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From bombs to boons: changing views of risk and regulation in the pre-crisis OTC
derivatives market

Abstract:

At the core of the 2008 financial crisis was a massive, un-publically regulated market of complex
financial products, which transmitted losses in the US residential mortgage market throughout
the global financial system. How did the market for over-the-counter (OTC) derivatives grow so
large and so risky with so little public supervision and regulation? At the heart of the matter, I
contend, are changes in how both derivatives and risk have been understood as objects of
governance. This article focuses on the decade preceding the passage of the 2000 Commodity
Futures Modernization Act to demonstrate how competing and ultimately shifting
understandings of both derivatives and financial risk put in place the conditions of possibility for
the definitive deregulation of this market. Through a detailed interpretive analysis of regulatory
documents, I show that changes in OTC derivatives regulation have been driven by changes in
how regulators interpret derivatives themselves in a context of changing beliefs about risk and its
management. Although regulators were acutely aware of OTC derivatives’ contribution to
systemic risk as early as the early 1990s, they ultimately concluded that derivatives’ ability to
serve as tools of risk management and generators of financial profits was consistent with their
goal of promoting deep and liquid financial markets and thus took a decisively hands-off
approach to regulation. The article concludes with a discussion of what shifts in interpretation
and regulation of derivatives can tell us about the limits and potential for lasting post-crisis
changes in financial governance.

Keywords: derivatives, financial regulation, legitimacy, OTC derivatives, private regulation, risk
management

At the core of the 2008 financial crisis was a massive, un-publically regulated' market of
complex financial products, which transmitted losses in the US residential mortgage market
throughout the global financial system. In 2008, the market for non-exchange traded or over-the-
counter (OTC) derivatives was valued at over $683 trillion (Bank for International Settlements

2009, p. 1). How did this market grow so large and so risky with so little public supervision and

! This article takes as its object of interest the lack of public regulation of the over-the-counter derivatives market,
but that is not to say that the market was wholly unregulated; quite the contrary. Private rule-making through
industry lobbying groups like the International Swaps and Derivatives Association (ISDA) provided standardized
contracts for these products, helping to ensure that they were comparable and legally enforceable. Indeed, as this
article argues, private regulation helped to stave off greater public by signaling that the market was capable of
governing itself.



regulation? The short answer is that the Commodity Futures Modernization Act (CFMA) of 2000
expressly prohibited the regulation of large swaths of the financial derivatives market by the two
main regulatory agencies in the United States: the Commodity Futures Trading Commission
(CFTC) and the Securities and Exchange Commission (SEC). But understanding how derivatives
market actors came to be seen as sufficiently capable of governing themselves to justify the
prohibition of regulation is more complicated. At the heart of the matter, I contend, are changes
in how both derivatives and risk have been understood as objects of governance.

This article focuses on the decade preceding the passage of the CFMA to demonstrate
how competing and ultimately shifting understandings of both derivatives and financial risk put
in place the conditions of possibility for the definitive deregulation of this market. Although
regulators were acutely aware of OTC derivatives’ contribution to systemic risk as early as the
early 1990s, they ultimately concluded that derivatives’ ability to serve as tools of risk
management and generators of financial profits was consistent with their goal of promoting deep
and liquid financial markets and thus took a decisively hands-off approach to regulation. This
approach to over-the-counter contracts was at odds with the much greater oversight and
rulemaking that regulated exchanges for other derivatives products such as commodity futures
were subject to.’

These changes in how risk has been understood in the context of states and markets help
explain both changes in how regulators have understood derivatives and, as a result of their
regulatory decisions, how the market for derivatives developed the way it did. At the same time,

derivatives themselves have shaped how regulators think about risk as financial innovation has

2 For more on the differences and connections between OTC and exchange-traded derivatives, including their
respective performances during the 2008 crisis, see Carruthers 2013.



brought with it new market dynamics. Through a detailed interpretive analysis of regulatory
documents, I show that changes in financial regulation of derivatives are driven by changes in
how regulators interpret derivatives in a context of changing beliefs about risk and its
management. Understandings of financial risk, financial innovation, and financial regulation have
been tightly entwined in ways that elude simple causal models.

After a discussion of the theory and methods animating this analysis and a brief overview
of the earlier history of derivatives regulation, this article focuses on the decade leading up to the
passage of the CFMA. This was a critical period in the history of derivatives regulation when the
public debate around the legitimacy of derivatives and their connection to the public interest
spiked and was ultimately resolved in ways both contingent and consequential. By the early
1990s, the financial derivative industry was thriving, capitalizing on regulatory permissiveness
following the Treasury Amendment to the 1974 Commodity Futures Trading Commission Act
which had largely exempted the activities of “sophisticated investors” from regulatory
intervention. However, by the early 1990s, alarmed by a speech by E. Gerald Corrigan to the
New York State Bankers Association, regulators and lawmakers became increasingly concerned
about systemic risk and in particular with derivatives’ potential to exacerbate and transmit crisis.
This concern provoked a series of reports by the Government Accountability Office and the G30
which offered competing interpretations of the relationship between financial derivatives and
global financial risk and stability. This period of contestation was exacerbated by derivatives’
contribution to several well publicized failures: the municipal bankruptcy of Orange County,
California and the collapse of the hedge fund Long-Term Capital Management, neither of which
was sufficient to lead to greater public regulation of derivatives either in the name of managing

systemic risk or of protecting ordinary consumers.



By the late 1990s, regulators privileged innovation over stability and saw mid-20"
century justifications for the regulation of commodity derivatives as wholly irrelevant to the
regulation of 21* century financial derivatives, culminating in the Gramm-Leach-Bliley Act
(1999) and the Commodity Futures Modernization Act (2000), which prevented the regulation of
OTC financial derivatives markets, setting the stage for the next eight years of regulatory laissez-
faire. This eight-year long period of self-regulation was largely uncontested after the CFMA, but
it represented a dramatic shift in how financial risk was perceived: not as something to be
publically guarded against but rather as the engine of deep and liquid financial markets. In this
context, derivatives were understood not as dangerous products that needed to be limited to the
hands of experts, but rather as vital to the efficient distribution of risk throughout the global
financial system in the hand of both financial and non-financial firms alike.

Of course, this sunny perspective on derivatives and their risks — summarized by
Greenspan’s (2003) famous pronouncement that the benefits far exceeded the costs — was
undermined in spectacular fashion by the 2008 global financial crisis, leading to the Dodd-Frank
Act in the United States and EMIR in the European Union. The article concludes with a
discussion of what shifts in interpretation and regulation of derivatives can tell us about the
limits and potential for lasting post-crisis changes in financial governance, given the growing
awareness of systemic risk and a heightened recognition of the inseparability of “ordinary

consumers” and “sophisticated investors” in a highly financialized economy.

Theory
The goal of this article is to trace the processes through which key actors, who would

have had the power to change the dynamics of the global market for OTC derivatives, came to



regard the market for derivatives as legitimate and financial actors as having the right to make
politically consequential decisions, the outcome of which was a very high degree of market self-
regulation. Although the market for OTC derivatives is global in scope, this is, empirically, a
US-centric story. The ISDA Master Agreement, the standardized contract for OTC derivatives,
contains standard governing law clauses that specify that OTC derivatives contracts will be
governed by either English or New York law,* and most of the major dealer-banks fall within US
regulatory jurisdiction.* Had the United States chosen to publically regulate this market, its
growth and trajectory would have been substantially different. I am therefore interested in how
US regulators explained and justified their regulatory decisions and the role that risk played in
their public statements. My argument is a constitutive one: beliefs about risk have shaped both
understandings of the purpose of financial regulation and interpretations of what derivatives are.

Regulatory perceptions of derivatives and their relation to risk have changed over time.
One of the most enduring lines of disagreement between regulators, legislators, and the

derivatives industry (and within each of these categories of actors) has been over the

3 This article focuses on the US regulatory story because Britain’s response to the proliferation of financial
derivatives was quick and decisive compared to the interpretive and regulatory conflicts that characterized this
period in the United States. The 1986 Financial Services Act made all financial derivatives — both over-the-counter
and exchange-traded -- legally enforceable in the United Kingdom. The Financial Services Act was part of a broader
financial deregulatory effort under Margaret Thatcher, and in lieu of the public regulatory agencies established in the
United States, it set up five “self-regulatory organizations” (SROs). While anti-fraud and anti-manipulation
provisions still applied to OTC markets as enforced by the Securities and Investment Board, self-regulation of
financial derivatives was achieved more decisively and earlier in the United Kingdom than in the United States
(Schwartz and Smith 1997, p. 183; Peeters 1987, p. 389).

4 Attempts to deviate from US policy tend are either directly discouraged through bilateral foreign policy, such as
the Japan-U.S. Yen-Dollar Commission of 1984, or indirectly punished by the globalizing financial system, as was
illustrated when, faced with high levels of exchange and interest rate volatility in the late 1980s, the Japanese Diet
overturned prior restrictions on derivatives trading to allow Japanese investors to participate in foreign derivatives
markets, to create domestic derivatives markets, and to offer derivatives based on Japanese stock indices abroad
(Miyazaki 2013, pg. 14; Semkow 1989, p. 40). That being said, there were (and are) important national-level
variations in derivatives policy, a phenomenon that is manifest in frequent calls throughout the 1990s, on the part of
both industry participants and regulators, for cross-border harmonization of accounting standards, trading reporting,
and the enforceability of specific contract provisions such as netting. However, these differences do not, for the most
part, reflect significant differences in the legitimacy and legality of OTC derivatives on the whole.



interpretation rather than regulation of these products: What are derivatives? Are they akin to
insurance? To securities? To commodity futures? Do over-the-counter (OTC) derivatives
minimize financial risk or blow it up? Does their famous complexity and mathematical
sophistication help ensure they will not be used by “unsophisticated” investors or does it just
ensure that such investors will not understand the risks they are taking?

These are irreducibly interpretive questions: derivatives are social objects whose value —
risk itself -- is perhaps less tethered to materiality than any other good or service. Nonetheless,
these interpretive questions have concrete regulatory implications. As Russell Funk and Daniel
Hirschman (2014) have shown, regulators rely on categorical distinctions and because derivative
contracts like foreign exchange swaps did not clearly fit into existing regulatory regimes for
futures, securities, or loans, they were able to evade regulatory scrutiny throughout the 1980s,
eventually destabilizing the regulatory distinction between investment and commercial banking
under Glass-Steagall. Frank Partnoy (2001, p. 422) attributes greater intentionality to this
outcome, arguing that the ISDA Master Agreement, the standard contractual form used to
structure derivatives transactions, was designed to evade federal regulation and state common
law. The ambiguity of derivatives — calculated or not — is why I argue that public regulatory
discussion is more than cheap talk. How regulators talk about derivatives has real consequences
for what forms of regulation are possible and what is not. Public statements about derivatives

LANT3

may or may not reflect regulators’ “true beliefs;” what I am interested in is what they reveal
about how regulators positioned derivatives in relation to their understandings of risk and of their
own perceived responsibility to govern it.

Through my analysis of the regulatory discourse, I show that both interpretations of

derivatives and regulatory views change when there is a shift along at least one of the following



axes: understandings about what constitutes legitimate risk; understanding of which actors can
legitimately bear risk; and understandings of which actors deserve public protection from risk.
There are, in turn, three major sources of change along these axes: new financial products,
strategies, techniques, and models (financial innovation); shifts in ruling elites’ beliefs about the
role of markets in society (ideology); and financial crisis. This process is summarized in Figure
1. While in practice many of these elements may interact with each (for example, beliefs about
legitimate forms of risk in the market are closely related to beliefs about which actors should
bear that risk), I have analytically separated them in this argument to render these processes more
analytically tractable. While none of these sources of change by itself guarantees a change in
financial regulation,” we should expect to see, at a minimum, contestation over regulation when
these changes produce a change in regulators’ understandings of derivatives and financial risk.
Because this latter set of changes — changes at the level of interpretation and understanding — are
the most closely related to changes in derivatives market governance, they are the focus of the

empirical analysis in this article.

> None of these three changes (innovation, ideology, crisis) is individually sufficient to produce regulatory change.
For example, after currency swaps emerged on the scene, interest rate swaps followed shortly in their wake.
Although interest rate swaps represented an important financial innovation — eventually accounting for the majority
of OTC derivatives trading volume — they were grouped together with currency swaps in regulatory discourse and
governed the same way. Changes in regulators’ beliefs about the appropriate relationship between states and markets
need not produce regulatory change in specific arenas either. For instance, while the post-crisis shift toward
macroprudential regulation represents a change in how public regulators, especially in Europe, view their objects of
governance (the financial system as a whole rather than individual firms), it has not produced major changes in how
the shadow banking sector is regulated. And finally, while crises might lead one to expect regulatory change, they
are not a guarantee of such change. Even the extent to which the 2008 financial crisis produced a substantively
different approach to regulation is contested (see Moschella and Tsingou 2013; Helleiner, Pagliari, and Spagna
2018).
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Figure 1: A model of the politics of risk and financial regulatory change

It should be noted that this is not a unidirectional causal model for explaining regulatory
outcomes. It involves a considerable amount of endogeneity: Financial innovation is both a
driver of change and a response to regulation; financial crisis can spur change but it is at least
partially endogenous to the decision to allow financial markets to regulate themselves;
regulators’ views about risk shape how they choose to regulate derivatives, but derivatives
themselves changed how regulators viewed risk in the financial system as a whole. These
feedback effects trouble any attempt to predict when and how regulatory change will be enacted;

the goal of this model is instead to direct our attention to how ideas about risk have shaped and

been shaped by a crisis-prone several hundred-trillion-dollar market.

Methodology & data
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The primary data source for this article is US regulatory and legislative documentation
related to derivatives and associated issues from the early 1980s up to the financial crisis.
Because over-the-counter derivatives did not become widespread until the 1980s, the majority of
documents analyzed are from 1985-2007. They include speeches and testimony from the Federal
Reserve, the SEC, and the CFTC and commissioned reports by the Government Accountability
Office, the Treasury Department, and the President’s Working Group on Financial Markets.

I take these documents as representative of the range of public regulatory perceptions of
derivatives in the period in question. As I will discuss, these sources are not univocal in their
representations of derivatives. For example, the early 1990s were marked by strong differences
between individual SEC commissioners regarding OTC derivatives’ contribution to systemic
risk. It is impossible to know whether these public speeches, congressional testimony, and
published reports reflect what regulators were “really thinking.” There are strong institutional
and bureaucratic reasons for regulators to express particular positions at particular times,
regardless of their own true opinions. However, for my purposes, the inevitable methodological
inability to access individuals’ private assessments of derivatives is not particularly troubling. I
am interested in how these products were understood, framed, narrated, and represented, and
these concerns are independent of what regulators and policymakers “actually” thought. I am
chiefly concerned with the public legitimation of these products to and by the set of actors with
the institutional capacity and political authority to delegitimate them, should they so choose.

An important source that informs regulators’ public statements on derivatives are a set of
reports by influential industry bodies such as the G-30 and the International Swaps and
Derivatives Association, many of which were published in explicit response to regulatory

concerns and subsequently referenced in later regulatory speeches and testimony. Accordingly,



11

these industry documents also constitute source material for this article. Finally, because this
period includes moments during which what Christian Reus-Smit (2007, p. 158) terms the
“social constituency of legitimation” extends beyond regulatory agencies to include a wider
public, I also draw upon media coverage of these moments, focusing on accounts given in trade
publications such as Institutional Investor and Risk, as well as coverage of events like the Orange
County bankruptcy and Long-Term Capital Management failure in the national news media.
Through my reading of these primary texts, I am able to identify key moments of
contingency in regulatory perceptions of derivative and their risks. While not all of these
moments resulted in substantive policy changes, such outcomes were not predetermined: the
dramatic and unfettered growth of financial derivatives markets did not occur in the absence of

scrutiny and opposition and at several key moments, different outcomes are conceivable.

Tracing the process of regulatory change in the OTC derivatives market

This article examines three periods of regulatory contestation of over-the-counter
derivatives. Because I define these periods by the substance of their main regulatory debates than
by the precise years there is some marginal overlap in the dates of each period. While the main
focus is on the decade preceding the passage of the CFMA in 2000, I begin by considering the
passage of the Commodity Futures Trading Act and the Treasury Amendment, which legally
institutionalized the distinction between “sophisticated” and “unsophisticated” market
participants, deeming the former to be exempt from regulatory protection. The next period
examines the spike in regulatory and (limited) media concern with OTC derivatives’ potential —
and largely opaque — contribution to systemic risk in the early 1990s. The final period focuses on

how regulators interpreted and responded to bankruptcies and firm failures in the mid- to late
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1990s in which OTC derivatives played an important contributing role, and why these collapses

were insufficient to provoke greater regulatory intervention by public authorities.

Historical background
Era Ultimate source Who is a Who deserves Protection Perception of
of change legitimate public from what? risk
bearer of risk? protection
from adverse
financial
consequences?
1970s-1980s Financial “sophisticated” | Small-scale Protection from | Only
) innovation or financial market | own lack of manageable via
Commodity - (financial “professional” | participants technical sophisticated
Futures Trading | gerjyatives) investors mastery of quantitative
Commission market models; inheres
Act + Treasury dynamics and in firms
Amendment opaque

workings of the
market

Table 1: Dominant view of risk and derivatives regulation, 1970s-1980s

Derivatives had been an object of public regulatory debate since the late 1800s and were

first regulated systematically at the national level by 1936 Commodities Exchange Act which

required that commodity futures be traded on regulated exchanges. Once they had been

distinguished from gambling based on their relationship to calculable risk, derivatives during the

first half of the 20" century were primarily understood as benefiting agricultural interests who

nonetheless required protection from the price volatility derivatives were thought (probably

erroneously) to cause. Participants in futures markets were seen as legitimate bearers of risk;

farmers and ordinary consumers were not. This regulatory distinction between the world of high

finance and the world of ordinary commerce was further specified in the 1974 Commodity
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Futures Trading Act (CFTA) and its subsequent amendment at the behest of the Treasury
Department, which formalized the distinction between “professional” and “unsophisticated”
investors, with the latter requiring certain regulatory protections that the latter were thought not
to need on the basis of their technical mastery of the world of risk (Webb 1994, p. 597).

From 1974 to the early 1990s, the central regulatory concern surrounding derivatives was
no longer the effect they had on underlying markets, but rather the “sophistication” of market
participants.® The need to protect individual and small-scale investors from the dynamics of an
opaque-to-the-uninformed market was the main sociopolitical concern guiding regulators
throughout the 1980s when financial derivatives proliferated (see Table 1). The exemption of
financial derivatives from regulatory oversight helped set in motion a proliferation of new and
innovative financial products over the next two decades. While currency futures and forwards
traded at small volumes by the early 1980s, the first large-scale over-the-counter financial
derivative transaction of the kind that was to change the financial landscape for the next thirty
years was a currency swap between IBM and the World Bank, brokered by Salomon Brothers in
1981 (Tett 2009, p. 63). This innovation and variations on it, including interest rate swaps, as
well as swaps and options on securities and other forms of underlying debt, spread quickly as

market participants with complementary needs and different expectations were brought together

& What constituted a “sophisticated” investor was not specified in either the Treasury Amendment or the letter that
provided the justification for exempting financial derivatives from regulatory requirements under the CEA. Despite
its frequent use in regulatory discourse, the term did not receive greater clarification until the case of Salomon
Forex, Inc. v. Tauber, decided by the Fourth Circuit Court of Appeals in 1993 (Salomon Forex, Inc. v. Tauber
1993). Salmon Forex, Inc., a large foreign exchange trading firm, sued Lazlo Tauber, an individual trader for breach
of contract over sixty-eight currency options and futures trades. Tauber argued that he was not responsible for his
debt since the trades were illegal, having been conduct over-the-counter, rather than on an organized exchange as
required by the CEA. The court ruled that the currency derivatives in question were legal, despite being carried out
off of organized exchanges, because Tauber, despite being an individual rather than a large bank, was a
“sophisticated trader.” This decision was based on the fact that Tauber maintained foreign bank accounts to facilitate
his trading, monitored his trades using a computer network that tracked exchange rates, and offset transactions rather
than actually receiving the currency in question, suggesting his motives had more to do with speculation and profit-
seeking than insurance.



14

in off-exchange transactions by large commercial and investments banks that increasingly took
on a role as both dealer and broker of derivatives transactions.

Although the Treasury Amendment ostensibly exempted financial derivatives from
regulation by the CFTC, the law had been written at a time when currency futures and forwards
were the predominant form of financial derivative. The development of swaps and options, on
both public and private debt, was unforeseen by the legislation and existed in a legal grey area.
Because OTC swaps were distinct not only from commodity futures but also from securities and
loans, the pre-existing regulatory structure for governing them was limited in both its conceptual
architecture and in its ability to keep pace with the velocity of financial innovation. This very
conceptual ambiguity further fueled the growth of financial derivatives in the United States, as
London-based derivatives groups in the 1980s expanded their operations to the United States
upon realizing that neither the CFTC nor Glass-Steagall (which governed, and distinguished
between, commercial and investment banking) prohibited the industry (Funk and Hirschman

2014, p. 686; Tett 2009, p. 17-18).

Financial derivatives and systemic risk (early 1990s)

Unlike the previous decade, where the Treasury Amendment’s exemption of OTC swaps
from regulatory scrutiny institutionalized a largely uncontested view about the nature of financial
risk associated with derivatives and the appropriate bearers of that risk, the early 1990s were
characterized by a sharp division not only between regulators and market participants but also
among regulators themselves regarding the contribution of opaque OTC markets to systemic risk
and which actors merited public protection from the adverse financial consequence of ill-

informed or poorly understood financial risk-taking.
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Era Ultimate source Who is a Who deserves Protection Perception of
of change legitimate public from what? risk
bearer of risk? protection
from adverse
financial
consequences?
Early 1990s Ideology (public | Sophisticated Financial Protection from | Systemic
regulation is investors and market financial system | phenomenon
needed to manage | banks armed participants not | collapse/crisis (Corrigan, 1994
systemic risk vs. | with risk involved in off- | (1994 GAO GAO report)
private regulation | management balance-sheet report)
is sufficient to divisions; the financial Vs.
prevent systemic | market as a activity + non- Vs. firm-level
risk) + crisis system (market | financial actors Normal phenomenon
(S&L crisis) discipline) such. as workings of a amenable to
municipalities | arket donot | quantitative
(GAO) merit protection | modeling and
Vs. (G-30 report) management
Financial

industry can and
should regulate
itself (G-30
report; CFTC in
exempting OTC
transactions
from CEA)

Table 2: Dominant views of risk and derivatives regulation, early 1990s

By the early 1990s, the SEC, the CFTC, and the Federal Reserve Bank of New York’ had

begun to pay much more attention to the still-growing derivatives industry, interpreting these

products in new ways and sparking contestation not only between the industry and regulators but

also between regulatory agencies and even within individual agencies. The Savings & Loan

crisis that came to a head in the late 1980s instigated a shift in regulatory perceptions of

derivatives. Derivatives did not play a role in depositors’ decision to move their money out of

savings and loan institutions and into money market funds, pushing banks to take on increasingly

risky investments. Nonetheless, the wave of insolvency and liquidations of well-established

” The vast majority of the derivatives business in the United States was concentrated in New York, falling under the
jurisdiction of the New York Fed.
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banks focused regulators’ attention on the nexus of risk, unconventional financial strategy, and
crisis. During this period, the potential of systemic risk producing systemic crisis rose to the fore,
though regulators were divided on what this potential meant for how derivatives should be
regulated.

SEC Commissioner Mary Schapiro’s 1991 (p. 9) speech on stock index swaps and
options is one of the first regulatory speeches on the subject in the United States and provides a
clear picture of her interpretation of these new financial derivatives. Schapiro’s speech is
significant in two respects. First, it is illustrative of how the existence of OTC markets — and
their continued growth — had come to be regarded as inevitable. Schapiro’s (1991, p. 9) statement
that “with or without their drawbacks, the market exists and it is growing, and it likely would be
counterproductive to try to stop it” demonstrates how these financial products had come to be
taken for granted, essentially ruling out any form of regulation that would eliminate or
fundamentally constrain the market. Second, Schapiro’s speech includes one of the earliest
references to the potential for global OTC markets to contribute to systemic risk. If there were
too much conformity in hedging strategies, she argued, correlated losses could exceed the limited
liquidity of the market, leading to widespread losses (Schapiro 1991, p. 12-13).

While the SEC’s interpretation of financial derivatives at this point was fairly measured,
E. Gerald Corrigan of the New York Federal Reserve portrayed derivatives in a much more
negative light. In 1992, Corrigan gave a speech to the New York State Bankers’ Association
which set off a wave of alarmist rhetoric about derivatives’ potential for massive financial
disruption and drew an unprecedented amount of public attention to the industry, provoking what
SEC Commissioner J. Carter Beese (1992, p. 4) referred to as “mild hysteria in the press.”

Corrigan’s (1992) actual discussion of derivatives reads somewhat obliquely with its references
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to “off-balance sheet activities,” but it is unusually pointed and direct among regulatory speeches
addressed to industry:®

[W]here it is relevant, you had all better take a very, very hard look at off-balance
sheet activities, including the payments, clearance and settlement risks associated
with many of those activities. The growth and complexity of off-balance sheet
activities and the nature of the credit, price, and settlement risk they entail should
give us all cause for concern, [...] High-tech banking and finance has its place,
but it’s not all that it’s cracked up to be. For example, the interest rate swap
market now totals several trillion dollars. Given the sheer size of the market, 1
have to ask myself how it is possible that so many holders of fixed or variable rate
obligations want to shift those obligations from one form to the other. Since |
have a great deal of difficulty in answering that question, I then have to ask myself
whether some of the specific purposes for which swaps are now being used may
be quite at odds with an appropriately conservative view of the purpose of a swap,
thereby introducing new elements of risk or distortion into the marketplace —
including possible distortions to the balance sheets and income statements of
financial and nonfinancial institutions alike. I hope this sounds like a warning,
because it is.

The reaction to Corrigan’s speech was dramatic. As one industry publication (Muehring
and Hansell 1992) wrote at the time, “Corrigan’s speech hit the bankers like a billy club, putting
a whole new spin on discussions of derivatives. Soon, in press reports, in political speeches, even
in cocktail party chatter, derivatives were being talked about in worried tones as the possible
cause of a financial melt-down.” Observers’ main concern was the potential for systemic risk

inherent in Corrigan’s portrayal of a massive, opaque, complex market being used primarily for

8 Corrigan’s address to the New York State Banker’s Association was preceded by a significant meeting between
Corrigan and J.P. Morgan derivatives enthusiasts Peter Hancock and Dennis Weatherstone. Gillian Tett (2009, p.
24) portrays this meeting as being motivated primarily by information-gathering, which is consistent with the fairly
neutral position taken by the SEC at the time. Accounts in the financial press from the time, however, suggest that
the meeting quickly turned antagonistic, with the J.P. Morgan bankers adopting an attitude of condescension. As
Kevin Muehring and Saul Hansell (1992) related in the Institutional Investor: “The responses [Corrigan] heard back
were not comforting. They [bankers] admitted they didn’t really understand derivatives or how much money they
could lose if something went haywire. To be helpful, they offered to introduce Corrigan to their head of derivatives
traders. Big blunder. The million-dollar-a-year swaps experts proceeded to brush off Corrigan’s concerns as if he
were some Luddite in a pin-striped suit: ‘Jerry, Jerry baby, you don’t understand the business. We know what we’re
doing. Now don’t go and spoil the party.” Thus does one top banker, who was hastily deployed to placate Corrigan,
characterize the swappers’ condescending attitude.”
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speculative ends, as Corrigan implies when he questions whether investors had a legitimate (that
is, business or hedging) interest in swapping variable for fixed rate debt.

In addition to regulators, industry participants also recounted derivatives’ potential for
crisis in often hyperbolic (albeit prescient’) rhetoric. Felix Rohatyn (quoted in Fiske 1992, p.
213), then a senior partner at the investment bank Lazard Freres & Co., for example, said,
“Twenty-six-year-olds with computers are creating financial hydrogen bombs [...] These bombs
must be defused, but I am afraid there will be an explosion first.” The equation of derivatives
with explosives echoed the Royal Bank of Canada chairman’s remarks (quoted in Muehring and
Hansell 1992) that derivatives were “a time bomb that could explode just like the LDC crisis did,
threatening the world financial system.”

Corrigan’s speech drew attention not only to derivatives’ potential to magnify and
transmit crisis, but also to the industry’s inadequate risk management practices.'® The
interpretation of derivatives as dangerous and uncontrolled — and especially the implication that
bank mangers (and even traders themselves) did not understand the products they were buying

and selling — was disputed by other financial actors. Deutsche Bank’s executive vice-president

® The Institutional Investor article referenced above (Muehring and Hansell 1992), for example, outlined a scenario

for financial crisis that closely parallels what happened in 2008:
The World Derivatives Nightmare I is that derivatives trading itself could cause a major bank to
fail. It would take some doing, but a bank could conceivably wipe out its capital this way. The
regulators' Worst Derivatives Nightmare II is in some ways a lot more hair-curling, because it is
less predictable and therefore would be harder to cope with. That is the prospect that derivatives,
simply because they now invisibly permeate the entire financial system, could turn an ordinarily
containable situation — one that isn't even caused by them — into a full-blown financial crisis ...
Suppose more competition prompts several large dealers to build huge books of derivatives on a
particular market. And suppose they all make the same mistaken assumption in their kindred
hedging models, counting on liquidity that isn’t there. Presumably this would send derivatives
prices and the underlying market into turmoil. Then if a bank actually defaulted on its
counterparty obligations, those defaults would go ripping across countless banks’ balance sheets.
Who knows what financial chaos would result? regulators worry.

10 Corrigan’s speech was followed up by a strongly worded letter from New York Fed executive vice-president

Chester Feldberg to all New York bank CEOs stating that the Fed had found “basic internal-control weaknesses” in

derivatives-trading operations (Muehring and Hansell 1992).
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for treasury operations (quoted in Muehring and Hansell 1992) commented that, “Some bankers
are getting downright testy at what they see as grandstanding by government officials. They
seemed to suggest that top management doesn’t know what derivatives are and that the place is
out of control. It was a little hard to stomach.”

Despite industry resentment at allegations of their incompetence and excessive risk-
taking, the interpretation of derivatives as dangerous implied for the first time that the risks
associated with derivatives might directly threaten the public interest by making financial crisis
more likely and more severe. This interpretation instigated a lengthy debate over derivatives’
contribution to systemic risk and what that meant for regulatory oversight and rule-making. As
SEC Commissioner Beese (1993c, p. 5) noted, “More than anything else has in years, the OTC
derivatives market has increased the probability that a meltdown in one financial sector will
spread to others.” His colleague Mary Schapiro, who had been fairly sanguine about derivatives’
risks two years earlier, concurred, and her remarks (Schapiro 1993) are especially reflective of
regulators’ simultaneous appreciation for and concerns about derivatives:

If new issues of systemic risk can be effectively addressed, the derivatives
markets may be able to help to provide the kind of stability that cross-border
participants need to make long-term commitments of capital. The effect of
financial innovation in stimulating cross-border activity should be seen as a
healthy economic development ... Systemic concerns are especially acute where
OTC products serve as a direct substitute for trading in listed markets, and where
trades in the one serve as a necessary hedge or offset for positions in the other.
The credit risk inherent in derivatives trades yields a different kind of systemic
concern ... Given this concentration, we should be concerned that a crisis
involving any one major dealer could quickly and substantially affect the others.

As Howard Kramer (1993, p. 7), Senior Special Counsel at the SEC said, “Perhaps no

subject has received as much media attention and regulatory scrutiny over the past year than

OTC derivatives.” How derivatives were understood produced widely varying regulatory
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proposals, each of which might have fundamentally altered the trajectory of the OTC markets
over the next two decades.

At the one extreme, concerns about systemic risk led some commentators called for an
outright ban on derivatives. This was enough of a possibility that Sean Becketti (1993, p. 27), an
economist at the Kansas City Fed, citing Corrigan’s speech, wrote an article in response to
“whether banks should be prohibited from participating in derivatives markets.”'' Other
commentators (quoted in Beese 1993d, p. 1), alarmed by “the excesses of Wall Street” and the
subsequent wave of losses from the Savings and Loan crisis, called for “severe restrictions” on
trading, most notably moving all OTC contracts onto organized exchanges subject to regulation
under the Commodity Exchange Act.'> Such a move would have dramatically transformed and
reduced the market, given that some of the main engines of growth in OTC markets had to do
with the contracts’ flexibility, customization, and exemption from disclosure and position limit
requirements — all of which would have been substantially curtailed by highly standardized and
regulated exchanges. The 1992 Futures Trading Practices Act seemingly ruled out this possibility
by formally granted the CFTC the authority to exempt off-exchange transactions between
“appropriate persons” (specifically, regulated financial intermediaries, large business, and others
deemed appropriate by the CFTC) from the CEA (Greenspan 1997). The CFTC used this
authority to exempt interest rate swaps and most other OTC derivative contracts from exchange-

trading requirements, but while this clarified what had been a legal grey area concerning the legal

1 Becketti (1993, p. 38) ultimately concluded that:
The challenge posed by the apparent complexity of derivatives valuation may well be overstated.
Even the most complicated derivatives are composed of individual building blocks — individual
options and forwards — which are well understood, and the values of these complex derivatives
literally are equal to the sums of the values of the individual pieces. In fact, the ability to express
the value of a derivatives in a mathematical formula can be regarded as evidence that valuing
derivatives is less complicated than evaluating the quality of some traditional bank assets.

12 Beese himself did not advocate this, nor did the SEC, but his speech references groups of commentators who

called for this.
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enforceability of financial derivatives not specified in the Treasury Amendment," in practice, it
did little to settle the contestation over how dangerous derivatives were and whether they should

be publically regulated through other means.

SEFTEMBLN 15

< Killing Russia

with kindness

Does the world
 expect too much
from the

World Bank?

'"Why the heat’s
on at the
Bank of Japan

Just how risky
are.they?

Figure 2: September 1992 cover of Institutional Investor, a financial trade publication, depicting
the phrase “DERIVATIVES: Just how risky are they?” emblazoned over an image of the globe
with a lit fuse

At the other extreme, some regulators responded to Corrigan’s speech and the attendant
wave of worries about crisis with arguments for completely self-regulated markets, similar to

Britain under the Financial Services Act. While Warren Buffett (2002, p. 15) would not describe

13 President George H.W. Bush’s (1992) signing statement is evidence that the intent of this bill was primarily to
clarify the legality of derivatives:
The bill also gives the Commodity Futures Trading Commission (CFTC) exemptive authority to
remove the cloud of legal uncertainty over the financial instruments known as swap agreements.
This uncertainty has threatened to disrupt the huge, global market for these transactions. The bill
also will permit exemptions from the Commodity Exchange Act for hybrid financial products that
can compete with futures products without the need for futures-sty