reducing America’s economy in relative im-

portance, nevertheless committed itself to parts of the “declinist” discourse:

“America’s response to the financial crisis of 2007-08 can also be seen as a last hurrah.
Officials, as always, did all they could to bail out the banks and refloat the world, but at
the cost of shattering the American public’s trust in policymakers and causing a populist
backlash that is still reverberating today. The way America saved the world in 2007-08
may make it impossible for it to do so again. All this points in a bitterly pessimistic direc-
tion.” (The Economist 2015, 15)

In light of the populist reign currently molding America’s global image, it would be hard not
to recognize the premise of negative political short-term reverberations. However, I argue that
following the events of September 2008 the United States did not brace itself for a “last huz-
zah.” In fact, American market power created a new regulatory regime under the G-20, which
ironically no single American administration could reverse.

To sum up, American dominance is puzzling because preceding the crisis Europeans had al-
ready been competing with U.S. authorities. Besides this potential necessary condition for
increasing European influence, the GFC originated in the U.S. giving a too-confidant Europe
sufficient cause to push for more influence. America’s economy was sincerely weakened by
the crisis while its competitors continued to do comparatively well. Finally, international re-
form efforts focused on an organization that the U.S. had shaped substantially as a response to
the Asian Financial Crisis and which had failed in facilitating meaningful international coop-
eration in promoting systemic stability for global financial services. Therefore, this disserta-
tion asks specifically: Why was the United States able to internationalize the 2010 Dodd-

Frank Act’s financial reform agenda?

Proposing Market Power — The Arguments and the Literature
My work emphasizes the power of the American market as the factor genuinely responsible

for the prevalence of American influence. Arguing that the pendulum has swung back from

'8 At the beginning of 2016, the American economy registered a net gain in employment for the second year in a row. (BLS
2016, 2-3) However, it is necessary to put this growth into perspective. With economic inequality steadily increasing, the
Bureau of Labor Statistics qualifies its own general findings: “Although the unemployment rate fell to 5.0 percent in Novem-
ber 2015, wage growth after the recession has been minimal. Employment levels for long-term unemployed workers, margin-
ally attached workers, and those working part time for economic reasons are improving, but remain below prerecession lev-
els.” (Byun and Nicholson 2015, 1)
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market-based regulation positions my analysis in the vicinity of a “[...] statist or state-centric
approach.” (Krasner 1978, 5)

When Stephen Krasner published his monograph on the prevalence of national interests in
economic policies, critics were confused, irritated even (Hogan 1979; Warnecke 1979;
Amacher 1980); and they had a point. Distancing his study from Marxism (Krasner 1978, 20—
26) and Liberalism (Krasner 1978, 26-30), the argument is about his assumptions as a scholar
rooted in realist international relations theory. And despite the study’s subtitle “Raw materials
and U.S. Foreign Policy”, Krasner never sincerely engages with the economic interconnec-
tions that oftentimes blurs any clear distinction between a state’s need for security and its in-
terest in promoting businesses. Rather, he opposes the view that either a bourgeoisie would
control the material endowment of the state (Krasner 1978, 21) and goes even so far as to sin-
cerely quote the laissez-faire touting Manchester school as an ideal type for liberal theories.
(Krasner 1978, 29) Calling his approach inductive, he identifies national — and by that he
means security — interests as “[...] induced from the statements and behavior of central deci-
sion-makers.” (Krasner 1978, 35) He recognizes these interests are interwoven with diverse
sets of societal interests, but argues that since it is impossible to unravel them analytically
“[...] an inductively based conceptualization of the national interest can only be operational-
ized in terms of the preferences of central decision-makers, that is, the state.” (Krasner 1978,
44) The question of where the interests of, mind you, elected officials originate is ignored. So
is the fact that his case selection is biased. Even where Krasner sees variation — as in the case
of Vietnam — he relies on an irrationality defense. (Krasner 1978, 324-25) As Vincent Ferraro
pointed out in his review of “Defending the National Interest,” Krasner’s eclectic use of histo-
ry is more than a stumbling stone when claiming an inductive approach using a deductive
lens."” Ferraro equivocally compliments Krasner’s contribution as “[...] a valuable book,
which should stimulate thinking about international political economy issues from a realist
perspective.” (Ferraro 1981, 573)

As far as realists have contributed to this field, the structural pre-condition of self-interest had
to be replaced with the extent of jurisdictional markets; an automatism stipulating nothing
more than that size matters. (Drezner 2007) However, I use market power not interchangeably
with market size, but rather as a compound notion which rests on an actively involved state.

Included in the concept are the institutional capacities that the U.S. created to govern and reg-

!9 Krasner fails to differentiate lobbying interests from national security interests and then looks at foreign policy with no
methodological tool for differentiation. One crucial design difference in this study is, that U.S. and global finance can rea-
sonable assumed to have staunchly opposed tighter regulations and that the variation from old to new regulations was mir-
rored by international re-regulations. Aiming for generalization, Krasner’s study cannot rely, as my study does, on a single
historical incident inducing change.
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ulate its market. While one could argue that capacities are merely a result of the global signif-
icance of the U.S. market, including regulators, lawmakers, and the public, makes for a more
dynamic understanding of power. This has two reasons. First, markets hardly come with in-
terests of their own. But as we have seen in the statement by Mark Sobel (Reisenbichler 2015,
18), actors in these markets do. Second, only through these actors’ interests can we under-
stand why the sequence of domestic U.S. reforms to, then, a corresponding international
agenda was instrumental in reaffirming American market dominance. Hence, the timing of
U.S. reforms forced the hands of America’s G-20 partners in agreeing to an already develop-
ing reform agenda that culminated in the passage of Dodd-Frank. This first-mover advantage
is not simply a function of market size. It results from the intent to strategically apply facul-
ties that accompany size, but cannot plausibly be understood to automatically emanate from
the market.

Having conceptualized market power with prominent agency for the state at a certain point in
time limits this study’s applicability for subsequent research. In the context of the 2008 crisis,
this limitation was chosen purposefully as it demonstrates how size itself is a double-edged
property. The volume of financial services enabled risk to spread throughout almost the entire
financial system, which came at detrimental costs once the interconnectedness of market par-
ticipants became apparent. (Brewer and Klingenhagen 2010, 59-60; IMF 2010, 66; World
Bank 2012, 74-78; Fink 2014) Rather, this study analyzes how a dominant market, willing to
adapt to changing circumstance, retains influence by applying its capabilities and resets the
rules in an essentially global market. In light of this understanding of market power, I make
five arguments that frame my analysis, provide a chance to meaningfully engage with the
existing literature, and sketch out in which way my own research communicates with as well
as extends existing work. My first argument opposes accounts geared towards undifferentiat-
ed generalization of structural preconditions. Instead, this argument gives weight to state-

actors as meaningful decision-makers.

Argument One:
American market-power, not the size of its markets, is the dominant influencing factor in
shaping international regulatory reform.

Using this market-size-to-market-power lens requires engaging with scholarship that has fun-
damentally challenged neo-realist assumptions. Prominently, Posner’s research on the
strength of Europe is built on the argument that the centralization of its regulatory architecture
during the Lamfalussy-process handed Europeans an advantage in negotiations about account-
ing standards. Indeed shortly before the financial crisis, even major U.S. regulators outlined

the comparatively polar institutional reality of financial regulation on the other side of the
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Atlantic. (U.S. Treasury 2008a, 2008b) Some observers have asserted that the rank growth of
U.S. regulatory agencies made transatlantic coordination significantly more complicated.
(Balleisen 2011, 564—71; R. P. Buckley and Arner 2011, 108-10; Stoltenberg et al. 2011, 578;
Baxter 2012, 65; Quaglia 2013, 8) Legal scholars Edward Greene and Joshua Boehm have
analyzed Dodd-Frank’s influence on transatlantic regulatory cooperation and concluded that
concerning its institutional side, the reform “[...] makes for an intriguing inverse of Henry
Kissinger’s famous statement [...] ‘If [ want to call Europe, who do I call?”” Greene and
Boehm continue to paint a U.S. regulatory structure in disarray: “Today, Europeans would be
forgiven for expressing similar confusion when determining how to coordinate their reforms
across America’s multitude of agencies.” (Greene and Boehm 2012, 1095)

Judging from a market-power perspective, however, this research misses how a successful
structural alignment only correlates with increasing regulatory influence.*’ Of course, avoid-
ing overlapping institutional responsibilities increases inter-agency cooperation and can have
a myriad of benefits — first among them higher efficiency. However, Posner’s argument relies
on a narrative, in which the U.S. gave in to Directive 2002/87/EC — i.e. the Financial Con-
glomerates Directive (FCD) — because its supranational centralization had elevated the Euro-
pean bargaining position. Hence, America had to grudgingly recognize the EU’s increased
influence in rule-making. (Posner 2009, 691, 2010a, 652) Posner’s argument, however, is too
neat and he fails to mention that this recognition was just one step in a longer process that
predated this particular dispute. In addition, creating a centralized, more powerful regulatory
administration came at a cost. Balancing sovereignty costs with an apolitical and rules-based
framework, Europe offset its gain in size and efficacy with the congenital defect that champi-
oned stewardship over political maneuverability.

Lamfalussy’s so-called Committee of the Wise Men was commissioned by the European
Economic and Financial Affairs Council (ECOFIN) on July 17, 2000. (Lamfalussy 2001, 1)
The report’s recommendations for a supranational regulatory process in the EU were imple-
mented sufficiently before the 2002 Norwalk Agreement. Yet, while this particular timeline
supports Posner’s claim, he omits that with the U.S. Securities and Exchange Commission
(SEC) and FASB two major U.S. regulators were instrumental in a modernization process that

was intended to positively affect the European regime of accounting standards. (Kirsch 2012)

2% Seeing as the United Kingdom has decentralized its regulatory oversight after the crash of 2008, I would propose that
simply according more responsibility to a regulatory agency increases its portfolio, first. While it seems plausible that this
also lowers the cost of coordination, the UK’s Financial Services Act of 2012 re-separated the Financial Services Authority
after twelve years of unified oversight. Today, the Financial Conduct Authority regulates market integrity, competition, and
serves to provide consumer protection. See: https://www.fca.org.uk/about/the-fca, accessed March 17, 2017. The Prudential
Regulation Authority was integrated into the Bank of England and is “[...] responsible for the day-to-day prudential supervi-
sion of financial institutions.” (HM Treasury 2010)
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Before it became the International Accounting Standards Board (IASB) in 2000, the Interna-
tional Accounting Standards Committee (IASC) had served as international and European
standard-setter since 1973. (IFRS 2017) When in December 1999 the IASC Board voted
unanimously to initiate the reform process and implement the structure that would transform
IASC to IASB — still the EU’s accounting standards setter today —, the IASC Board had se-
cured the approval of both SEC and FASB while the “[...] European Commission was not
represented, nor was there a Japanese member.” (Kirsch 2012, 31) What is more, while the
Norwalk-Agreement constitutes for Posner the turning point in the transatlantic competition
over accounting standards, there had already been a roadmap about easing the regulatory bur-
den emanating from significant differences in both regimes. With the first publication already
in 1998, the FASB issued its already second report on the IASC*'-U.S. Comparison Project in
October 1999. Not only did the report stress how both U.S. and IASC standards provide ap-
proaches complementary to respective counterpart legislation; the report did so with the ex-
pressed intent to provide a “[...] basis for the FASB and IASC to raise the quality of their
standards while narrowing the difference between them.” (FASB 1999)

Posner himself recognizes a difference in size between both transatlantic economies; in fact,
his puzzle is built on the unequal distribution of market share. (Posner 2009, 679-80)** If,
however, the U.S.” willingness to cooperate already existed, Posner’s argument no longer
holds: “[...] centralizing (or decentralizing) regulatory authority in large polities, all other
things being equal, increases (or decreases) the international bargaining power [...]” (Posner
2009, 680) The long-term convergence of accounting standards was sure to meet resistance,
as Posner has described accurately. However, the Norwalk Agreement cannot be causally
linked to Europe’s changing regulatory architecture™, because the European Council and the
European Parliament created the unified, supranational regulatory structure in February 2002
after FASB and SEC had started considering the potential convergence of standards. Posner

explains change with a collaborative continuity where “all other things” simply were not

2! Before it became the International Accounting Standards Board (IASB) under the governing body of the International
Accounting Standards Committee Foundation (IASCF) in 2000, the International Accounting Standards Committee (IASC)
had served as international and European standard setter since 1973. (IFRS 2017)

22 Posner has only a nominal appreciation for the respective sizes of transatlantic markets. Neither does he expound on
growth rate, foreseeable benefits from further integration, or the distance between the transatlantic and all other markets for
financial services: “The U.S.-to-European ratios of equity market capitalization and total value of share trading, for example,
increased from approximately 2:1 in 1994 to 2.5:1 in 2003. After peaking in 1998 at 2.7:1, U.S.-to-European ratios of in-
vestment banking revenues leveled off at 1.7:1 in 2003, the same ratio as in 1995. Between 1998 and 2003, moreover, the
U.S. diminished Europe’s lead in international bonds, over-the-counter derivatives, and foreign equity trading.” (Posner
2009, 679-80)

2 In terms of implementation, Europe’s move to centralize authority has not led to the dismissal of the respective nation
states’ regulatory authority. Today, via the Lamfalussy process Parliament and Council agree upon framework legislation,
which is then substantiated by EU regulators. (Méller, Stein, and Steinpall 2005, 67) That means the EU’s character as a
political system sui generis complicates Posner’s narrative of European supranationalism. It follows that centralization was
only efficient when allowing for regional differences represented in the Council, in which case the question is whether cen-
tralization or rather European economic integration in general significantly influenced transatlantic negotiations.
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equal. I argue the developments leading up to Norwalk were already predicated on finding a
compromise between what Drezner has described as the two largest, yet slightly unequal,
markets for financial services. (Drezner 2007, 123)** In times following abrupt changes, I
therefore propose that the capabilities necessary to regulate the biggest market also gives ac-

tors an edge in implementing reforms comparatively quickly.

Argument Two:

Far from simply creating an unwieldy cacophony of regulators, American market size has
led to the formation of preeminent institutional capacities and financial regulatory exper-
tise, which in turn realized the substantiation of regulatory change.

Power in relation to a market as global as financial services is, of course, a function of other
jurisdictions’ interest in ensuring the competitiveness of their own industry as it engages not
only with American counterparts, but also conducts business within the United States. Hence,
U.S. leverage in setting global financial rules depends on whether or not the EU as potential
competitor had the capability of counterposing the new layout for an international financial
regulatory regime. This argument about the role of politics in globalized economic policies
ties back to earlier research conducted by the aforementioned Krasner (Krasner 1978), as well
as John Ruggie (Ruggie 1982; Kratochwil and Ruggie 1986), David A. Singer (Singer 2004,
2007; Mosley and Singer 2009; Singer 2009), and Rawi Abdelal (Abdelal 2007).

Positioning the concept of embedded liberalism in between structural and liberal-
constructivist approaches, Ruggie re-interprets American market power and recognizes its
first-order contribution to structuring the international economy after World War II. (Ruggie
1982, 397-98) He reflects how states collectively shaped the political design — the second
order, that is — of the international politico-economic order after the end of the Bretton Woods
system. (Ruggie 1982, 386) Expounding on the deficiencies of hegemonic stability theory
(Ruggie 1982, 392), Ruggie’s contribution is to outline the limits dominant states face when
exerting influence. It is this difference between hegemony and dominance that drives the
market-power argument of this thesis.

Debating what significance should be accredited to power, Singer describes first attempts at
having banks internalize some part of the risk they were taking on. Without explicitly refer-

ring to a tragedy of the commons issue, he nevertheless ends on how banks’ potential exter-

2% Drezner makes his case plausibly outlining that the size of market is not nominal but relational: “From 1995 onward, the
great powers in the financial realm have been the United States and the principal members of the European Union [...] these
jurisdictions possess the two largest capital markets, as measured by bonds, equities, and bank assets. Only the United States
and the European Union have capital markets larger than $50 trillion — more than double the next largest market. There was
also a large gap between the great powers and the rest of the world in terms of financial strength. In percentage terms,
Moody’s weighted average of bank financial strength for the United States and principal EU countries was 75 percent and 70
percent; the average figure for the rest of the world was 28 percent.” (Drezner 2007, 123)
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nalities required international solutions.*” Singer focuses on regulatory agencies as actors and
identifies a principal-agent relationship between them and their respective legislatures. Una-
ble to impose rules unilaterally for fear of arbitrage, Singer argues, regulators seek interna-
tional cooperation once the win-set of balancing competitiveness with stability vanishes.
(Singer 2007, 30) Persuading Japan — a strong international competitor — to support the impo-
sition of restrictions on capital available to banks globally, regulators were able to counteract
the increasing number of bank failures within western financial markets since the mid-1980s.
(Singer 2007, 47) With second-order change collectively in the hands of governments™®, Sing-
er argues, financial regulators in both the U.S. and the UK threatened to exclude Japanese
banks from their respective markets to budge Japan’s government into accepting capital ade-
quacy rules.”” Effectively setting his argument apart from traditional market-size approaches,
Singer concludes: “Scholars of the Basel Accord agree that the outcome can be explained by a
simple acknowledgement of market power, and the analysis presented here is no exception.”
(Singer 2007, 60) Regulators on the receiving end of such market power found themselves in
a situation, in which it was in their interest to keep markets accessible. In the case of Japan’s
banks this meant that the home-industry had to suffer some short-term disadvantages.

Rawi Abdelal’s research ties neatly into these analyses, if only for the low scale second order
change with which a socialist French government reacted to globalizing financial markets and
thereby unintentionally created the neoliberal politico-economic architecture of the European
Union. (Abdelal 2007, 221) One essential part of my argument is Abdelal’s substantiation of
Europe as a technocratic liberalizer that later served as a foundation of Reisenbichler’s intri-
guing play on the Varieties-of-Capitalism-debate;*® with inverse roles accredited to either side
of the transatlantic.”” Abdelal sets out explaining why it had actually been “[...] European

leadership [...] writing the liberal rules of global finance [...]” (Abdelal 2007, xi) and he out-

% Instead of a commons-narrative, Singer choses to speak about “spillover effects” — a rhetoric that is grounded more in the
technical jargon of economics than the cooperation-prone language of International Relations. (Singer 2007, 17-19)

%6 Singer points out that while Anglophone market size was the tool giving U.S. and UK regulators the leverage needed to
make the Japanese Ministry of Finance agree to capital adequacy rules, they “[...] did not use their market power to foist a
global standard onto the industrialized world with complete disregard for the concerns of other countries. Indeed, the final
Basel Accord accommodated some of the preferences of the G-10 countries, Japan included.” (Singer 2007, 61)

27 Following the principle of keiretsu, Japan’s Ministry of Finance heavily used its banking industry to capitalize its coordi-
nated market economy and, in case of financial difficulties, even provided “[...] funds or arrange the orderly acquisition of
the bank’s assets by another financial institution.” (Singer 2007, 59) On a globalizing market, keiretsu created significant
imbalances for Anglophone banks, which did not enjoy systematic bail-outs as part of their governments’ politico-economic
strategy.

28 Reisenbichler argues the reversal of roles normally attributed to coordinated and liberal market economies. (Reisenbichler
2015, 3) For a more thorough discussion of these roles and an appreciation of change in often too rigidly conceptualized
coordinated market economies see: (P. A. Hall and Soskice 2001; Fioretos 2001; P. A. Hall and Thelen 2009; Prabhakar
2013)

%1 thank Abraham L. Newman for suggesting this formulation.
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lines three distinct developments for the puzzling European-ness of global finance.’” He starts
with the usual suspect and diagnoses convincingly that the United States had no incentive to
codify neoliberal policies or have the European framework or the IMF do so. Because of its
“[...] overwhelming dominance [...] in international financial markets [...]”, U.S. policymak-
ers would have preferred to obtain their goals by what Abdelal calls “ad hoc globalization”
rather than becoming constrained by international rules, which are notoriously hard to reverse
by virtue of their inclusiveness. (Abdelal 2007, 220) Secondly, he brings into play the Euro-
pean Commission’s impetus for codifying the liberalization of capital controls. The Commis-
sion had strong incentives to lay down the law of the Union according to its most influential
member countries’ interests. (Abdelal 2007, 217) This stabilized the European project through
continued integration and a concomitant emphasis on supranational European institutions.
(Abdelal 2007, 65—67) Eventually, however, Abdelal blames a puzzling interest alignment
between France and Germany as the condition sufficiently pushing the EU over a codified
neoliberal edge.

During the Mitterrand years, it became clear that multinational firms and global financial in-
stitutions could circumvent French restrictions on capital mobility, while at the same time
serving “[...] as an instrument of the repression of the middle classes, rather than the control
of speculators.” (Abdelal 2007, 61) Hoping for a level playing field within Europe, France
partnered up with an unlikely ally — at least when it comes to economic policies. Since Lud-
wig Erhard, Germany’s regime of financial controls had been enabling capital flows (Abdelal
2007, 49) and the economic lessons learned from the protectionist 1930s promised to make
Germany a reliable partner within Europe.’’ Unwilling to make meaningful concessions to
markets intent on protecting their share, German governments refrained from pushing too
hard for a European liberalization of capital controls in the decades preceding the late 1980s.
(Bakker 1996, 34) However, when France’ governing socialists agreed to a full liberalization
of capital movements within the community, the German ministry of finance wanted Council
Directive 88/361/EEC to apply in full under the erga omnes principle — that is as a right to-
wards all. The reason for this, according to Hans Tietmeyer, former chair of the German Bun-

desbank, was to put the European project to the test:

3% «“The emergence of a liberal regime for global finance is not best understood as a conspiracy, and much less as one orches-
trated by U.S. policymakers and bankers. The most influential plotters were French socialists, German central bankers, and
European bureaucrats.” (Abdelal 2007, 21)

1 As a response to the political situation after the Great Depression, Germany overvalued its currency, thereby creating
cheaper imports for its drained economy. When in the mid-1930s Hjalmar Schacht developed the system of Mefo-exchanges,
the country started printing money to finance the economic programs with which it aimed at creating full employment. The
overvaluation of the Mark made it possible to expand its purchase power and therefore limit the extent of inflation. In the
short run, this assured the supplies of important goods, while the Reich prepared its economy for war. (Kirshner 1995, 32—40)
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“We saw in full capital liberalization the possibility for a test of the stability of the ERM
[Exchange Rate Mechanism] — a test by the markets of policy credibility. We wanted a
test by world markets, not just European markets. That was why the erga omnes principle
was so crucial. Liberalization erga omnes would demonstrate that we had in Europe a
stable fixed exchange-rate system with market-proved stability, rather than artificial sta-
bility provided by controls.” (Abdelal 2007, 70)

In the end, Article 7 of Council Directive 88/361/EEC gave member-jurisdictions a political
lever stating that governments “[...] shall endeavour [emph. ad.] to attain the same degree of
liberalization [...]” (EC Council 1988, 2) Ultimately, however, this was more a technocratic
than a political process and the decision was left to central banks charged with controlling
large-scale short-term capital movements.

Since the administrative approach to European centralization promised to at least conceal the
power asymmetry within Europe, its political latitude likewise continued to be inhibited.*
Because of this fundamental building-principle of the EU, the aforementioned ignorance to
the crisis’ fallout — very much apparent in the hastily laced up “all-in” euro-rescue package
(Enderlein 2010, 11) — is only a symptom.® Members decided to de-politicize market regula-
tion so that all could agree on a common approach and in the process create a larger market to
increase competitiveness; a lopsided decision void of genuinely political ambition.

As outlined above, Rawi Abdelal has argued that while the U.S. is often seen as the main
force of financial globalization, the European Union has had considerable influence in legally
cementing the free movement of capital both within and outside of its jurisdiction. (Abdelal
2007, 13) Its main tool in creating such an “ever-closer” financial market was a shift of reg-
ulatory authority to the European level, which was strengthened when the Treaty on European
Union laid the legal groundwork for the common currency in 1992. Part of the Maastricht
Treaty was the establishment of an independent European Central Bank (ECB), which gained
considerably in importance, because Article 9 of the 2007 Lisbon Treaty constituted the ECB

as one of the seven central governing institutions of the EU. (European Union 2007, 16) Fol-

32 In an interview for the German weekly newspaper Die Zeit, Deutsche Bank CEO John Cryan has reiterated what many in
the banking sector have long argued made all the difference for U.S. financial recuperation following the credit crunch:
“American banks — also politically under the gun— started to increase capital relatively early and improved internal controls.
Today, they are ahead of us by three to four years. The American approach was to solve problems quickly, conduct write-
offs, pay fines, collect fresh capital — and start over. In Europe, we tend to shelve problems. This has to do with the compa-
nies themselves, but Europe’s political approach to the financial crisis is also to blame.” (Nienhaus and Storn 2017, 23) My
own translation.

33 European finance ministers agreed on a EUR 110 billion first aid bail-out plan and the massive EUR 750 billion European
Rescue Fund on May 9, 2010. This decision has been called the single biggest all-in in the history of poker, because if it
“[...] goes well, it will go really well. If it goes wrong, the Euro will most likely fail.” (Enderlein 2010, 11) Certainly, the
mortgage crisis merely triggered the sovereign-debt crisis in the Eurozone due to credit recalls that revealed the enormous
structural deficits in Europe’s common currency. (Dyson 2010, 19-20; Enderlein 2011, 26-28) Be all this as it may, only two
months after European first aid measures were enacted, U.S. President Barack Obama signed Dodd-Frank into law. (Dodd
and Frank 2010)

** In the founding document of the European Economic Communities, the 1957 Treaty of Rome, its six founding members
agreed to put first their determination “[...] to lay the foundations of an ever-closer union among the peoples of Europe [...]”
and to use economic integration at the center of this effort. (European Communities 1957, 2)
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lowing the GFC, the EU has further strengthened its commitment to an independent techno-
cratic regulatory framework. Entering into force on December 16, 2010 (Council 2010, 164),
the European Parliament and the Council of the European Union implemented the recommen-
dations of the High Level Group chaired by former IMF Managing Director Jacques de Laro-
siére. (EP and Council 2010) Institutionalizing a system of macroprudential oversight, the EU
established the European Systemic Risk Board (ESRB) as part of the larger European System
of Financial Supervision (EFSF). The EFSF is also comprised of the European Supervisory
Authorities (ESAs) which include the European Banking Authority (EBA), the European In-
surance and Occupational Pensions Authority (EIOPA), and the European Securities and
Markets Authority (ESMA). (EP and Council 2010, 5) While all these agencies are part of the
larger EFSF framework, the EU stressed its commitment to macroprudentiality in putting the
ESRB first among these institutions. Chaired by the President of the ECB, the ESRB commits
all EFSF agencies to its mission. (EP and Council 2010, 9)

Parliament and Council put the EU’s systemic regulator in policy-receivership and explicitly
instructed it to coordinate “[...] its actions with those of international financial organisations,
particularly the IMF and the FSB [...]” (EP and Council 2010, 6) Keeping in mind what re-
searchers have written about the fragmentation of American regulators, this re-structuring
highlights a persistent challenge putting the European Union at a comparative disadvantage.
By design, all these agencies are independent. Effectively checking power, the Larosicre
Group pointed out that independence from political interference can yield many positive re-

sults:

“Based on various internationally recognised standards and codes [...] supervisory inde-
pendence can be defined as a situation in which the supervisor is able to exercise its
judgment and powers independently with respect to the enforcement of prudential and/or
conduct of business rules, i.e. without being improperly influenced or overruled by the
parties under supervision, the government, the Parliament, or any other interested third
party. As such, the supervisory authority must be empowered and able to make its own
independent judgments [...] without other authorities or the industry having the right or
possibility to intervene. Moreover, the supervisor itself must base its decisions on purely
objective and non-discriminatory grounds.” (Larosi¢re 2009, 47)

In a political union comprised of 27 states, “objectivity” is a critical term regarding regula-
tion; and it is a double-edged one at that. It covers the assumption that cooperation regulators
necessarily have to have with the industry in overseeing its potential externalities is generally
unproblematic and that non-interference would be, in any way, an apolitical decision.

David Levi-Faur challenges academic accounts that critically admonish the negative impact
neoliberal policies have had on elected governments’ socio-economic steering-capacities.

(Levi-Faur 2005a, 17) While he does not deny the ideology’s dominant influence, Levi-Faur
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also points out that globalization has led to a horizontal pattern of diffusion, within which
autonomous regulators, who share “[...] profession, hobbies, and lifestyle [...]” exchange
their views (Levi-Faur 2005a, 26) and through that process transform the “[...] neoliberal
agenda [...] in unexpected ways.” (Levi-Faur 2005a, 13) These unexpected ways, he argues,
have caused a regulatory capitalism that re-defined “[...] the boundaries between the experts
and the politicians [...]” and created “[...] a regulatory revolution [that] is gathering pace de-
spite the hegemony of neoliberal ideology.” (Levi-Faur 2005a, 27) Levi-Faur’s benevolent
assessment of the virtues of “autonomous expertise” and “impartial analysis” are mirrored in
regulatory practice; and of course Europe is by no means alone in this. The FED, for example,
maintains offices and personnel inside the banks it regulates to gain expertise, which for sev-
eral reasons poses an enormous problem to whatever concept of objectivity we apply.>

The de Larosi¢re Group was not oblivious to the dangers of regulatory capture and, therefore,
stressed that “[...] to strengthen legitimacy and as a counterpart for independence, proper ac-
countability to the political authorities at the EU and national levels should be ensured.” (Lar-
osiere 2009, 47) The report, however, relies conceptually on a rather complicated chain of
legitimacy. Because of the ESRB’s institutional interdependence with the ECB, no EU institu-
tion is qualified to exert direct political control over any of the new regulators.”’® As an answer
to the problem this lack of political oversight poses, the de Larosi¢re group recommended on
February 25, 2009 a strengthening of the FSF. To improve its accountability, a new and re-
formed FSF should have to report to the IMF and the Basel Banking Committee. While some
of the report’s recommendations were realized — chapter three will establish why —, less than
two months after its publication, the reform of the FSF went a different way structurally.
Nevertheless, what we can establish for the present argument is that Europeans — ignoring
how the diversity of 27 member-states in the council would itself become a check on political
power — failed to set-up a mechanism that would give members latitude in times of politico-
€conomic Crises.

Transferring this willingness to replace political latitude with inflexible legal norms to the

post-crisis era, John Kay argued alongside the structural implications of the Varieties-of-

*% During my field research one of my interviewees elaborated on the differing experience regulatory agencies have in the
macroprudential oversight of financial sectors: “The Federal Reserve has a long history of that kind of macroprudential over-
sight. The Federal Reserve stations people at the banks. That’s where their offices were created. They may have a dozen
people in a major bank 24/7 one way or another. The SEC had probably twelve, 18 people for all of them and they were not
stationed there.” Author’s interview on September 30, 2015. Comments not for attribution. Reference code: USJESC.

3¢ Discussions on the difficulties that abound in Europe between its mix of intergovernmental and supranational institutions
have led to the consensus of calling the Union a system “sui generis.” Starting with the sovereign debt crisis in the Eurozone,
pro-European academics, journalists, and technocrats have posited that an answer to the crisis has to be “More Europe!”
(Enderlein 2011, 29) Calls for a supranationalization of financial oversight have not subsided since then. Also in 2011, Jean-
Claude Trichet called for a common European ministry of finance when he received the Charlemagne Price (Trichet 2011, 6)
and more recently members of the ECB’s Board of Directors have pressed for this idea hinting that France and Germany
would both be open for such reform of the European Treaties. (Schubert 2015)
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Capitalism debate. Referencing France’s and Germany’s corporatism, he diagnosed that both
“[...] have done the least to implement substantive financial reform since the global financial
crisis.” (Kay 2015, 287) I propose that one can realistically expect European representatives
to continue their technocratic approach when it comes to international financial regulation;
particularly since Europeans — lacking any initial appreciation for their own involvement —

felt comfortable not to doubt their approach.

Argument Three:

Market-power explains why the U.S. was capable of leveraging the size of its market into
influence and to do so unchallenged by Europe, which lacked the political willingness to
press for a new set of regulatory rules. Europe’s disposition to replace politics with tech-
nocratic rules, therefore, made it unable to counterpose U.S. market power.

With Europeans fixated on a technocratic and largely non-political approach to financial regu-
lation, the question remains what kind of change the United States dominated. This debate is
starkly influenced by the diagnosis of and ensuing disappointment with the not-so-sweeping
reforms that shaped international finance following the meltdown in 2008. Many observers
have labeled the credit crunch as the worst financial crisis since the Great Depression of 1929.
(Fioretos 2010a, 714; J. Buckley and Howarth 2010, 119; Collyns 2008; The Economist
2008c; Mankiw 2008; G-20 2009b; The Economist 2009a; Greene and Boehm 2012, 1093)3 7
Any comparison with this particularly critical point in economic history evokes associations
of the Bretton Woods system as the immediate reaction to the Great Depression. Referencing
this multilateral feat, observers from academia, international organizations, and the press be-
came frustrated when it turned out that a replication of this historically unique period of polit-
ico-economic stability would not come to pass. (Blyth 2013a, 43—44; G. K. Wilson 2012; Lin
2013, 194-97; Kay 2015, 281-87)

Almost as a matter of course, revolutionary second-order change failed to materialize. Some
historical institutionalists were amongst the first to decry the inertia of regulatory structures as
the main source of why the world had to observe structural continuity throughout dramatic

changes:

“And, as late as the early autumn of 2008 when the largest financial crisis since the Great
Depression became a global reality, G-7 governments and the hedge fund industry oper-

37 Some accounts go beyond the comparison and use it as a similar case study to outline the differences to the economic
situation in the interwar period. The IMF, for instance, takes up the comparison to show how the GFC differed in quality
from the Great Depression. The IMF’s main message is that international cooperation has helped to “[...] avoid the worst of
the past.” (Collyns 2008, 7) The Economist, on the other hand, combines criticism of the financial industry with a caveat:
“[i]f the price of sophistication is instability, something is wrong. You might conclude that the thing to do is to shackle fi-
nance as it was shackled in the 1950s and 60s. If ever there were a moment for this, it would be now. It takes a big upheaval
to open the way for radical reform.” Nevertheless, The Economist warns that (a) completely shutting down international
finance would be a mistake in an otherwise globalized economy and would (b) only lead to a situation, in which — very much
akin to the state of affairs in France’s regime of capital controls before 1988 — “clever financiers work around the rules.”
(The Economist 2009a)
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ated under the assumption that a self-regulation regime based on the promotion of an un-
enforceable set of global best practice standards without direct public oversight would be
the core of a global regulatory regime for hedge funds.” (Fioretos 2010a, 714)

Fioretos is not the only scholar who identified hedge funds as among the main culprits (Ly-
sandrou 2012; Huang and Wang 2013; Mihlmann 2013)’® and for many historical institution-
alism was the intellectual weapon of choice to make sense of how the socialization of fi-
nance’s externalities was met with what these authors felt were sluggish international re-
forms.”” While this thesis argues that the U.S. actively employed its market power to affect
regulatory change where it aligned with its interests, historical institutionalism puts emphasis
on the structures that inhibit agency. Joseph Jupille, Walter Mattli, and Duncan Snidal have
presented a theory that attempts to square inert structures with political latitude and, hence,
appears to be particularly fitting. Their monograph Institutional Choice and Global Com-
merce maps potential choices within institutional settings based on a historical institutionalist
heuristic. The theory’s bias in explaining status quo policy-making communicates well with
some of the abovementioned frustration, which is why I maintain that market power is better
suited to explain the virtual lockstep of international regulatory change with U.S. domestic
reforms.

Ontologically, the authors turn to rationalism’s philosophical aporia*’ and adopt a concept of
boundedly rational actors. (Jupille, Mattli, and Snidal 2013, 34) Jupille et al. argue that once
international actors have collectively decided to meet a challenge they will follow a sequential
process (Jupille, Mattli, and Snidal 2013, 35) down a decision tree comprised of four consecu-
tive choices: use-select-change-create or USCC. International actors will either make use of
an existing focal institution or select between “[...] two or more [...] plausible alternatives
[...]” (Jupille, Mattli, and Snidal 2013, 29). Should the selection process yield no results, rel-

evant actors can change existing cooperative arrangements before, as a last resort, they have

*¥ Photis Lysandrou’s contributions have been particularly critical. His article in the Journal of Post Keynesian Economics
bears the title “The primacy of hedge funds in the subprime crisis” (Lysandrou 2011) All observers agree that hedge funds,
even those who do not hedge, pose a systemic risk primarily because of their intense reliance of leverage. (Stowell 2013,
221) What is more, hedge funds do make for intriguing culprits due to systemically critical defaults in the past and the con-
tinued practice of self-regulated oversight. (Edwards 1999; PWG 1999a; Kambhu, Schuermann, and Stiroh 2007; Engert
2010; Pagliari 2012; Wull 2012; Fichtner 2014; Sennholz-Weinhardt 2014) However, Robert J. Bianchi and Michael E. Drew
have emphasized that the leverage argument applied to almost the entirety of actors in the market. Curbing the disruptive
power of hedge funds is not a panacea for an overall regime of financial regulation that played fast and loose with the availa-
bility of credit. (Bianchi and Drew 2010, 24) An abundance of credit — and the concomitant mispricing of risk — caused the
financial crisis and since hedge funds operate on leverage they most certainly played their part in its amplification. But, as
intermediate variable hedge funds deserve only part of the ensuing regulatory attention and zeroing in on hedge funds exclu-
sively would leave unattended the underlying issues that the crisis revealed. (Crotty 2009, 568-70)

¥ As quoted above from The Economist, governmental interventions to support the economy came at the expense of public
trust. (The Economist 2015, 15) With the troubled asset relief program (TARP), public opinion justifiably started castigating
an apparent “lemon socialism”; an economic form of hypocrisy that acclaims entrepreneurial success, but has taxpayers chip
in once the risk taking goes sideways. (Krugman 2009b; Will 2008)

' To Jupille et al. it is clear that “[...] in order to know whether to acquire more information, one must know its potential
value, which, of course, is exactly what actors do not know given their ignorance of the alternatives (and hence their value).”
(Jupille, Mattli, and Snidal 2013, 34)
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to decide whether or not to create an entirely new mode of regulatory cooperation. (Jupille,
Mattli, and Snidal 2013, 30)

On the face of it, the institutional reforms from FSF to FSB seem to echo the theory of institu-
tional choice. Conceptualizing actors as boundedly rational helps the authors to stay clear of
the lack of theoretical micro-foundations inherent to historical institutionalism. (Rixen and
Viola 2014) What is more, the decision tree of USCC cushions the theory’s dependence on
the oftentimes big bang-like understanding historical institutionalists have of so-called critical
junctures.*' Due to its focus on the USCC process, Jupille et al.’s institutional choice theory
seemingly resonates with an observation Eric Helleiner has made about any Bretton-Woods
comparison. Discussing its rhetorical value, he emphasizes the comparison’s usefulness in
prodding heads of state and government towards more decisive action. Helleiner insists, how-
ever, that invoking Bretton Woods should not lead to expectations that misconstrue either the
developments following 1944 or project a reductionist, pseudo-historical understanding onto
today’s world: “The creation of a new international financial system, in other words, was not
a product of that single meeting but rather the outcome of a much more extended historical
process.” (Helleiner 2010a, 620)

Relating to international financial services regulation, institutional choice theory, nevertheless,
displays shortcomings, which result in an almost predetermining bias for structure. Three rea-
sons stand out: a lack of genuine distinction from other approaches, a problematic conceptual-
ization of actors and their respective interests, as well as an overemphasis of aggregate deci-
sion-making on the international level. First, Jupille et al. make a circular argument when they
state: “Focal institutions are a power resource for actors that are advantaged by them.”
(Jupille, Mattli, and Snidal 2013, 42) The inherent assumption here is that any form of exoge-
nous shock has already revealed a power shift that — properly reflected — would exert shear
stress on the present institutional design. If, however, the underlying distribution of power
does not change, structure as an independent variable loses its significance. Institutional
choice theory fails to answer a question it has raised itself, namely whether or not structural
changes are dependent on a regime’s underlying distribution of power with which actors cre-
ated the structure in the first place.

Second, Jupille et al. put the cart before the horse when it comes to actors. Their main as-

sumption regarding the inertia exuded by existing structures is that further down the decision

! The very concept of critical juncture is rooted in an essentialist understanding of historical events. The importance accred-
ited to such events is, of course, an act of interpretation. The understanding that significant change follows from such junc-
tures runs the danger of a binary understanding of what constitutes change and results in an underappreciation of what incre-
mental changes can affect in the future. The irony of critical junctures is that as a concept it makes incremental developments
— if you look close enough sudden changes become rare and incrementalism more the rule than the exception — seem anti-
change, thereby defying the very historicism the theory attempts to re-introduce to social science.
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tree actors are faced with — and, hence, encumbered by — increased uncertainty costs. Accord-
ing to Jupille et al., these include “[...] both the transaction costs of searching for and bargain-
ing over new institutional arrangements [...]” as well as sovereignty costs. (Jupille, Mattli,
and Snidal 2013, 25) The latter prove to be specifically burdensome due to domestic opposi-
tion and ratification processes. (Goldstein et al. 2000, 396; Kahler 2000, 668-69)** While one
could argue that existing structures tied the world community to the FSF/FSB-regime, we do
not get a satisfactory answer to two questions: Why would a network supported by a negligi-
ble staff and run by its members impose relevant costs at all? And even if the inertia argument
holds, why would actors already tied to and, therefore, inhibited by structures collectively
decide in the midst of a crisis to enlarge the circle of parties participating in FSB negotia-
tions?

It, therefore, comes down to a debate in which actors are pitted against structures. USCC re-
lies heavily on aggregate decision-making without accounting for why some voices matter
more than others. During the months following the GFC, arguments along the lines of the
savings glut debate™ suggested an organizational form featuring a comprehensive member-
ship. Assuming collective or aggregate decision-making necessarily follows a logic of sover-
eign equality, which makes the continued, yet institutionally deepened, existence of the FSF
as FSB unlikely. To employ the language of institutional change, if the plan was to change or
create a more inclusive organization, why not use an existing one? If not for the FSB as a ve-
hicle of American market power, the IMF could have presented an attractive institutional op-
tion.

Compared to the IMF, however, it turns out the FSF did not have a structural problem per se,
which keeps institutional choice in play as a theory. The organization’s expertise had not ex-
perienced a dent in legitimacy comparable to the IMF. Fund experts failed to foresee the cred-
it crunch and even legitimized regulatory authorities in the U.S. during its Chapter IV consul-

tations during the summer of 2007. The Fund was aware that the interconnectedness of finan-

2 One aspect in favor of the FSB as a vehicle dispersing American reforms was that as a member-driven network it was not
established under international law. Established since early 2013 as a Swiss a non-profit association, its consensus-driven
decisions are not binding. (FSB 2015d, 16)

43 In 2005, Ben Bernanke, former chairman of the U.S. Federal Reserve, pointed to the imbalances due to the self-insurance
activities of Asian economies after the Asian Financial Crisis. IMF policies in the crisis’ aftermath left these countries skeptic
about the virtues of multilateral monetary cooperation. Bernanke assumed that Asian monetary self-reliance led itself to a
balance of payments mismatch. He warned that a systematic acquisition of U.S. government debt by Asian economies and
the deficits in American domestic saving was “[...] implying a rise in the current account deficit and increasing dependence
of the United States on capital inflows.* (Bernanke 2009, 9) The savings glut argument has been disputed from various eco-
nomic angles (Shenai 2014, 152) What is significant for the present dissertation is that the political ramification of this dis-
cussion led to considerations to create a globally encompassing financial services regulator charged with assuring systemic
stability. One of the interviewees emphasized the IMF’s expertise and capabilities in ensuring systemic stability and voiced
frustration over the club-like arrangement that became the FSB. Interview on September 16, 2015. Comments not for attribu-
tion. Reference code: 4SBE9E. See also from the literature: (Strauss-Kahn and Draghi 2008; Momani 2010; Chwieroth 2010,
288-89).
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cial markets could transmit financial disruptions swiftly into the real economy. (IMF 2007,
20) Its evaluation was, however, optimistic of the economic “slowdown” and projected a soft

landing (IMF 2007, 4) for an otherwise robust U.S. financial industry:

“Profitability and capital adequacy of the banking system are high by international stand-
ards. In particular, for large bank holding companies, the reduced interest margins from
low long-term interest rates and a flat-to-slightly-inverted yield curve have been more
than offset by rising fee income and near record-low defaults. Reflecting this, and despite
a recent uptick following subprime difficulties, market measures of default risk have re-
mained benign.” (IMF 2007, 14-17)

At that point, the FSF had already published a report that called for stricter regulatory over-
sight of highly leveraged institutions. (FSF 2007, 3) What is more, the 2007 report was an
update of an earlier publication. In its 2000 assessment of the Asian Financial Crisis, the FSF
had attempted to increase awareness that the disastrous crash of Long-Term Capital Manage-
ment was due to excessive leverage ratios, which could just as easy cause severe market dis-
ruptions in developed economies. (FSF 2007, 1) This time around, the FSF warned that ever
more complex financial products would not only outrun current regulatory oversight, but also
significantly heighten systemic risk. (FSF 2007, 10) On April 7, 2008 — five months prior to
Lehman’s default —, the FSF warned that global finance’s “[...] volume and complexity in
recent years [...] had systemic effects that crossed national and sectoral boundaries.” (MIR
2008b, 43)

This suggests that the Forum was reformed because enlarging its membership kept it at a
manageable size well below the Fund’s 189 members, its expertise was valued, and its scope
— as an entity solely devoted to financial services — was deemed appropriate. This narrative
however does not fit with USCC’s aggregate understanding of agency. This is why my thesis
posits that all these indicators plausibly point to the material interests of the United States as
the largest regulatory jurisdiction for financial services. America assumed a leadership role,
leveraged its market power to realize its interests, and in that course relevant international
partners were given a strong incentive to follow suit.

Other scholars have also written extensive rebukes of institutional choice based on its struc-
tural bias. Tobias Hofmann has criticized bounded rationality as inconsequential because it

provides only insufficient discriminatory power:

“It is not always (made) clear whether states did not care to collect additional infor-
mation, were incapable of processing available information, or found themselves in an
inherently incomplete and/or imperfect information environment and, most importantly,
what difference it would have made for their collective [emph. ad.] use, selection, change,
and creation decision.” (Hofmann 2014, 383)
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Unsure as to what the theory’s ontological conceptualization of actors comes down to, Hof-
mann exposes bounded rationality as an analytical compromise ill-suited to bridge agency and
structure. That Jupille et al. try to have their cake and eat it, too, has likewise been pointed out
by Eleni Tsingou for whom USCC posits too lean a narrative. Tsingou argues the mono-
graph’s empirical chapters “[...] might have benefitted from more attention to detail [...]”
(Tsingou 2014, 672) and ironically exposes institutional choice to criticism that was originally
intended to promote historical institutionalism in the first place.** As one of the reference
scholars at the interstices of social science and historical research, George Lawson stresses
how historical accounts can enrich political science research by improving the field’s under-
standing of diachronic processes through its emphasis on critical source analysis. (Lawson
2006, 415) He warns, however, that history is too often mistaken for scripture with lessons
from the past informing research on questions in the present. (Lawson 2012, 204) History in
fact does not rthyme all too often and Lawson stresses that political science should not “[...]
reduce the past to a ‘pick-and-mix’ sweet shop which is raided in order to satisfy the tastes
and tropes of the researcher.” (Lawson 2012, 205)

Institutional choice theory, however, would indeed lead us into this sweet shop. Jupille et al.
ignore actors’ preferences and their respective material capabilities and instead trap any
meaningful agency in predetermined structures. It is important to note that this is not to say
that historical accounts are meritless in social science. To the contrary, one wonders why an
approach squarely in the field of historical analysis would take its own parsimony so far until
all that is left is some structurally refracted form of path-dependency. Institutional choice de-
fies the very historicity scholars in these adjacent fields have promoted by creating knowledge
on a case-by-case approach. My argument is, instead, that the United States yielded influence
derived from the size of its market to induce organizational change and adjust™ the institution
of international financial services regulation more generally. The change that we can observe,
then, is due to a substantial commitment by the United States to coordinate financial regula-
tion internationally. Therefore, the U.S. as an actor induced the change at the FSB with the

intent of using the organization to spread its domestic regulatory agenda internationally.

Argument Four:

Stressing the role of the state in implementing America’s financial reforms as a distinctly
political agenda, market-power’s focus on actors has more explanatory power than histor-
ical institutionalism’s structural status-quo bias.

44 All in all, Tsingou has some backhanded praise for Jupille et al. Even though she points out that their contribution to his-
toricize international relations is not entirely new, she accentuates that institutional choice theory “[...] makes a case for the
value of theoretical bridge-building in developing this type of research further.” (Tsingou 2014, 672)

> Throughout this thesis, adjustment comes as a tool necessary for interest-based re-regulation. It is defined as a function of a
market-power induced alteration within non-ergodic change options.
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Theoretical Approach

Having criticized institutional choice for its status-quo bias, it is important to note that market
power is also different from classic market-size arguments. By itself, market-size is just an-
other structural argument, which posits that somehow change occurs without making explicit
the way that agents translate politico-economic potential into actual results. Neo-realist ap-
proaches in international relations theory assume that state-behavior is dominated in one way
or another by the anarchy that results from the juxtaposition of sovereign states concerned
above all with ensuring their very existence. (Waltz 1959; Krasner 1982; Mearsheimer 1983;
Walt 1990) Recognizing that politico-economic realism is less about the self-interest in sur-
vival but concerned with the balance of relative and absolute gains, Dan Drezner joins this
research tradition in his monograph All Politics is Global — a catchy play on a bon mot coined
by Philip “Tip” O’Neill. (O’Neill 1987) Drezner’s research contradicts transnational ap-
proaches that pronounce the dissolution of state authority in a globalized world. His aim is to
conceptualize a theory that “brings the great powers back in.” (Drezner 2007, 3-9) Acknowl-
edging a globalizing world and re-introducing states as central actors, Drezner admits that his
research is informed by Andrew Moravcsik’s seminal work on the role domestic interests play
when formulating preferences for international negotiations.*® This, however, does not pre-
vent Drezner from simplifying market-size as a function of the share a respective state can
claim in a particular area of business. He then translates this share into influence: “In an era of
globalization, market size can still be translated into government power.” (Drezner 2007, 32)
It is central to the research question at hand that Drezner’s theory — as appealing as it is due to
its vast generalizability — does not fit with the empirical data available following the global
financial crisis. In his chapter on transatlantic financial services regulation, Drezner talks up
the FSF as a club, in which compromises are collectively struck between great powers on both
sides of the Atlantic. (Drezner 2007, 119—48) Drezner leaves his readers with a vague mé-
lange of institutionalism’s collective bargaining and a realist position on market size some-
how translated into power. Much like the USCC framework, this inability to differentiate
power resources and situate them according to actors’ interests keeps Drezner from under-
standing how the United States could advance its foreign economic policy goals after the
credit crunch had significantly weakened its market-share. In short, Drezner’s Great Powers
argument sacrifices a historically sound appreciation of actors’ interests for the sake of gener-

alizability. This is ironic, because resting on the assumption that two powers rely on compa-

46 This distinction between set interests from which flexible preferences are derived and which can then be stratified, is im-
plicit in Moravcsik’s work, but never clearly stated. (Moravesik 1997; Keohane, Moravcsik, and Slaughter 2000; Moravcsik
2002, 2008)
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rable power resources (Drezner 2007, 129), his theory describes a situation that is unlikely to
ever precisely occur.

In light of the above, my study rests on two principles. First, interests are diverse and actors
play vital roles in voicing and utilizing theirs. And second, state and market are social realms
positioned next to each other in their influence on social change. This stands in theoretical
contrast to the state-heavy argumentation of realist IR theory, where — crudely put — sovereign
nations make decisions supported by the power of their markets. However, if realism glosses
over the subtler influences agents can exude beyond their structural confinements, studies on
the prevalence of the market and its actors are equally unfitting for a study that stresses the
deliberate re-regulation of entire industries after 2008. (Lipschutz 1992; Underhill 1995;
Strange 1996; Matthews 1997; Keck and Sikkink 1998; Chwieroth 2010; Cutler 2010; Engert
2010; Goldbach et al. 2010; Atik 2011; Kaal 2011; Hale and Held 2012; Rauterberg and
Verstein 2013) My approach uses market-power as a function of the deliberate leveraging of
market-size by state actors asserting their interests at a time when this leveraging could rea-
sonably be expected to affect a desired outcome. In this regard, my account analyzes the rela-
tive distribution of power between state actors and market participants. Hence, the central
underlying tenet of this study is that state and market are complementary and interpenetrative
forces. Under the administration of then-President Barack Obama, the U.S. took the initiative
to impose new and meaningful regulatory changes, which — given the global scope of interna-
tional finance and to avoid arbitrage — necessarily required that these regulations would apply
globally.

In this, my research stands in the tradition of what Fran Tonkiss and Don Slater have de-
scribed as the ever-changing and fluid relationship between state and market, who wrote in
the tradition of Karl Polanyi that “[...] the margin between them is a site of interaction, regu-
lation and mediation. The interface between the state and the market is relative to specific
forms of economic government at different political moments.” (Slater and Tonkiss 2001,
147) Slater and Tonkiss’ enormous contribution to the study of political-economics has been
to draw on Polanyi’s 1944 study of “The Great Transformation.” (Polanyi 2001) Polanyi’s
ultimate intellectual hope was for the emergence of what he called complex societies — a co-
existence of nations employing diverse economic philosophies and willing to decidedly dis-
tance themselves from those political clutches the Cold War would nevertheless continue for

45 years.”” Building on Polanyi’s extensive anthropological delineation of market society as a

47 The Great Transformation saw the slaughtering on the European continent to be mandatorily followed by an episode of
socio-economic reconciliation: “[...] it will become possible to tolerate willingly that other nations shape their domestic
institutions according to their inclinations, thus transcending the pernicious nineteenth-century dogma of the necessary uni-
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relatively young intellectual concept, Slater and Tonkiss revisited these “different political
moments” and pointed out that “[...] the powers and problems involved in markets can best
be understood and opposed by understanding them as diverse and localized phenomena [...]
rather than by treating them as generic technical solutions or as the thin end of inevitable op-
pression.” (Slater and Tonkiss 2001, 202) It is central here that these political moments are
understood as points in time, at which the regulators and the regulated employ existing struc-
tures to serve their interest while at the same time maintain their autonomy to go beyond the
structures implemented by previous actor choices.

Balancing actors’ interests with existing structures in a time of regulatory reform makes it
necessary to theoretically address the oftentimes sweeping observation of regulatory capture
and, hence, to acknowledge the more nuanced role actor interests play during times of regula-
tory change.*® The concept of regulatory capture goes back to George Stigler’s seminal phrase
that the coercive powers through which the state is able to “[...] ordain the physical move-
ments of resources [...] provide the possibilities for the utilization of the state by an industry
to increase its profitability.” (Stigler 1986, 245) Scholarly work by Marver Bernstein®, An-

thony Downs’’, and Mancur Olson’' preceded Stigler’s research. Already in 1955, Bernstein

formity of domestic regimes within the orbit of the world economy. Out of the ruins of the Old World, cornerstones of the
New can be seen to emerge: economic collaboration of governments and the liberty to organize national life at will.”
(Polanyi 2001, 262)

“8 One instance supporting this claim is Dodd-Frank’s regulation of “the banking industry.” As president of the Independent
Community Bankers of America (ICBA), Camden Fine became one of Barney Frank’s most important allies. Fine had
worked hard to establish that there were two kinds of banks out there: big investment banks responsible for the crisis and
community banks with sustainable ties into the communities that they serve. On his second day in office, President Obama’s
Secretary of the Treasury, Timothy Geithner, called Fine and invited him to a “[...] seventy-five-minute téte-a-téte [...]”
(Kaiser 2013, 138-39) Fine became an ally of the administration, because, as he put it in an interview for Robert Kaiser’s Act
of Congress, he knew that if small banks would join larger institutions in their opposition to regulatory reform: “[...] our
voice would be lost, and the community banks would just be roadkill on the financial highway. Because we would have
played right into the hands of Wall Street, and there were genuine issues that divided us.” (Kaiser 2013, 139-40) At the end
of the day, joining forces with an administration committed to sweeping regulatory reform payed out for Fine and his asso-
ciation. Frank ensured that Dodd-Frank’s new watchdog agency, the Consumer Financial Protection Bureau (CFPB), would
have supervisory authority only over banks with assets exceeding a USD 10 billion threshold. (Kaiser 2013, 161) And the
Gutierrez amendment increased the share with which large financial institutions have to support the Financial Deposit Insur-
ance Corporation (FDIC). Adding an extra USD 1.4 billion in increased funding to the U.S. agency in charge of insuring the
assets of depositors of American banks meant that community banks did not have to come up with this sum. (Kaiser 2013,
164)

**In a paper published in 1989, Sam Peltzman claims that the term “regulatory capture” was originally coined in 1972 by
William Jordan in the Journal of Law and Economics. Peltzman correctly points to the lack of an explicit wording in Stigler’s
original piece and, for the field of economics, 1972 might even be the birth year of the concept. (Peltzman 1989, 5) Bern-
stein’s politico-economic research, however, established that notion almost 20 years earlier. Bernstein’s publication is based
on the observation that independent commissions are sometimes seen as “[...] ineffective and will remain so as long as they
are caught [emph. ad.] in the political cross fire between the president and Congress.” (Bernstein 1955, 4)

%% Based on Joseph Schumpeter’s assumption that the behavior of political actors could be functionally compared to that of
economic actors, Downs theorized the actor as a homo oeconomicus. (Downs 1957, 49) According to this view, individuals
make decisions based on linear, non-competing preferences. (Downs 1957, 166—-68) Downs’ work has been extensively
criticized, but with regard to regulatory capture, the rational choice approach focused scholarly attention on the conflict
between the short-term interest of electable principals and their agents, and long-term policies geared towards the public
good — and this is where Mancur Olson’s theory comes into play. See next fn.

> Olson went one step further than Downs, basing his analysis on the difference between actors’ rationality (Olson 1971, 63—
65) and actors’ self-interest, i.e. their drive towards maximizing benefits. (Olson 1971, 86) His contribution in The Logic of
Collective Action was to argue a compelling case for the advantage that privileged groups enjoy over latent ones. With pri-
vate goods accruing material benefits for small groups, latent group interests are at a strategic disadvantage in defending
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was puzzled by the existence of independent regulatory commissions like the SEC as the out-
come of a period of strong government intervention. If the SEC served the obvious necessity
“[...] to prevent fraudulent manipulation of the securities markets and to fix the blame for the
depression,” then why was the responsibility to regulate finance not given to the executive
branch? The answer shapes his general argument. Empirically anticipating Schlesinger’s con-
cept of the imperial presidency (Schlesinger 1973, 115), Bernstein argued that representatives
of the legislature supported the SEC “[...] as a device for counteracting the trend toward the
concentration of power in the executive branch under a strong president.” (Bernstein 1955,
53) Years before macroprudential regulation and systemically important financial institutions
entered public discourse, Bernstein argued that in addition to institutional ambiguities ideolo-

gy posed a potential stumbling stone for public good regulation:

“[...] the laissez-fair bias in popular American thinking has placed the commission on the
defensive. Popular preference for a self-regulating economy operating according to natu-
ral economic law rather than governmental direction challenges one of the premises upon
which the idea of the commission is based, namely, that government commissions are
needed to help save capitalism from destroying itself though its own abuses.” (Bernstein
1955, 13)

Evaluating independent commissions from this ideological denominator, or “mental map,”*>

in American society, Bernstein concludes that independent agencies are an integral part of the
regulatory governance structure in the U.S.”® However, his original puzzle and the capacity of
small groups to lobby for privileges led him to normatively argue for an involved and active
state: “[...] the function of political leadership is to maintain the vitality and integrity of regu-
lation in the public interest.” (Bernstein 1955, 260)

When we look at subsequent scholarship, we understand the appeal of regulatory capture as a
heuristic tool. As Stigler has pointed out, at times capture involves a direct transfer of money,
but more often will be composed of a set of structural privileges that make market access

harder for competitors. (Stigler 1986, 245) James Wilson has outlined that the logic of manag-

public goods from the externalities of private interests, because the members of latent groups are less well organized since no
member can be excluded from enjoying a public good. (Olson 1971, 141-48)

52 Some institutionalists have argued that structures are not only established by ideological presuppositions, but also stabilize
them in the long run. In their article Political Science and the three new institutionalisms, Peter A. Hall and Rosemary Talyor
have outlined how this assumption effectively challenges the ontological premise of rational choice institutionalism. (P. A.
Hall and Taylor 1996, 942) Douglass C. North, in particular, has based his research on the question why inefficient institu-
tional designs could resist competitive pressures compared to ahistorical coordinative solutions. He argues that during early
learning stages individuals process “[...] information through pre-existing mental constructs through which they understand
the environment and solve the problems they confront.” (North 1990, 20) This throws into question how change in general
can be expected to occur, since these “mental maps” (Denzau and North 1994, 13) become self-reinforcing in that they “[...]
structure the very choices about reform that the individual is likely to make.” (P. A. Hall and Taylor 1996, 940)

53 Bernstein quotes William O. Douglas to underscore the normative exuberance regulators displayed during the SEC’s early
days. Douglas, Chairmen of the SEC and subsequently called for the Supreme Court’s bench, was highly critical of the
aforementioned practice that markets could regulate themselves: “They [regulatory agencies] have become more and more
the outposts of capitalism; they have been given increasingly larger patrol duties, lest capitalism by its own greed, avarice, or
myopia destroy itself.” (Bernstein 1955, 244)
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ing scarce resources also influences politics. (J. Q. Wilson 1980, 363) According to Wilson,
public good regulation only occurs when new actors challenge existing regulatory practice
and lobby effectively for change that accidentally rather than purposively ends the unfair dis-
tribution of privileges. (J. Q. Wilson 1980, 365) However, he only identified interest-driven
market participants as accidental change agents for the public good. (J. Q. Wilson 1980, 367—
70) His critical scholarship was later expanded by Walter Mattli and Ngaire Woods, who have
argued that common interest regulation is likely to be triggered when exogenous shocks make
regulatory entrepreneurs endogenously lobby for change. (Mattli and Woods 2009a, 4) These
entrepreneurs become necessary, because latent groups — themselves stakeholders — are un-
likely to effectively organize so as to affect desired changes.

Three kinds of entrepreneurs are supposed drivers of overcoming the status quo: (a) national
and international non-governmental organizations (NGOs, INGOs) as well as other civil soci-
ety groups, (b) public officials, and (c) entrepreneurs of regulatory change that originate in the
private sector. (Mattli and Woods 2009b, 2009a, 28-36) The entrepreneurial alliance effecting
change is built on interests and ideas converging on a specific interpretation of provided in-
formation. (Mattli and Woods 2009a, 21) But, the theory does not expound on how change
agents interact with the existing regulatory structure. Instead, Mattli and Woods argue that a
bias towards the status quo is indicative for both regulatory capture and the dominance of
actors with entrenched interests. (Mattli and Woods 2009a, 4) Their conception of change,
therefore, mainly accounts for the hurdles with which the existing status quo inhibits altering

privileging practices. Wilson identified this problem in his account:

“Whoever first wished to see regulation carried out by quasi-independent agencies and
commissions has had his boldest dreams come true [...] There is supposed to be an ‘iron
triangle’ of influence linking each agency, congressional committee, and interest group
into a tight and predictable pattern of action, but we have not seen many of these trian-
gles. Those we have seen appear to be made of metal far more malleable than iron.” (J. Q.
Wilson 1980, 391)

Wilson’s account demonstrates the obstacles reformists on the domestic as well as interna-
tional level will encounter, even after a crisis, when embedded interest groups have created
structures that are a power-resource for those regulated. Their reform, it follows, makes a
strong political commitment necessary. It is at this juncture that I see the concept of market
power contributing to a politico-economic discussion on the role of the American state fol-
lowing the global financial crisis. A re-regulation of financial services necessarily pits state-
actors, and their allies in civil society and the financial industry, against those expecting to
profit, or at least not to continue losing, from keeping rules unchanged. It follows that a diag-

nosis of the regulatory pendulum swinging back to a more involved state also requires reflect-
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ing that agents will have to focus their regulatory interests, i.e. that market power necessarily
has limits.

In the context of this study, I therefore propose a concept of within-system change that is de-
pendent on market-power. Regarding the U.S., market size has created interests in a stable
and competitive industry. (Singer 2004, 537) As a reaction to the GFC, the Dodd-Frank re-
forms were aimed at reforming those issues whose surfacing during the crisis made them the
most pressing. Using its market power, the U.S. then projected its reform agenda onto the
international level and, thereby, created an incremental domestic-international tandem change,
with which it re-regulated its market without losing competitiveness internationally. In 2011
Eric Helleiner and Stefano Pagliari published a “Postcrisis Research Agenda,” in which they
stated: “Those concentrating on the interstate political arena need to address a power shift in
finance revealed by the crisis and to conceptualize power in international regulatory politics

299

more broadly than just in terms of ‘market size’ and ‘power-as-influence’” (Helleiner and
Pagliari 2011, 196) This study combines a market-power argument with the assumption of
non-ergodic, structurally inhibited change. Hence, it contradicts the power-shift suggested by
Helleiner and Pagliari and instead proposes the prevalence of American dominance in the

regulation of international financial services.

Methodological Approach

To substantiate how market power projected U.S. interests, this study choses a qualitative
approach based on an empirical narrative in chapter two that expounds on why central ideas
of macroprudential regulation predated the credit crunch. In outlining the expertise that pow-
ered the U.S.” global strategy, this chapter provides the groundwork for subsequent cases.
Chapter three traces the development that led to very specific reforms at the FSF. Here, the
main conflict line is that crucial European players unsuccessfully opposed American reform
proposals. The remaining five cases will then take up central elements from the FSB’s agen-
da. Three cases — banking regulation, the related yet distinct regulation of systemically im-
portant financial institutions (SIFIs), and reforms to derivatives trading — are part and parcel
of Dodd-Frank’s agenda. Constituting a fait accompli, U.S. domestic regulatory reform re-
stricted global reform movements. The last two cases analyze the observable gridlock the FSB
has experienced with its agenda for shadow banking reform as well as the harmonization of
accounting standards; two areas in which Dodd-Frank did not put forth reforms. These two

negative cases, therefore, eliminate both a hypothetical independent role of the FSB and the
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assumption that market-size itself is an appropriate explanation for the regulatory changes that
followed the financial crisis.

The selected cases for my study vary four to two on the theorized causal relationship between
existence/non-existence of U.S. regulatory change — the inferred assumption that this repre-
sents American interests — and the success/failure of the FSB’s global regulatory agenda.
Conducting essentially interpretive case studies, I follow Alexander George’s concept of qual-
itatively tracing the processes that led from market power to rule internationalization.

Already a seasoned scholar in 1979, George allegedly appropriated the notion of process-
tracing from the study of psychology and introduced it to the field of political science.
(Bennett and Checkel 2015, 5) George was frustrated with history and political science as the
disciplines “[...] drifted steadily apart as political science responded to the challenge of the
scientific ‘behavioral’ movement in the social sciences.” (George 1979, 44) He was preco-
ciously aware that qualitative and quantitative studies were “[...] not really antithetical but,
rather, are ‘complimentary’ [...]” (George 1979, 45) George developed a methodological ap-
proach that could potentially bridge scholarly contention for a more refined appreciation of
how different questions — and, hence, methods — could be put to identical fields of study. Pre-
ceding debates about how observations could be taken for monadic black boxes of fact (G.
King, Keohane, and Verba 1994) or opened up to require intersubjectively challenging acts of

interpretation (Mahoney 2010), George stroke a more conciliatory tone outlining:

“[...] some political scientists have developed an alternative research strategy that em-
ploys a qualitative procedure that makes use of the historian’s methodology of explana-
tion. Thus, to assess whether a statistical correlation between independent variables and
the dependent variable is of causal significance, the investigator subjects a single case in
which that correlation appears to more intensive scrutiny, as the historian would do, in
order to establish whether there exists an intervening process, that is, a causal nexus, be-
tween the independent variable and the dependent variable.” (George 1979, 46)

Setting aside potential caveats from quantitative political scientists as well as historians,
George’s understanding of tracking a process as the analytical distance between an observa-
tion and its perceived cause has inspired both positivist (Beach and Pedersen 2014, 5) as well
as interpretive analyses. (Wendt 1987, 352; Jacobs 2015, 55; Pouliot 2015, 237)

In 2005, George together with Andrew Bennett published a monograph on case studies, which
continued to incorporate process-tracing in historical case studies. (George and Bennett 2005)
This is relevant to this study, since it picks up on the notion referred to earlier as “political
moments” or, as Alexander Wendt has pointed out: process-tracing “[...] in social science
ultimately requires case studies and historical scholarship.” (Wendt 1999, 82) George and

Bennet have defined that through tracing the steps in between cause and effect “[...] the re-
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searcher examines histories, archival documents, interview transcripts, and other sources to
see whether the causal process a theory hypothesizes or implies in a case is in fact evident in
the sequence and values of the intervening variables in that case.” (George and Bennett 2005,
6) Dedicating an entire chapter on “Process-Tracing and Historical Explanation”, George and
Bennett continue to employ a terminology already used in George’s 1979 contribution. Par-
ticularly, the concept of intervening variable requires some reflection when used in an inter-
pretive study that emphasizes agency at the expense of a traditional realist market-size expla-

nation;

“Process-tracing is an indispensable tool for theory testing [...] not only because it gener-
ates numerous observations within a case, but because these observations must be linked
[...] It is the very lack of independence among these observations that makes them a
powerful tool for inference. The fact that the intervening variables [...] should be con-
nected in particular ways is what allows process-tracing to reduce the problem of inde-
terminacy [...]” (George and Bennett 2005, 207)

Indeterminacy, however, does not disappear simply because the researcher calls certain “his-
tories, archival documents, interview transcripts, and other sources” intervening variables. In
a study that is based on qualitative evidence, it is simply impossible to surgically delineate
beforehand the border between “part of the narrative”, “altering the narrative”, and “contra-
dicting the narrative.” To George, intervening variables are inherently binary as they either
lead back to a hypothesized cause or fail to do so. But this kind of mechanistic understanding
of historical developments oversimplifies historical developments for the sake of generating
larger generalizations from the occurrence of distinct variables as opposed to others. To put it
in the prevalent metaphor of falling dominoes: From one stone to another might branch off
more than one development. This is to say that observations that at first seem to confirm an
assumption might in fact trigger events or reactions that, on further evaluation, do not harmo-
nize with the overall expectation and vice versa. Rather, the causal inference from one dom-
ino to another is often an interpretive act the plausibility of which unfolds once the entire line
of argumentation is presented. Also criticizing the concept of intervening variables on
grounds of their inability to fit into complex historical accounts, Bennett and Checkel have
proposed to instead speak of “[...] ‘diagnostic evidence’ [...] and define process tracing as the
analysis of evidence on processes, sequences, and conjectures of events within a case for the
purposes of either developing or testing hypotheses about mechanisms that might causally
explain the case.” (Bennett and Checkel 2015, 7) That is the form of process-tracing to which
this dissertation subscribes.

Despite using as diagnostic evidence previous scholarly research, reports published by de-

partments, think-tanks, and international organizations, newspaper as well as magazine arti-
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cles, and official government documentation obtained under freedom of information legisla-
tion in both the United States and the European Union, this study also relies on a body of over
13 hours of qualitative interview research.

Conducting interviews is not without its methodological pitfalls. In order to create reliable
empirical material in the field, prompting questions directly to relevant actors differs signifi-
cantly from the more common journalistic interview. Based on the work of German sociolo-
gist Karl Mannheim, sociological research emphasizes that the conceptual openness of an
interview is seminal for generating empirically useful data. This requires from researchers to
create an environment, in which interviewees are enabled to provide more than mere state-
ments. Remarks are made in context and represent larger indexicalities, which can be ac-
cessed by researchers only if they give interviewees the space to provide longer narratives.
(Kruse 2009c, 4) Fundamental for this approach is the constructionist assumption that reality
is endowed with meaning by those who help to generate it through discourse. (Kruse 2009a,
19; Helfferich 2009, 21) Consequently, any form of exchange will necessarily include the
interviewer as a vital part of the text so produced. (Kruse 2009b, 59) Leaning on Paul
Watzlawick’s bon mot about how non-communication is impossible, Cornelia Helfferich has
emphasized that researchers need to reflect that every question necessarily constitutes some
form of unintended influence on the interviewee. (Helfferich 2004, 32) Her definition of in-

terview, therefore, stresses how this reciprocity has to be reflected already in the field:

“Every interview is communication — and it is mutual at that. Hence, it has to be consid-
ered as a process. Every Interview is interaction and cooperation. The ‘interview’ as
complete text is, in fact, a product of the ‘interview’ as mutual and interactive process be-
tween interviewee and interviewer — this applies to every type of interview.” (Helfferich
2004, 10)

It is beyond question that asking is the core trade of the interviewer. Nevertheless, questions
can be potentially leading. To ensure intersubjective traceability, they require transparent de-
sign and, to ensure comparability, must be put to all interviewees alike. (Kruse 2009b, 36)
Before this theoretical background, it is necessary to make concessions regarding, first, the
interviewees’ time and, second, the scholarly interest. This again poses a problem, since theo-
retical work on expert-interviews that could give methodological guidance is rare and largely
unsatisfactory compared with its frequent use in scholarly work.”* (Bogner and Menz 2002b,

21)

%% Take for example the following question: who qualifies as an expert? Surely, some clear-cut examples could be mentioned.
But since the interviewer decides on who s/he asks for the interview, the generated outcome will always suffer from the
largely arbitrary assumption of competence. Such competence likely differs widely even among the peers in one field and
because the interviewer is logically precluded from being such an expert, the selection process is somewhat indeterminate.
(Krassner and Wassermann 2002, 104) Recognizing this difficulty, Alexander Bogner and Wolfgang Menz assume that being
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Kruse, on the other hand, rejects a definition that is based on interviewee characteristics and
is, therefore, based on merely half of the parties engaged in the interview. Consequently, his
comprehension of differentiating certain kinds of interviews is structural, which is why to him
a definitional separation of expert interview and, for example, open or narrative interviews
fails to make sense. (Kruse 2009b, 242) Rather, interviews should be separated by the tech-
niques that they employ in generating empirical data. While structured interviews or even
survey forms are ideal for quantitative research questions, qualitative projects might require
entirely open interviews — which is most common in sociological studies. The approach cho-
sen for this study lies in between. Semi-structured interviews provide respondents with
enough room to create a narrative, while at the same time setting an analogous structure by
relying on a predetermined set of relatively open questions that confine the interviewee’s an-
swers to the area of interest. (Helfferich 2009, 29; Kruse 2009b, 243) I relied on such semi-
structured interviews during my field research with broad opening questions that gave inter-
viewees the opportunity to freely shape their response in content as well as in length. In the
parlance of Karl Mannheim, the goal was for the interviewees to generate meaning within the
indexicality of their own words. However, some answers were derived from follow-up ques-
tions that were not in the guide. These additional questions as well as slight departures from
the guide can be necessary in and legitimized by the specific interview situation. (Helfferich
2009, 159) Along with the interview requests, I sent a two-page outline of the research pro-
ject, therefore, limiting potential results of the interviews. However, in the process of making
appointments all interviewees had ample time to position themselves towards the thesis of my
research so that any undue manipulation of their responses can be ruled out.

A particularly pressing issue was that interviewing high-level U.S. and EU regulators, as well
as officials from international organizations, has potential political reverberations that com-
plicated the field research. This has implications on the transparency with which these sources
can be used. All interviews were conducted granting Chatham House Rule. Getting interview
partners to open up was virtually impossible without asserting anonymity. Hence, all quotes
taken from the interviews were given a six-character codification comprised of numbers and
letters. All interviews were fully transcribed and are available under their codification upon

request.

an expert does not require exclusive insights, but that experts are distinct in their actual efficacy in shaping their respective
fields. (Bogner and Menz 2002a, 45) However, this only postpones the issue. How is one to measure the actual ability to
shape outcomes? Arguing that even experts on lower levels of an organization’s hierarchy can be relevant experts, Bogner
and Menz’ own account tries to bridge theorization and practical field research and, consequently, fails to disperse the fun-
damental difficulty of defining expert interviews through the persons interviewed. (Bogner and Menz 2002a, 40)
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Chapter Two
A Changing Perception of Risk
How U.S. Interest in Self-Regulating Markets Eroded Before the Crisis

In this chapter, I will explain why U.S. authorities readily changed tack after September 2008.
Preceding the eventual market upheaval by at least 18 months, supervisors, legislators, and
the executive incrementally departed from competitive, domestic rule-making as their leading
regulatory principle. However, this was not a binary process ending in movement for genuine
international cooperation. Nor was this a purely strategic turn-around. Rather extemporarily,
U.S. authorities tried to understand systemic risk as a pressing issue starting in early 2007.
When, eventually, most markets had to face the structural reality of interconnected and global
finance, America was the one-eyed king among the blind. And willing to use this window of
opportunity, it now had the contours of a larger strategy in place that would approach fi-
nance’s apparent externalities with a global set of measures made in America.

Due to the liquidity crisis that came to economically define much of 2007, a technocratic elite
within the Republican administration had already started to question whether global systemic
risks could be adequately contained by decentralized and domestic supervision. This devel-
opment fundamentally shaped the U.S.” crisis response and necessarily positioned the country
to internationalize its post-crisis policy agenda. Such a two-step analysis — from domestic
interest change to international interest projection — comes with the advantage that it counters
a likely counterfactual. In fact, on August 31, 2007, President George W. Bush stressed de-
faulting home-owners’ individual responsibility, effectively restricting the role for govern-
ment intervention. (Bush 2007) Such lukewarm American economic leadership could have
petered out as a mere tactical response; as opposed to a strategic change in international regu-
latory coordination. But, the market turmoil that accompanied the rescue of Bear Stearns,
Lehman’s default, and the bankruptcy of Merrill Lynch started a second phase and gave suffi-
cient incentive for U.S. decision-makers to complete the pivot the abovementioned elite under
Secretary of the Treasury Henry Paulson had initiated. With no ambition to forego its eco-
nomic leverage, America’s repositioning was grounded in the crisis’ technical particularities
and served to re-emphasize its claim to regulatory dominance.

To substantiate my claim, I will delineate an adapting understanding of risk. Based on credit,
financial actors had created a web of interconnected liabilities. During a first phase, it was
thought that market rumblings would soon be over. Assessments of the liquidity shortage rec-

ommended to tackle unsustainable risk by improving market discipline and by enhancing risk
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management at firms themselves. However, when the full extent of the crisis became appar-
ent, the spread of risk was increasingly understood as a market failure. In response, the Amer-
ican approach increasingly assigned responsibility to entities that either assumed risk via
business practices or posed a risk by virtue of their respective market position. Importantly for
the argument presented here, the sequential congruence of how international expertise echoed
American assessments can be found following either phases of the American pivot. While any
crisis presents various options for reform, the approach favored by FSF, as the G-20’s finan-
cial organization, vertically corresponded to U.S. changes in both the assessments of the cri-
sis” underlying causes as well as the reaction it proposed to its externalities.

This chapter will, therefore, proceed as follows. A first section will outline the initial techno-
cratic reaction to the liquidity crisis. The analysis will begin with an American initiative of
September 2007 and trace the process of how problems were framed right up until April 2008.
I will demonstrate the U.S.” intellectual influence on the international response to the global
financial crisis as pre-specified in the Treasury Department’s intellectual groundwork for leg-

islative action culminating in the Dodd-Frank Act (DFA).

Self-Regulation: First Solutions to Ensuing Market Failure

From its onset, the U.S. reaction to the 2007 liquidity shortage came with an explicit leitmotif.
First of all, the official American interpretation was built on the assumption that economic
conditions had been unusually “benign” for years. Starting point for this public perception
was an article published by Treasury officials David McCormick, Undersecretary for Interna-
tional Affairs, and Robert Steel, his colleague in Domestic Finance, on September 13, 2007 in
The Financial Times. This particular phrase became the starting point for almost all relevant
policy papers I found dealing with the pre-crisis period. Their analysis continues that, conse-
quently, market participants found an abundant supply of credit during a time when economic
indicators made it attractive to invest and to refinance existing debt by taking on new credit.
In this climate, traditional financial products lost their yield, which is why market participants
assumed risk more willingly than they would have in what we have to assume are “normal
times.”

McCormick and Steele’s public statement in the London-based publication is relevant, be-
cause they explicitly outlined an official view that any reaction to such market turmoil rather
than being handled domestically had to be cross-jurisdictional. Considering the global audi-

ence of The Financial Times, the article’s first paragraph confers tentative signs that the U.S.
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was willing to meet the liquidity shortage’s international dimension with a politico-economic

response to match:

“Recent capital market challenges have prompted calls for immediate regulatory action.
Before recommending lasting policy changes, US economic decision-makers are commit-
ted to working multilaterally to put these events in perspective, examine the root causes
and respond in a thoughtful and timely fashion.”(McCormick and Steele 2007)

Characteristically for pre-crisis assessments, the authors make their case for strengthened co-
operation proposing states should individually support their respective market participants to
improve the way they manage risk. And it is this notion of decentralized oversight that betrays
a distinct pre-crisis belief non-invasive governance could make appropriate adjustments to the
status quo. Hence, the origin of risk and the responsibility of market participants in ensuring

stable markets were put front and center in September 2007:

“Positive worldwide economic conditions over the past few years have helped fuel a de-
mand for credit and investment. The marketplace responded with an abundant supply of
both, through a broad array of innovative, complex financial instruments and structures.
Borderless capital flows made it possible for financial institutions and economies around
the world to benefit from these new investment products. These new opportunities also
brought some challenges and we are dealing with some of those today.

Benign market conditions bred complacency and credit discipline deteriorated, particular-
ly in leveraged loans, US subprime mortgages and other, related asset classes. Recent
volatility in the credit and mortgage markets reflects a reassessment and a re-pricing of
risk, as well as retrenchment from lower-quality and less-liquid assets. This readjustment
is a painful reminder of the importance of robust risk management and of the need for in-
vestors to properly understand, evaluate and examine risk.” (McCormick and Steele
2007)

This longer quote is significant for its incremental re-interpretation of the role financial actors
and the state have to play in the market place. As leading bureaucrats, McCormick and Steele
added another layer to the perception of the economic environment. Conceptually, they ex-
panded the indexicality of good or favorable “market conditions” with the connotation that
over longer periods of time an abundance of means and opportunities to invest elicits a de-
cline in market discipline and significantly tilts how actors manage and assess risk. While this
is anything but news domestically, the global effects of the downturn in the American housing
market had made clear that investments were increasingly declining in spatial correlation; that
is, domestic regulators began to understand that they had a role to play in discouraging reck-
less optimism in the market.

The particularity of this change is twofold and illuminates why academic readings of the crisis

response have noticed either meaningful reforms (Stoltenberg et al. 2011; Baily and Elliot
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2014)> or a continuation of the status quo. (A. Baker 2010a; R. P. Buckley and Arner 2011;
Ebner 2014; Kay 2015; Reinhart and Rogoff 2009; Wigger and Buch-Hansen 2014) First of
all, the shock of the GFC put an end to an era of monetary regulation often described as the
Great Moderation. (Bernanke 2004; Hakkio 2013) American officials understand this period
of relative economic stability as a time in which luck, changed conditions, and most of all
“improved monetary policies” (Hakkio 2013, 1-2) created a “[...] substantial decline in mac-
roeconomic volatility.” (Bernanke 2004, 8) The connection between monetary policy and the
risk taken on by market participants is not immediately apparent and the reason for this is
simple: there did not use to be one and therein lies the problem. Regulators lacked a systemic,
bird’s-eye view when it came to supervising businesses and as a result enabled risk to spread
undetected throughout the economic system. Even where the central bank was assuming a
systemic perspective, it did not concern itself with the effects monetary policy had on the dif-
fusion — and that means sharing — of risk among market actors. Instead, central bankers in the
U.S. and elsewhere assumed that enterprises lived and died according to the structure of their
individual capitalization. Admitting to this deficit, Ben Bernanke identified the missing link
between system-wide oversight and the individual assumption of risk, i.e. capitalization, as

one of the core elements that led to the Global Financial Crisis:

“[...] for the most part, financial stability did not figure prominently in monetary policy
discussions during these years. In retrospect, it is clear that macroeconomists — both in-
side and outside central banks — relied too heavily during that period on variants of the
so-called Modigliani-Miller theorem, an implication of which is that the details of the
structure of the financial system can be ignored when analyzing the behavior of the
broader economy.” (Bernanke 2013, 11)

Making the distinction between good and “benign” economic conditions marked the second
change in perspective. Responsible for analyzing “underlying causes and weaknesses” on the
international side, an interim report by MIR*, a working group of the FSF, traced the substan-
tial increase in volatility back to what McCormick and Steele had already submitted as the

main explanation: “Unusually benign global macroeconomic, monetary and financial condi-

5 When asked whether governments have induced substantial change following the financial crisis, most of my interviewees
— while being cautious about the sustainability of the change they observe — have made statements echoing the following
regulator (October 8, 2015; Reference Code: 108S4J): “I would argue: yes, I do think that there’s been substantial change. Is
that change sufficient? Is that change long-lasting enough? I do get worried that some parts of Europe appear to be backslid-
ing on the commitments to or the approach to regulation of financial reform. I do get worried that the U.S. and Europe are
maybe going back to the race to the bottom rather than race to the top. But, governments, particularly central banks and bank
regulators, pre- versus post-crisis are night and day. And I think derivatives regulators, like the CFTF: night and day.” Un-
surprisingly, European colleagues that were likewise involved in the post-crisis re-regulation mostly agree with such an
assessment. For example, one international regulator claimed the crisis was an opportunity for those actors who wanted to
end too-big-to-fail (August 18, 2015; Reference Code L75F02), and another asserted that regulatory cooperation has experi-
enced a government sanctioned structural shift (June 3, 2016; Reference Code: C51GY2).

¢ MIR is short for the Financial Stability Forum’s “Working Group on Market and Institutional Resilience.” It was estab-
lished following a letter to G-7 Deputies by Donald Kohn, Vice Chairman of the Board of Governors of the Federal Reserve
System, and David McCormick, the abovementioned Treasury Undersecretary for International Affairs. McCormick and
Kohn’s letter predated the newspaper article and was sent on September 6, 2007.
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tions over recent years bred high risk appetites, a reach for yield and rising leverage among
financial institutions, investors and borrowers.” (MIR 2008a, 3) In the following weeks, the
FSF’s Senior Supervisors Group (SSG), the United States President’s Working Group on Fi-
nancial Markets (PWG)’, as well as MIR’s final report on “Enhancing Market and Institu-
tional Resilience” grounded their findings back in this “[...] long period of benign economic
and financial conditions [...]” (SSG 2008a, 1; PWG 2008, 8; MIR 2008b, 1)

One larger report that was published parallel to those mentioned above should be looked at
more closely for its quality of fundamentally addressing issues that were structurally condu-
cive to the crisis. Secretary of the Treasury, Henry Paulson, had commissioned the report in
March 2007. Following a conference on market competitiveness, Treasury was concerned that
“[...] while functioning well, the U.S. regulatory structure is not optimal for promoting a
competitive financial services sector leading the world [...]” (U.S. Treasury 2008a, 1) Pub-
lished as “Blueprint for a Modernized Financial Regulatory Structure” a year later in March
2008, it was stuck in the logic of regulatory competition and, hence, not aiming to bridge the
already showing philosophical rift between decentralized rule-making for a global financial
industry. Consequently, it failed to even promote policy reforms comparable to what will later
be presented as the U.S.-induced set of measures countering the liquidity shortage before the
height of the crisis in September 2008. From the start, however, it contrasted risk with sys-
temic stability and distanced itself from competition as a race to the regulatory bottom. In-
stead, Treasury insisted its mission was to promote economic growth and stability: “[...] Crit-
ical to this mission is a sound and competitive financial services industry grounded in robust
consumer protection and stable and innovative markets.” (U.S. Treasury 2008a, 1)

Clearly, competitive market regulation and global financial stability make for a confusing
balancing act, to say the least. However, we can already see an American willingness to use
the size of its market in projecting its vision of global financial markets. Somewhat occupying
a middle ground by emphasizing its claim to international leadership while concomitantly
relying on decentralized competitive rule-making, it is the Blueprint’s fundamental approach
towards the structure of financial services regulation in the U.S. that works as an intellectual

link between policies that predated the GFC and those that followed it.

57 The establishment of the U.S. President’s Working Group goes back to executive order 12631. Issued on March 18, 1988
by President Ronald Reagan, the group was created as an advisory council following massive turmoil in global market in
October 1987. PWG’s membership speaks to the administrative capacities that were put in place to address financial turbu-
lences from comparatively early on. Designed as a pool of financial expertise, its consists of high-ranking administration
officials, namely the Secretary of the Treasury, the Chairman of the Board of Governors of the Federal Reserve System, the
Chairman of the SEC, and the Chairman of the Commodity Futures Trading Commission (CFTC). (Reagan 1988) PWG’s
chairmanship was assigned to the Secretary of the Treasury. This composition, while immensely circumstantial, established a
practice of bundling cross-sectoral expertise that we also find at today’s Financial Stability Oversight Council (FSOC) that
was introduced in July 2010.
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Betwixt and Between: Systemic Risk Readiness and Competitive Advantage

The Blueprint begins by emphasizing that financial markets have increasingly become inter-
national. With the functional regulatory system — i.e. oversight “[...] divided by historical
industry segments of banking, insurance, securities, and futures [...]” (U.S. Treasury 2008a,
13) — dating back to Glass-Steagall, Paulson’s Treasury made the case for a sweeping over-
haul towards objectives-based regulation. In a particularly timely governmental recognition of
systemic risks, the report posited that the American regulatory system was not equipped to
manage the potential externalities of global markets and, therefore, promoted re-structuring

the entire regulatory system:

“[...] no single regulator possesses all of the information and authority necessary to
monitor systemic risk, or the potential that events associated with financial institutions
may trigger broad dislocation or a series of defaults that affect the financial system so
significantly that the real economy is adversely affected. In addition, the inability of any
regulator to take coordinated action throughout the financial system makes it more diffi-
cult to address problems related to financial market stability.” (PWG 2008, 4)

While this reads already like following the rationale mostly employed after the fall of 2008,
the Blueprint was not intended to advance the internationalization of American regulation. At
one point, its authors acknowledge that the Commodity Futures Modernization Act prescribed
core principles, which could possibly enhance “[...] global regulatory cooperation.” (U.S.
Treasury 2008a, 110) But, the general emphasis of finance’s international dimension mainly
served to underscore the report’s domestic focus and advocacy for re-building an objectives-

based regulatory structure. In such a system:

“[...] key objectives would guide the regulatory functions: market stability regulation,
prudential financial regulation, and business conduct regulation (linked to consumer pro-
tection regulation). Market stability regulation generally remains the key responsibility of
the central bank. As a result, market stability regulation focuses on the financial system
and the economy as a whole as opposed to individual institutions’ financial conditions.”
(U.S. Treasury 2008a, 142)

At this early stage, America championed its global interests leading by example, as opposed
to the post-Lehman approach, when it leveraged market size consistently presenting other
jurisdictions with a “take-it-or-leave-it” choice. (Greene and Boehm 2012, 1094) The report
outlined that moving towards objectives-based regulation made sense, if an effective form of
centralized communication served to maintain the coordination among those agencies com-
missioned with each regulatory objective. While much of the post-crisis nomenclature of
macroprudential oversight is absent from the report, it still hit close to home in its rationale
for establishing a cross-issue administrative body: “Effective communication throughout the

system is also critically important to ensure that the market stability regulator possesses the
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information necessary to perform its functions.” (U.S. Treasury 2008a, 142) In light of this
and as a short-term solution to the shortcomings of the current system, the report proposed the
institutionalization of the PWG as a permanent council. (U.S. Treasury 2008a, 75—77) Such
institutionalized oversight would later be established by Dodd-Frank with an almost identical
set-up as Financial Stability Oversight Council, or FSOC. With its conception of systemically
relevant regulation and the proposal for a central council ensuring information sharing and
communication, Secretary Paulson’s Blueprint was informative not only for post-crisis legis-
lation in form of the Dodd-Frank Act, but also for the international efforts American experts
led at the FSB and other international fora.

Having outlined how the overt goal of the Paulson report warrants America’s claim to politi-
co-economic leadership, one necessarily must re-emphasize the way that it did this from an
inert institutional understanding that perpetuated a global status quo. Notwithstanding the
degree to which the Blueprint has shaped the international response to the GFC, its apparent
weakness aligns it with the analyses seen in the publications by FSF, PWG, and SSG”® — or
The Financial Times, for that matter. Despite its recognition of international coordination, the
Blueprint was also written before the intellectual background championing regulatory compe-
tition. It decidedly promoted an objectives-based structure to maintain and even increase the

reach of the American market for financial services:

“Markets and financial products have evolved and continue to evolve at a pace that the
SEC’s current procedural practices fail to accommodate. Competitive pressures from
technological innovation and globalization have rendered these delays problematic. Stock
and options exchanges are competing both domestically and globally and must be able to
make technical adjustments to their trading systems through rulemaking in a more rapid
fashion. These adjustments typically relate to market and operational integrity. New secu-
rities products are often introduced and begin trading in other jurisdictions before appear-
ing in the United States because of delays in regulatory approval.” (U.S. Treasury 2008a,
112)

From this vantage point, American regulatory internationalization still had a long way to go
before notions of systemic risk aligned regulators’ self-conception with the global nature of
finance. As a remnant of the centripetal belief that markets sustainably regulate themselves,
American and international analyses looked to individual actors to restore market-discipline.
Before the defaults of Lehman and Merrill-Lynch, the comparatively early engagement of
American technocrats created an approach that contributed to a confidence that the crisis was
manageable. Eventually, this led to a distinctly American agenda and provides a revealing

explanation as to why the largest economic shock since the Great Depression did not cause

%% The Senior Supervisors Group, or SSG, is a group of international regulators under the umbrella of the FSF/FSB (SSG
2008b) that analyzed approaches to risk-management practices both governmental and by market-participants. (SSG 2009a,
2014) The SSG’s work will play a more pronounced role in the remainder of this chapter.
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tectonic regulatory shifts comparable to the economic sea change after the Second World

War.

Before Macroprudential came Prudential: First Steps towards Systemic Oversight

On September 6, 2007, McCormick together with Donald Kohn, the Vice Chairman of the
Board of Governors of the Federal Reserve System, had sent an official address to G-7 Depu-
ties requesting the establishment of MIR. Substantially, the address covered the same ground
as did the article in The Financial Times’ September 13 issue. There, McCormick and Steele
spoke of “reassessment” and “retrenchment” to describe a within-system crisis allegedly
manageable with the regulatory tools at hand. The address to G-7 Deputies, on the other hand,
was not geared towards calming a worrying financial public about deteriorating liquidity. This
rather technical document stipulated to other regulators a predefined agenda of necessary ac-

tions alleviating the strain and restoring market discipline:

“The Financial Stability Forum (FSF) was created to examine issues related to financial
stability. The G-7 should request that the FSF assess the underlying causes of recent mar-
ket developments. We suggest that the G-7 ask Mario Draghi to have the FSF form a
working group to analyze the issues and coordinate Work on topics of interest, drawing
on the expertise of the Basel Committee on Bank Supervision (BCSB), the Committee on
the Global Financial System (CGFS), the International Organization of Securities Com-
missions (IOSCO), and the International Accounting Standards Board. Under this pro-
posal, Treasury Secretary Paulson would invite FSF Chairman Draghi to provide an ini-
tial report on the FSF discussions and work plan at the October 19, 2007 Ministerial. The
working group would report to the G-7 Finance Ministers and Governors at their meeting
in April 2008 [...] In a preliminary assessment, it appears that the risks associated with
certain structured credit products may not have been fully understood, but questions have
also been raised about the robustness of institutional risk management, accounting issues,
credit rating agencies, and prudential supervision of regulated entities.” (McCormick and
Kohn 2007)°°

This longer quote was chosen, because it illustrates the American strategy through four inter-
related aspects. U.S. officials wanted the FSF to step in and envisioned the working group that
would later become MIR. They did so because of the FSF’s network expertise, which appar-
ently made sense given the difficulties interconnected finance had started to pose. Moreover,
the G-7 Deputies were confronted with a rather specific timeline that anticipated the actual
dates when MIR would publish reports. And, lastly, McCormick and Kohn went beyond just
implementing a form when they pre-defined its content and set the analytical framework.

Going through the multilateral FSF already marked a noticeable departure from the previous
practice of competitive regulatory action, which left the FSF more often than not to its power-

less expertise. (Kern, Dhumale, and Eatwell 2005) Consequently, McCormick and Kohn

%% The document was made available by U.S. authorities due to a Freedom of Information Act request. The document is on
file with the author.
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stressed that regulators had to re-think their supervisory practice and recommended that MIR
concern itself with “[...] basic supervisory principles of prudential oversight of regulated
financial entities, especially in terms of exposures to structured products and counterparties.”
(McCormick and Kohn 2007) Since this thesis assumes American dominance in regulatory
matters, it is, therefore, not surprising that the FSF’s preliminary report failed to note the co-
operative implications of this cautious departure towards systemic oversight. Lagging concep-
tually behind, the working group merely echoed the attention the U.S. paid to the behavior of
market actors without yet embracing the advancing American understanding of comprehen-

sive supervision:

“Many of the issues [...] will need to be addressed by market participants [...] Market
participants have already taken some steps and are considering others to rebuild confi-
dence in the structured finance market. These efforts include taking measures to obtain
the data and analytical resources necessary to strengthen valuation approaches for struc-
tured finance products [...] More broadly, private sector groups are working to enhance
risk management and disclosure practices of hedge fund managers.” (MIR 2007, 2)

During my field research, interviewee US8JESC outlined that one of the biggest problems fac-
ing regulators during the crisis was a significant lack of data. The market had created an in-
formational decentralization in which “[...] just nobody had it” and “[n]obody, nobody knew”
what could be expected to happen. MIR fell prey to the U.S. regulators’ philosophical inco-
herence on whether or not a global response could be formulated — and change affected —
without addressing the contradiction arising from various regulatory responses to one com-
mon regulatory problem. In a three-page outline of how MIR envisioned the international
response, the absence of a palpable governmental role set a tone tuned to the necessity of
market discipline. This led to a roadmap, in which none of the issues for which the FSF initi-
ated the working group were being addressed by proposals for authoritative rule making or
even coordinated regulatory action. Political actors as well as regulators were entrenched in
their assumption that if everybody took care of finance domestically, the industry would make
phenomenal profits while also being supervised globally. (Sapir 2011, 52; Sennholz-
Weinhardt 2014, 1247; Wigger and Buch-Hansen 2014, 119; Barkin 2015, 179-80) And
technocrats conceded as much during the fieldwork for this study. Asked about international
cooperation, all interviewees answered in a manner that to varying degrees corresponded with

the abundant® accounts on pre-crisis politico-economic navel-gazing:

% In addition to the literature cited above, the following publications adversely criticize competition’s contribution to the
regulatory control of markets: Bengston 2004; Mokhtari and Abdelhamid 2008; Grauwe 2011; Nolke 2011. One notable
exception can be found in the works of legal scholar Roberta Romano, who has remained a vocal proponent of neoliberal,
and government-opposed, free-market regulatory policies. (Romano 1998, 2001, 2005, 2014)
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“[...] rather than cooperate everyone assumed that financial services was local and the
most important thing was to ensure that domestic financial services companies didn’t
compete at a disadvantage [...] and to ensure that domestic financial markets continued to
be attractive to foreign entrance. So, there wasn’t much in the way of cooperation. I mean,
nobody thought there was a need for it.”°!

With competition a neoliberal credo since the financialization-industry discovered the bless-
ings of the Delaware-effect during the 1980s (Fichtner 2014, 116), it is hardly surprising that
the first MIR-report failed to match the U.S.” call for increased attention to prudential super-
vision. And still, or rather because of this, it provides an intriguing insight as to America’s
ability to dominate international negotiations. As outlined above, McCormick and Kohn pro-
posed that supervisors engage in questions of how to improve international cooperation re-
garding larger financial companies that inevitably operate throughout a plethora of regulatory
jurisdictions. This notwithstanding, it appears that at least initially the G-7, as opposed to the
FSF, refused to structure the explicit mandate along the lines of the American request, since

the report states unequivocally:

“Although the G-7 did not request that the Group examine the following topics, the tur-
moil has also raised some issues regarding the authorities’ capacity to respond to episodes
of market turbulence. These relate to the tools and instruments available to central banks
and supervisors in times of distress and coordination between them at the national and in-
ternational level. There are a variety of ongoing initiatives looking at these issues. The
Working Group will take stock of these and identify the key issues meriting attention go-
ing forward.” (MIR 2007, 3)

Unfortunately, I was unable to obtain the documentation that specified the original mandate
with which G-7 Deputies tasked the FSF with establishing MIR after they had received the
American address. Nevertheless, I found significant circumstantial evidence supporting my
claim that the United States was able to overcome international political resistance by revers-
ing its position on political participation in regulatory coordination and use its technocratic
leverage in prodding MIR’s members to extend the group’s mandate.®

As we have seen in chapter one, the U.S. had advocated from the beginning that the FSF be
given a relevant and substantial political voice. Assuming in 2007 that the global consensus
on light-touch regulation might have outlived its technocratic feasibility, the U.S. wanted to
access the full range of regulatory expertise available — if only to avoid losing its competitive

advantage. One interviewee outlined that the U.S. anticipated a potential politicization of

8 Author’s interview on October 6, 2015. Comments not for attribution. Reference code: GO9FQN4.

82 One should, however, refrain from assuming this as an outright power grab by the United States. In the pursuit of develop-
ing technically feasible solutions, working groups are mostly given extensive leverage in designing and structuring their
work. It is this technocratic power that I see at play, when the U.S. makes use of the expertise its personnel has gathered in
this largest market for financial products and pushes for policies that it deems worth pursuing.
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MIR’s work and hence pressed the G-7 to agree to a Working Group that would be comprised

only of supervisory practitioners:

“And it came up. So, we at the Treasury Department wanted to make this more technical,
less political so we designed it so Finance Ministries would not be part of the working
group. It would just be regulators and the regulators would go ahead and investigate the
causes of the crisis and then come back to the FSF with their recommendations.”®’

While this statement does not provide hard evidence as to the immediate role Americans had
in putting supervisory issues on the agenda of the working group, we can say with certainty
that with its next report MIR adhered the internationalization McCormick and Kohn had out-
lined as necessary. The interim report published in February 2008 provides ample evidence
that the working group massively prioritized the supervisory consequences they regarded ap-

propriate in response to the market turmoil.

From Technical Analysis to Political Consequence

Before the incipient internationalization of U.S. regulatory action can be delineated, one po-
tential caveat has to be addressed. Taken at face value, it is surprising that regulators took a
step back from analyzing primarily the role of market participants in favor of an unprecedent-
ed willingness to engage internationally — if only based on the inconsequential findings of a
working group. Even more, it could conceivably contradict the main assumption of this re-
search thesis, since it questions the continued relevance of the United States as the leading
jurisdiction in financial regulation. In fact, proponents of the end of the American empire and
Congressional Republicans argue that the intellectual development towards more cross-
jurisdictional collaboration marks the beginning of the FSF/FSB evolving into “[...] this pup-
pet master that is manipulating U.S. financial regulators in order to do their bidding.”** Yet
looking at the empirical data, the stronger argument is that in this phase preceding the bailout
of Bear Stearns in April 2008 U.S. officials were laying the groundwork for a response to a
systemic crisis they already had some indicators could occur. MIR was the organizational
vehicle that gathered expertise on the liquidity shortage and explored avenues on how to ma-
neuver the intricacies of a potential regulatory alignment. This refocusing, however, did not
imply that calling for the reconstitution of market-discipline was given up on by the U.S. Ra-
ther, this latter effort was outsourced to another group within the network of the FSF.

The so-called Senior Supervisors Group (SSG) was established during the fall of 2007. An

early mission statement outlined that the group’s task was to investigate practices of risk

83 Author’s Interview on October 01, 2015. Comments not for attribution. Reference code: SFAZ5H.
64 Author’s interview on October 6, 2015. Comments not for attribution. Reference Code: G9FQN4.
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management in global finance. It continues that “[d]eveloping this perspective would [...]
enable the SSG to educate the industry and the supervisory community about where leading
practice is going and how supervisors can work to support/guide industry efforts in that direc-
tion — or away from that direction if it seems wrong.” (SSG 2008b) A follow-up mission
statement of 2010 details the close ties the FSB maintains with the industry: “The group is
comprised of senior executives [...]” from a select number of regulatory jurisdictions and
“[...] leverages the network of relationships in the Group to share information on supervisory
approaches and also engages with the financial services industry to better understand new
challenges and emerging risks that systemically important institutions face.” (SSG 2010) The
most interesting aspect about the SSG is where the mission statement remains opaque, which
is its membership. For the report published on March 6, 2008, the SSG brought in members
from five jurisdictions; namely from France, Germany, Switzerland, the UK, and the United
States. Considering that the FSF — as a G-10 dependent — had only a rather limited number of
members proper, this constellation still appears to be quite representative. What is revealing
in terms of the extent of American dominance is, however, that of the SSG’s 27 contributors
14 were recruited from the Federal Reserve System, the OCC, or the SEC. Additionally, in
naming William L. Rutledge chairman of SSG, leadership of that group was given to an
economist who had worked for 34 years at the Federal Reserve Bank of New York. (SSG
2010) With U.S. prevalence that apparent, we can assume that American experts considerably
influenced the findings published by the SSG. This is significant, because content that corre-
sponds with both the reports of SSG and MIR can be expected to have had the technocratic
and political recognition of American experts and decision-makers.

In relation to MIR’s interim report, the inquiry into the causes of the liquidity shortage on
which it based its recommendations coincide entirely with the observations made by the SSG;
it is this fact that builds a cornerstone for this thesis. The U.S. led the effort in establishing a
fundamental political consensus on the interconnectedness of global finance and, more im-
portantly, the ensuing necessity for a common regulatory approach. On account of America’s
role in diagnosing some grievous regulatory shortcomings within its own system, the U.S.
was ideally positioned to propose its reasoning as a sensible on-hand solution as to what af-
fected the global economy.

MIR outlined five causes underlying the massive retrenchment of the markets and it is strik-
ing that in tackling home loans, MIR cited origination practices as well as interrelated liabili-
ties that had also prompted the Paulson Treasury to re-evaluate the mortgage origination pro-

cess according to their systemic implications. (U.S. Treasury 2008a, 79—81) The working
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group singled out as the prime systemic weakness: “Poor underwriting and some fraudulent
practices in the US subprime mortgage sector, in part reflecting gaps in the US regulatory
structure, but also widespread expectations that house prices would continue to rise.” (MIR
2008a, 3) On the other hand, the report of the SSG was significantly more elaborate on this
subject due to its distinct self-regulatory emphasis on “Observations on Risk Management
Practices during the Recent Market Turbulence.” Here, the senior supervisors outlined that
firms “[...] also noted that mortgage underwriting standards had deteriorated [...]” and were
often structured in a way that made it attractive to raise credit without considering whether the
borrower would be able to service the loan in the future. (SSG 2008a, 18)

Chairman Rutledge’s address to then FSF-Chair Mario Draghi is even more telling and serves
as a strong indicator that an expert consensus — and a philosophical alignment bridging fi-
nance’s global scope with the necessity of increased collaboration — was forming during the
first quarter of 2008. Not only was finance international, but the consequences of regulatory

shortcomings had global ramifications:

“The predominant source of losses for firms in the survey through year-end 2007 was the
firms’ concentrated exposure to securitizations of U.S. subprime mortgage-related credit.
In particular, some firms made strategic decisions to retain large exposures to super-
senior tranches of collateralized debt obligations that far exceeded the firms’ understand-
ing of the risks inherent in such instruments, and failed to take appropriate steps to con-
trol or mitigate those risks. Such firms have taken major losses on these holdings, with
substantial implications for their earnings performance and capital positions.” (SSG
2008a)

Note the reference to collateralized debt obligations (CDOs), which only half a year later
would earn their notorious reputation as arcane and dubious products in the mind of a broader
public. Their complexity of which served distributors to price the myriad of underlying assets
“[...] according to one simple rule [...]: underestimate the real risk and pass it on to the suck-
ers down the line.” (The Economist 2008b) Besides stressing the U.S. as country-of-origin of
these products, the reports continue to align on the combination of weaknesses that had a sig-

nificant role in hiding risk within and spreading it throughout the global financial system:

“Shortcomings in firms’ risk management practices: [...] including from off-balance
sheet exposures, and insufficient regard to tail risks and their interaction under stress [...]
Poor investor due diligence practices, including excessive, too often mechanical, reliance
on credit rating agencies (CRASs) [...] Poor performance by the CRAs in evaluating the
risks of subprime residential mortgage backed securities and CDOs of asset-backed secu-
rities.” (MIR 2008a, 3)

The account of the SSG largely concurs with this assessment. Its focus, though, is on those
market actors who were able to steer safely through year-end 2007 and consequently repre-

sents an investigation into best practices. That is to say, the tone of both reports diverges inso-
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far as the senior supervisors appear to be very confident in the ability of the larger industry to
solve the crisis by adapting its behavior based on experience. This is reflected in the fact that
the SSG’s report does not pronounce the dangers of structural deficiencies or regulatory
shortcomings. Those traces of the FSF’s findings that we can detect in the report of the SSG
do not serve as a foundation for a larger debate on domestic regulatory action in times of in-
terconnected global financial markets. As shown in table 1, the group’s findings display a
predisposition that has been characterized in preceding accounts as “benign.” Failing to ex-
pound on the urgency for regulatory reform and cooperation, however, comes with the territo-
ry of listing best market-practices and establishing a comprehensive picture about what firms
were stable during the liquidity shortage. While a reminder of the real threat of regulatory
capture, the divergence in approaches makes sense. A comprehensive look at SSG’s subse-
quent publications lines up with the groups mission statement as the FSB’s direct link into the

industry. (SSG 2009a, 2009b, 2014)%°

% Especially the supplement to its 2009 report on the origin of the global financial crisis is a distinct reminder of the fine line
regulators walk when assessing industry practices and maintaining close ties to the industry for that purpose. The SSG claims
that its “Self-Assessment Template” “[...] serves solely to provide clarity and transparency concerning the self-assessment
exercise”. Firms underwent these self-assessments during the group’s efforts to establish the correlation between the stress
these companies experienced — measured in market share, company value, balance-sheet exposures — and the management of
assets as well as investment strategies that preceded these exposures. (SSG 2009b)
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The American Experience with Self-Regulatory Governance: A Basel II Interlude

The work of American experts within these pre-GFC working groups provides only tentative
evidence for the U.S.” leading role in replacing the system of regulatory competition with
American leadership in streamlining global re-regulation. Palpable evidence for the interna-
tionalization of American regulation, however, converges on the issue of Basel II. With the
third, post-crisis edition of banking rules practically American-made (Mathew 2014), U.S.
unwillingness to subscribe to the second accord hints at a meaningful interest change. I argue
that this was based on a re-evaluation of the danger entrepreneurial risk poses as an externali-
ty to entire markets as opposed to the individual threat it poses to firms. In addition to such
new-found appreciation for systemic risk regulation, the interest change also signifies a les-
son-learned regarding America’s disposition towards global regulatory leadership. Instead of
chopping and changing its attitude towards global standard setting, the United States executed
a politico-economic — in the proper meaning of the term — strategy change.

Rather than having been initiated in the wake of the global financial crisis, this process can be
traced back to the first quarter of 2007. This also provides evidence that America started re-
considering its approach at a point in time that significantly preceded what according to his-
torical institutionalists should have been the “critical juncture” during the tumultuous eco-
nomic events of September 2008. Looking at Basel II, therefore, serves as a burning glass for
America’s changing regulatory posture. It appears that by making international regulatory
cooperation part of its realpolitik America realized the evident potential for reducing regulato-
ry arbitrage.

To be sure, Basel IT “[...] was fatally flawed.”®® Despite the role financial institutions had in
writing “[...] their own models [...]” and how this resulted in fundamental shortcomings re-
garding the actual pricing of risk, Basel II never was — as some put it — “[...] dutifully imple-
mented.” (Blyth 2013a, 38) From a technical side Basel II was in no way equipped to prevent
the financial meltdown. It has been forcefully argued that the accord’s benevolent and naive
trust in firms’ in-house risk-assessments as well as its indifference to procyclicality not only

provoked, but also exacerbated the meltdown that followed the Lehman crisis.®’

% Author’s interview on September 30, 2015. Comments not for attribution. Reference code: USJESC.

87 Paul Atkinson argued in 2008 that Basel II’s promise to increase the quality of risk management while freeing up excess
capital has to be seen as the “[...] classic case of regulatory capture.” (Atkinson 2008, 14) With regard to the elaborateness of
risk-measures conducted by financial firms, the expert circle around Adair Turner provided seminal insights to the wider
public by stating that the short-term observations underlying Value-at-Risk (VaR) models have led to a systematic mispricing
of assets conducive to herd reactions through which “[s]ystemic risk my be highest when measured risk is lowest, since low
measured risk encourages behaviour which creates increased systemic risk.” (FSA 2009, 23) Heidi Mandanis Schooner and
Michael W. Taylor elaborate on the danger of sacrificing systemic stability for more efficient risk measurements and point to
the network within which all financial institutions have to be seen. Their argument quite simply states that individual risk
measurement systems cannot account for the network liabilities that are likely to arise in today’s interconnected markets.
(Schooner and Taylor 2009, 37-39) Less technical and more bluntly, Katia D’Hulster argued on the part of the World Bank:
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Despite its technical shortcomings, Basel II was also ailing as an international agreement for
three interconnected reasons. America’s willingness to commit to international regulatory
collaboration was crippled by a belief in market-discipline and self-regulation, a strong bias
for competitive rule-making, and domestic lobbying efforts. These reasons stood in an irrec-
oncilable opposition to the political goal of implementing one level set of rules. In short, you
simply cannot have both.

The fundamental inability to fully commit to globalization’s pull-factors materialized as a soft
law tool that reflected the waning ambition by regulators to closely monitor how financial
firms hedged against adverse market developments. Hence, Basel II came with clear political
ramifications. Simply put, the trust in being able to make the split between rules effectively
regulating businesses and increasing the attractiveness of one’s own market culminated in the
unvacillating confidence in the technical capabilities of U.S. based financial institutions.
Prominently, FRB Governor Susan Schmidt Bies stressed this belief in 2005 in a speech ad-

dressing international bankers in Washington D.C.:

“One sometimes hears that the advanced approaches of Basel II are ‘too complex’ for
anyone to understand, and the mathematical formulas in various drafts of the framework
can look like a foreign language to some readers. But remember the complexity in Basel
I reflects today’s sophisticated risk-management practices that employ advanced
quantitative methods. Most of you in this room understand that mathematics and sta-
tistics are an integral part of how you manage your businesses. Thus, it is only sensible to
implement a framework at our largest institutions that is in line with what bankers them-
selves are doing.” (Schmidt Bies 2005)

Schmidt Bies appears to have been truly captured by the zeitgeist-assumption that quantitative
methods could compensate for a sound qualitative evaluation of the assets of which financial
products were comprised. Hers emphasizes an understanding of regulation that fails to appre-
ciate how globally intertwined financial activity ran circles around the competing domestic
frameworks haplessly trying to govern a global marketplace. It does not come as a surprise,
therefore, that contrary to its stated purpose Basel II, in the words of one financial expert,
“[...] was a race to the bottom, not to the top.”®®

Basel II was a regulatory hybrid that allowed for complex risk measuring algorithms while

also allowing each respective regulator to limit the adaption costs of its respective industry.

(Jacobson, Lindé, and Roszbach 2005, 44) This pre-crisis interest alignment by larger mem-

“The greater risk sensitivity of Basel II capital requirements can result in a perverse incentive for financial institutions to
structure products so that they qualify for lower capital requirements. When this incentive is collectively exploited”, which
clearly happened via SIV activity intended to test the limits of originate-to-distribute (MIR 2008b, 9), “the system is likely to
end up with high concentrations of structured exposures subject to low regulatory capital requirements.” (D’Hulster 2009, 4)
Hence, it is fair to say that this evaluation has become a consensus among most scholars and public policy institutions. (Gon-
zalez-Paramo 2009; Hope 2008; Kling 2010; Steil and Setser 2008; U.S. Treasury 2009)

88 Author’s interview on October 8, 2015. Comments not for attribution. Reference code: 108S4J.
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bers of the financial industry with their respective supervisors becomes even more pro-
nounced when we look at comments two lobbyists of the American Bankers Association de-
livered regarding the market risk capital rule. After proposing that firms “[...] should not be
required to ‘clearly articulate’ which positions are hedges [...],” they suggested that require-
ments on, mind you, partial transparency about internal modeling should “[...] remove exces-
sive reporting burdens that serve no useful purpose.” Basically, they demanded to be left

alone:

“The board of directors should not be required to verify that the institution has made all
necessary disclosures and maintains effective international controls under the market risk
rule. Nor should the chief financial officer be required to provide any additional certifica-
tion beyond what is required by existing laws.” (P. A. Smith and Strand 2007a, 2)

Effectively lobbying to remove the transparency that stood between Basel II’s self-regulation-
approach and a no-regulation-approach, Smith and Strand went on to demand even more lee-
way regarding risk based capital requirements. They argued that financial institutions “[...]
assess risks, and allocate capital to protect against those risks, on a daily basis. This is done
for reasons apart from regulatory capital requirements.” (P. A. Smith and Strand 2007b, 2)
Claiming risk assessments were decisions best made by businesses themselves, Smith and
Strand virtually denied the possibility of market failure. They wittingly dismissed the role
public interests play in requiring banks to hold more capital than they thought they should.
This came as a reaction to considerations by U.S. regulators to review “[...] the extent to
which banks should hold capital in excess of regulatory minimums [...]” given that the U.S.
banking system was considerably more advanced than other Basel II jurisdictions and that the
“[...] ratings-based approach [...]”’(OCC et al. 2007, 9) provided potential supervisory loop-
holes. (Herring 2007, 416—17) However, for the ABA an increase in supervisory rigor was out
of the question, since at least its two lobbyists claimed the U.S. to be “[...] more restrictive
and prescriptive as compared to the Framework [i.e. Basel II] or the schemes being imple-
mented in other countries.” (P. A. Smith and Strand 2007b, 3) Politics, the ABA argued in
defending their call for even fewer restrictions, should seize unwarranted infringements on

banks, but align with the lighter touch supervision in other Basel II jurisdictions:

“It is important that risk and capital be appropriately linked for all banks regardless of
their size and in such a way as to avoid creating competitive disparities. However, the ef-
forts to improve the risk sensitivity of regulatory capital requirements should not result in
disproportionate compliance burdens. Applying a select menu of reasonable capital
standards for banks of all sizes is the best course of action.” (P. A. Smith and Strand
2007b, 9)

The last sentence is of particular interest. While different rules for different sizes and activi-
ties sound sensible, the wording “menu of reasonable capital standards” makes it sound as if
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Governor Schmidt Bies’ “let-them-best-regulate-themselves”-attitude was anything but con-
ducive to the interests of large banking institutions. That such demands could be voiced short-
ly before the liquidity shortage of 2007 shows how the private sector habitually brushed aside
concerns for financial stability as a public good.

Squaring the supervisory circle through sophisticated self-regulation created the second rea-
son for the U.S. to limit its international commitment. With the financial industry being quin-
tessentially global, the regulation of financial actors increasingly made for a political bone of
contention at home and abroad. Domestically, the fragmentation of the regulatory structure
led to crisscrossing competencies and turf wars among American regulators®”, which put it
belatedly on track for implementing Basel II — “[...] with at least a two year lag.” (Herring
2007, 427) Internationally, one interviewee and former negotiator of the second accord
linked the relative gains logic inherent in regulatory competition specifically to the manifold
political weaknesses of the final agreement. According to interviewee 4SBE9E, politicization
— understood as misguided intervention in a technocratic sense — was due to (a) the end of
what used to be a club atmosphere among supposedly ends-oriented technocrats’®, and there-
fore (b) to the complex system of exemptions reflecting special interests — i.e. individual

gateways for regulatory capture and international rule fragmentation:

“The Federal Reserve Bank of New York was pushing to allow for more sophisticated
ways to measure risk. And implicit in that was [...] a superficial logic and appeal: that the
banks themselves were trying to manage their risks better [...] It also became quite clear
during that process tha