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‘The complex interplay between financial innovation, risk and regulation escapes the under-

standing of narrow disciplinary perspectives. These essays provide a rich and determinedly

multi-disciplinary approach that offers new theoretical insights that might also help shape future
policy and regulatory reform.

Andrew Leyshon, Professor of Economic Geography,

University of Nottingham, UK

‘Ertiirk and Gabor have assembled an impressive range of top scholars to explore the global
regulatory response to the 2008 financial crisis. They do an immense service to the cause of
understanding this complicated event, which still casts a spell over our economies and politics.
Randall Germain, Professor of Political Science,

Carleton University, Canada

‘This impressive cutting edge collection of essays stands out both for its breadth of topics and

the multi-disciplinary group of heterodox experts to analyse the transformation of banking

institutions. Given that governments had to devote an unprecedented ratio of annual GDP to

rescuing banks, this comprehensive compendium is not only timely, but fills an important
vacuum in understanding the global paradigm shift in banking since the financial crisis.

Brigitte Young, Professor Emeritus of International

Political Science, University of Muenster, Germany
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to Banking Regulation
and Reform

The Routledge Companion to Banking Regulation and Reform provides a prestigious cutting edge
international reference work offering students, researchers and policy makers a comprehensive
guide to the paradigm shift in banking studies since the historic financial crisis in 2007. The
transformation in banking over the last two decades has not been authoritatively or critically
analysed by the mainstream academic literature. This unique collection brings together a mul-
tidisciplinary group of leading authorities in the field to analyse and investigate post-crisis reg-
ulation and reform. Representing the wide spectrum of non-mainstream economics and finance,
topics range widely from financial innovation to misconduct in banking, varieties of Eurozone
banking to reforming dysfunctional global banking as well as topical issues such as oft-shore
financial centres, Libor fixing, corporate governance and the Dodd—Frank Act.

Bringing together an authoritative range of international experts and perspectives, this
invaluable body of heterodox research work provides a comprehensive compendium for
researchers and academics of banking and finance as well as regulators and policy makers con-
cerned with the global impact of financial institutions.
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Introduction

Ismail Ertiirk and Daniela Gabor

In 2016, almost a decade after the 2007 banking crisis, banking is still far from being reformed
successfully to serve economic growth. Furthermore the regulators are still unsure about how
much and what kind of capital can make banks safe. Direct and indirect state subsidies to the
private banks continue almost everywhere in core capitalist countries. To top it all in February
2016 Deutsche Bank frightened everyone by bringing back memories of the failed Lehman
Brothers when its share price, due to investors’ loss of confidence in a post-crisis creative form
of capital called CoCos (contingent convertible capital instruments), collapsed by some 40 per cent
in just over a month. Over the same period other European and US bank shares suffered
similarly at rates unseen since 2008. In the midst of this nervous stock market turmoil Sir John
Vickers, the architect of the UK structural reform in banking, which ring-fenced retail banking
from the risky investment banking in banking conglomerates, publicly criticised the regulators
at the Bank of England for not following his advice in setting higher capital buffers for banks.
Another regulator across the Atlantic, Neel Kashkari, President of the Federal Reserve Bank of
Minneapolis, who was one of the architects of the US bailout of banks when he was working at
the US Treasury at the time, announced that the problem is the size and complexity of banks
not the levels of capital calling for radical splitting up of banks into utilities which both the
Dodd—Frank Act in the US and the Vickers Report in the UK had ruled out.

This companion is a response to such vital concerns that surfaced in February 2016 — the
regulatory and reform responses to the 2007 crisis have not adequately addressed the root causes
of the 2007 banking crisis. The 2007 crisis required a multidisciplinary analysis of what went
wrong. Although the failure of mainstream economics and finance has been universally
acknowledged alternative approaches have not been accommodated intellectually in policy cir-
cles and in some academic research. The objective of this companion is to bring together the
works of researchers from a wide range of disciplines to reflect on bank regulation and reform.
Numerous books including companions and handbooks have been published on financial crisis
and regulation and reform since the crisis. However most of these books tend to reflect a specific
discipline’s reflection on banking crisis and regulation and reform. In this book contributions
deploying a wide range of disciplinary analytical and theoretical tools from economic sociology,
heterodox economics, social studies of finance, financialisation studies, legal studies, economic
geography, cultural economy, anthropology, international political economy, organisation studies,
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and so on are included. Both established names in their fields with paradigmatic influences and
young scholars exploring new theoretical approaches to banking and finance with diverse
national backgrounds are represented.

The companion consists of twenty-three contributions that are grouped in six parts. In Part I,
‘Knowledges of Credit Risk and Bank Regulation’, four different approaches to credit risk
practices in financial institutions in the context of the failure and regulation of such risk tech-
nologies in the 2007 crisis are presented. MacKenzie’s re-printed socio-historic article draws the
attention of regulators with mainstream economics backgrounds to the cognitive and organisa-
tional structures that they tend not to problematise in credit risk evaluation practices that were
behind the disastrously failed credit derivatives known as collateralised debt obligations (CDOs).
McFall, too, introduces a socio-historic analysis of credit risk but highlights non-cognitive
aspects of an innovative early consumer credit to low income families by Provident Clothing
and Supply. Provident’s attempt to become a ‘People’s Bank’ did not succeed due to regulators’
preference for size in retail banking although its innovative socially driven credit risk manage-
ment techniques were successful in both making the provider of the subprime credit systemi-
cally safe and low income borrowers having access to socially useful credit. The regulators’
attention after the crisis focused on un-regulated financial institutions’ role in expanding credit
to real estate ownership. Wilhelm analyses this reflexive relation between credit practices and
regulators by deploying a Bourdieusian perspective and by underlining the democratically sus-
pect homogenising power of regulation. Willmott introduces corporate governance as a regula-
tory problematic in analysing credit derivatives that caused the financial crisis of 2007. AIG, the
insurance company that sold credit default swaps to banks and hence played a key role in mis-
management of credit risk in housing finance, had serious corporate governance failures in
managing risk. Willmott analyses shareholder value-driven corporate governance at AIG that
favours high returns to shareholders at the expense of stakeholders that in this case included the
taxpayers who ended up bailing out AIG and banks.

In Part II, ‘Critical Perspectives on Financial Innovation’, empirically and historically
informed investigations into financial innovation and financialisation provide insight into the
systemic fragilities that financial innovation has caused and temporal material and ideological
conditions that it is grounded on. Engelen ef al.’s reprinted article questions the scientific
accounts of financial innovation in other literatures and instead offers an alternative framework,
using the anthropologist Lévi-Strauss’s concept of bricolage, that explains derivatives as conjec-
tural improvisations by fee income and bonus driven financial intermediaries. The implication
for policy is then to understand financial innovation as a product of a financialised capitalism
that progresses through conjecturally formed asset bubbles rather than as eternal scientific solu-
tions to risk management. Gabor and Ban discuss the innovation that allows government bonds
to be used as collateral in market-based finance. The collateral motive — that is (shadow) banks’
demand for government debt to support wholesale funding — is an important driver of finan-
cialisation of government bond markets, with broader political-economy implications. Hardie in
Part IIT is a reference that Gabor and Ban cite in developing their concept of market-based
finance and banking. Economic geographer Hall focuses on knowledge and learning that shape
working cultures in international financial centres where financial innovation happens and the
financial system is (re)produced. Hall draws regulators’ attention to the systemic risk importance
of informal social and cultural norms that education and training create in investment banking.
In Part VI Thompson engages with this issue from the banking reform perspective in the light
of fines charged to misbehaving banks and proposes a new set of social and cultural norms that
should be promoted in investment banking. The last chapter in Part II is by Montagne who takes
a critical stance towards the autonomy that finance is granted in the financialisation literature
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and argues instead, by invoking ‘processual’ sociology, that the financial fragility is exported from
the bordering social sphere of capital-labour nexus in the economy. Montagne’s perspective on
finance, based on a historical case study of the emergence of the pension fund industry in the
US in the trust form that is shaped by social and legal processes, points to, for the debates on
regulating and reforming banking, the problematic of the boundary issues in the economy.

Part III, ‘New Approaches to Banking, Risk and Central Bank Role in the Eurozone’, opens
with Fontan’s examination of new regulatory powers that the ECB has gained since the 2007
financial crisis. The manner of transformation of the ECB from a light weight Eurozone insti-
tution to what Fontan calls a ‘behemoth’ with huge micro- and macro-prudential powers over
such a short period of time does not bear well for sound regulation of banking in the Eurozone
because the political foundations of this transformation are weak. Hardie analyses another trans-
formation in the Eurozone — how banking in the Eurozone no longer resembles what the
Varieties of Capitalism literature imagined. Market-based versus bank-based dichotomy in
understanding capitalism does not explain adequately and accurately how banks perform their
intermediary functions in the Eurozone. Based on empirical evidence gathered from analysis of
bank balance sheets Hardie argues that the Eurozone banks themselves are under the discipline
of pricing signals from financial markets. Hardie’s findings have important implications for both
comparative political economy studies and for policy in the Eurozone in reforming banking and
finance to create economically useful financial intermediation. The last chapter in Part III exam-
ines the case study of Italian municipalities’ use of interest rate swaps to avoid fiscal austerity
measures imposed on them by the central government. Lagna challenges the mainstream under-
standing of derivatives as risk management instruments by arguing how they are contingent
instruments used as weapons for regulatory arbitrage and accounting dissimulation by the Italian
municipalities and hence have contributed to the financial fragility in the Eurozone.

In Part IV, ‘Regulation of Misconduct in Banking’, three prominent cases of misconduct in
banking, offshore financial centres, hedge funds and the manipulation of benchmark interbank
interest rates, are critically examined. Lopes employs conceptual tools of anthropology and eth-
nographic methodology to study the post-crisis Libor/Euribor rate manipulation in banking.
His findings challenge the logic of regulators in reforming the existing failed self-regulated
system that sets these benchmark interest rates. Lopes argues that a new system that aims to
enhance facticity of the benchmark rate by linking the rate determination to actual transactions
that take place under improved internal governance mechanisms is a product of regulatory
thinking that assumes regulation is about clear-cut solutions and straightforward answers.
In reality, as the case of Libor manipulation shows, strategic positions taken by a small number
of oligopolistic big banking players in financial markets and the contagious spread of financial
practices due to the ease of their reproducibility will always allow conditions of manipulation.
Lopes invites bank regulators to address the games played in financial markets due to size and
nature of financial products. Lysandrou reflects on the games and strategies that hedge funds play
in financial markets and why. Although the regulatory response to the 2007 crisis has removed
some of the governance and transparency privileges of hedge funds Lysandrou argues that as
long as the fundamental dysfunctionalities in capitalism create the conditions — such as financial
markets are unable to meet the institutional investors’, like pension funds, needs for high yield
and income inequality leads to the concentration of wealth in high net worth individuals — there
will be demand for morally and socially questionable hedge fund strategies to generate alpha
return. The last chapter in Part IV by Otsch and Schmidt charts the broader unregulated part of
global finance — offshore financial centres. Otsch and Schmidt provide a detailed historical back-
ground to the development of offshore financial centres by underlining the complicity of financial
and political elites in keeping such centres unregulated for pursuit of economic and political power.
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They also argue that offshore is not as portrayed an entity that is disconnected from onshore
economy. Offshore is interlinked to onshore because of elite economic and political self-interests.
Offshore, then, becomes a problem of democracy in contemporary capitalism and is not just a
technical regulatory issue. Like the previous two chapters in this section this last chapter on offshore
banking activity articulates non-technical dimensions of regulating misconduct that increasingly
calls for a democratic control of banking and finance.

PartV, ‘Limits of Post-crisis Bank Regulation’, has five contributions that investigate post-crisis
regulatory initiatives from different disciplinary perspectives employing the analytical tools of
financialisation studies, international political economy, heterodox economics, law and economics
and economic sociology. Crowther and Ertiirk discuss the major structural reform initiatives in
the UK, the US and the Eurozone that aim to de-risk and re-capitalise national and global bank-
ing to make it safer. By focusing on three post-crisis case studies of new types of risks at Barclays,
J.P. Morgan Chase and the UK retail banking that the post-crisis reform initiatives failed to iden-
tify Crowther and Ertiirk argue that shareholder value-driven business models at banks are
responsible for new forms of risk taking as well as the pre-crisis ones. Their conclusion is that
banking reforms can de-risk banks only by radically reforming financialised bank business models.
The second chapter by Dorn in PartV frames the post-crisis economics-driven debate and policy
on regulation and reform in a historical context of disappearance of democratic control of finan-
cial markets everywhere including in the post-crisis Eurozone. According to Dorn the socially
destructive failure of markets in finance produced a policy discourse about more or less regulation
rather than a discourse and action about politics of financial markets. Gabilondo’s chapter in this
section discusses the role of internal stress-testing models in post-crisis prudential regulation in
the US. As adequacy of capital in the face of adverse market movements has become the key
prudential regulatory concern since the introduction of Basel capital adequacy rules in late 1980s
regulators have endorsed the use of such models. But these models have failed to predict the kind
of adverse market conditions that caused the 2007 crisis. This did not stop bank regulators
expanding the use of stress-testing models to assess individual bank’s ability to survive worsening
economic and financial conditions. Gabilondo provides an insightful evaluation of the use of such
models by the regulators since the 2007 crisis. Gray and Metzing complement Gabilondo’s inter-
est in the US prudential regulation of the adequacy of capital in banking with their interest in the
UK prudential regulation and the post-crisis shift in optimal governance at banking firms. The
pre-crisis light-touch approach to regulation by the then regulatory body Financial Services
Authority (FSA) was described as risk-driven and risk-responsive. The post-crisis institutional
structure in the UK replaced FSA with the three new Bank of England-led institutions —
Financial Conduct Authority, Prudential Regulation Authority and Financial Policy Committee —
that respond to judgements formed by supervisors about risks posed by the regulated financial
institutions and their managers and key staff. This judgement-led supervisory approach, according
to Gray and Metzing, will inevitably invite the scrutiny of public law when regulatory judgements
are made on the systemic risk of individual banks. The effectiveness of the new judgement-led
regulatory regime in the UK is then going to be tested under uncertainties and costs of possible
litigation. The final chapter in PartV by Hirsch, Pozner and Stimmler deconstructs the myth that
the Glass—Steagal Act could be resurrected in the aftermath of the 2007 financial crisis in the US
to break up and regulate the banking conglomerates to serve all their stakeholders rather than just
their management and shareholders. By adapting the ‘theorisation framework’ as a useful tool to
understand the processes and dynamics of resistance by agency in the financial services sector and
applying it to both Glass—Steagal before its formal demolition and the regulatory initiatives after
the 2007 crisis, the authors explain the political power of financial institutions in the US that have
uninterrupted revolving door relationship with regulation.
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The final section of the book, Part VI, ‘Dysfunctional Global Finance and Banking Reform’,
consists of four chapters that reflect on banking as part of structural transformations in neo-liberal
global wholesale and consumer finance, and how reform in banking would entail more than
technical fixes and should involve values and social and political choices. Dymski and Kalten-
brunner challenge the views on expansion of global finance that prioritise the technological
revolutions in trading and inventions in information technology used by financial firms. Instead
they develop a political economy-driven macroeconomic argument where the historic choice
of gold-based international monetary system by the hegemonic economic powers — the UK and
the US — and the last 30 years’ chronic current account deficits financed by capital account
surpluses by both countries and especially the US were the material conditions for the inher-
ently unstable globalised finance. Dymski and Kaltenbrunner give empirical and theoretical
account of the historical emergence and interconnectedness of megabank/shadow banking-led
financial complex in the US and the UK and especially in the financial centres New York and
London.They conclude that to reform banking to serve productive economy requires undoing
of the interconnected New York—London axis of global financial complex.The second chapter
of Part VI by Fligstein and Habinek alsos engages with the interconnectedness of global banks
in an empirically rich argument but offers an alternative explanation and theoretical framework
than Dymski and Kaltenbrunner for the specific interconnectedness caused by the securitisation
of mortgages in the US.They aim to explain why the collapse of the housing market in the US
that triggered the 2007 crisis led to the failure of banks in faraway places like Europe. Their
findings suggest that it was the converged business models of banks in Europe and the US that
was the cause of contagion. This conclusion disagrees with the sociological accounts of crisis
that focus on the shared risks in global financial products that resulted from regulatory conver-
gences and economic co-dependencies caused by macroeconomic imbalances. Fligstein and
Habinek’s account of the interconnectedness of the European and the US banks through invest-
ments by the former in the securitised mortgages produced by the latter and the former’s fund-
ing strategies of such investments is based on Fligstein’s theorisation of the sociology of markets.
Fligstein and Habinek’s findings and arguments shift the debate on reforming global banks from
an emphasis on fragilities built around financial instruments like collateralised debt obligations
to an emphasis on social structure of financial markets where banks are the key players. The first
two chapters in Part VI set the issue of reforming banks against a background of inherently
unstable and dysfunctional global finance and the driving dynamics for such instability. The third
chapter by Thompson, on the other hand, readjusts the focus of analysis to the post-crisis scan-
dals like Libor fixing, forex manipulation, mis-selling insurance products etc. in global banking
and the public and policy debate on culture of banking and the behaviour of individuals within
the banking firm. Thompson draws upon the conceptual tools of cultural economy to propose
an alternative culture of banking that is built on a new idea of persona of bankers that he
describes as ‘artisan of finance’. Thompson admits that modern banking cannot de-invent its
technological advances where most of the misbehaviour in banking has occurred. But, he argues,
a new persona of bankers shaped around ethics of artisanal mode of production could be socially
responsive rather than self-interested in managing money in present day financial markets for
present day needs. In this sense Thompson reinforces the importance of education and training
like Hall in Chapter 7 to create norms in banking that are socially oriented and artisanal in
operational terms. In the last chapter of Part VI Williams discusses transnational policy on pro-
tection of consumers of financial products in markets that operate along neo-liberal principles.
Such reform agenda, Williams argues, tends to target improving consumer literacy but ignores
initiatives to change the predatory retail bank behaviour and to reform the relationship between
banks and their retail customers by responsibilising the former. Williams questions the transnational
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policymakers’ reform objectives that aim for financial stability through better protection of
financial consumers because reform initiatives do not specifically address the exploitative
socio-economic relations in consumer-finance markets.

All twenty-three chapters in six parts collectively raise insightful questions that should inform
the policy debates for a socially and economically useful banking that still continue almost a
decade after the crisis. The range of disciplines represented in this book also lays the foundations
for future multidisciplinary research on bank regulation and reform that is theoretically innova-

tive, empirically informed and socially and politically relevant.
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The credit crisis as a problem in
the sociology of knowledge

Donald MacKenzie'

This chapter analyzes the role in the credit crisis of the processes by which market participants
produce knowledge about financial instruments. Employing documentary sources and 87 pre-
dominantly oral history interviews, the chapter presents a historical sociology of the clusters of
evaluation practices surrounding ABSs (asset-backed securities, most importantly mortgage-backed
securities) and CDOs (collateralized debt obligations). Despite the close structural similarity
between ABSs and CDOs, these practices came to differ substantially and became the province
(e.g.in the rating agencies) of organizationally separate groups. In consequence, when ABS CDOs
(CDOs in which the underlying assets are ABSs) emerged, they were evaluated in two separate
stages. This created a fatally attractive arbitrage opportunity, large-scale exploitation of which
sidelined previously important gatekeepers (risk-sensitive investors in the lower tranches of
mortgage-backed securities) and eventually magnified and concentrated the banking system’s
calamitous mortgage-related losses.

Introduction

At the heart of the credit crisis that erupted in summer 2007 and culminated in the near collapse
of the global banking system in the fall of 2008 were complex, esoteric financial instruments. At
the peak of the crisis, in October 2008, the International Monetary Fund (IMF) categorized the
estimated $1.4 trillion losses that, were it not for massive international government intervention,
would most likely have caused an economic catastrophe on the scale of the Great Depression.
More than half the total, $770 billion, was in mortgage-backed securities, asset-backed securities
(ABSs) of other kinds, and collateralized debt obligations (CDOs).? The largest single category
of loss, $290 billion, was in a class of instruments of which many outside the financial sector had
simply been unaware prior to the crisis: ABS CDOs, in other words collateralized debt obligations
whose underlying assets are tranches of asset-backed securities, most commonly mortgage-backed
securities (IMF, 2008, table 1.1, p. 9). Not only were the sums lost on ABS CDOs very large, but
(as discussed in this chapter’s fifth section) the losses were concentrated at the very core of the
global financial system. ABS CDOs also had wider eftects. The “assembly lines” via which they
were constructed reshaped the underlying market for mortgage-backed securities in ways that
facilitated ever looser mortgage underwriting. Those losses and these processes were by no
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means the only causes of the credit crisis, but to understand it fully we need to understand ABS
CDO:s, to grasp how they emerged from the world of mortgage-backed securities and the (cog-
nitively quite different and organizationally largely separate) world of CDOs, and above all to
develop a sociological analysis of how these complex financial instruments were evaluated by
market participants. For example, differences between how market participants evaluated ABSs
and evaluated CDOs, and the location of those evaluations in different groups or departments
of credit rating agencies and banks, had a double effect. In a situation in which investment
behavior was largely governed by credit ratings, they made the construction of ABS CDOs
highly profitable. Simultaneously, however, they left the ABS CDO a kind of epistemic orphan,
cognitively peripheral to both its parent worlds, ABSs and corporate CDOs.

In its emphasis on evaluation,’ this chapter contributes to a growing body of work in eco-
nomic sociology that shows the importance and richness of what Beckert (2009, pp. 253—4) calls
“the value problem,” in other words “the processes of classification and commensuration with
which actors assign value to goods.” As Carruthers and Stinchcombe (1999, p. 353) point out,
“buyers and sellers” need “to know the commodities they transact in,” and the ease with which
those commodities are bought and sold is, therefore, “among other things, an issue in the sociol-
ogy of knowledge.”

Carruthers and Stinchcombe focus on a particular set of knowledge-generating arrange-
ments, to be found, for example, in the trading of the shares of large corporations, that one might
call the “canonical mechanism.” This involves the standardization of the financial claims or other
commodities being traded, continuous auctions coordinated either by an exchange or by dealers
who act as “market makers,” and wide dissemination of the resultant prices. These arrangements
are, as Carruthers and Stinchcombe show, powerful generators of public knowledge, but they are
also limited in their scope, even in their primary domain, the financial markets. The ABS and
CDO tranches discussed here were not, in general, traded in canonical-mechanism markets.
They were usually bought directly from those who had constructed them, who frequently were
dealers based at major international banks, and in many cases then simply retained by the pur-
chasers. Secondary trading of them was on a limited scale and was always “over-the-counter”
(conducted by direct institution-to-institution negotiation) rather than on an organized
exchange. Even in the limited cases in which some of these instruments were made sufficiently
standard that canonical-mechanism trading was possible, there was an undercurrent of dissent,
touched on in the penultimate section below, about whether the publicly quoted prices of them
were fully reliable and legitimate.

In consequence, this is a case in which the analysis of the “social processes behind the con-
stitution of value” (Beckert, 2009, p. 254) needs to look beyond the canonical mechanism.There
is a substantial body of work by economic sociologists on these processes, mainly concerning
contexts outside the financial markets and often — though not always — goods and services that
are “singular” (Karpik, 2010): not straightforwardly commensurable. The situations on which this
literature has focused include those in which the legitimacy of a product or of monetary valua-
tion is contested (see, e.g. Zelizer, 1979 on life insurance and Zelizer, 1994 on children); incom-
mensurable forms of evaluation or “orders of worth” contend (Boltanski and Thévenot, 2006;
Stark, 2009): perceptions of value interact with aesthetic judgments (e.g. Velthuis 2005; Aspers
2005); the quality of a product is inferred from the status of its producer (e.g. Podolny 1993,
2005; see Aspers 2009); or the value of a commodity to one buyer depends directly on anticipa-
tion of its value to other buyers (as in the case of dot.com stocks or houses bought in the antici-
pation of selling them to others at a higher price).

ABSs and CDOs are not valued for their aesthetic properties, and the moral legitimacy of
monetary valuation of them has never been challenged. With those exceptions, however, all the
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phenomena listed in the previous paragraph can be found in respect to ABSs and CDOs, and
I return to two of them in the conclusion. However, the main way in which the evaluation of
ABSs, CDOs, and ABS CDOs contributed to the crisis concerns the apparently “technical” core
of evaluation. ABSs, CDOs, and ABS CDOs are debt instruments. They normally entitle inves-
tors (a) to defined “coupons” (interest payments), set either as a fixed percentage or as a fixed
margin or “spread” over a benchmark interest rate such as Libor (London Interbank Oftered
Rate) and (b) to eventual repayment of principal (their initial capital investment). The monetary
worth of an investment in an ABS or CDO is thus the aggregate present value of those future
payments. If the payments were entirely certain, the valuation of an ABS or CDO would be a
matter simply of arithmetic, but they are not. There are two main risks: default (in other words
that the payments are not made or not made in full) and prepayment (i.e. principal is repaid
earlier than anticipated, in a situation in which it can be reinvested only at a lower rate of inter-
est). This chapter’s focus is on whether and how those risks were taken into account in the
evaluation of ABSs, CDOs, and ABS CDO:s.

How might “technical” processes of evaluation of this kind be analyzed sociologically? This
chapter draws its inspiration from studies of scientific practice. Historians and sociologists have
found that practice to be far less uniform than traditional notions of a unitary “scientific method”
might suggest (see, e.g. Galison and Stump 1996) and have sought to capture distinctive clusters
of practice in notions such as the “local scientific cultures” of Barnes, Bloor, and Henry (1996),
the “subcultures” and “competing traditions” of Galison (1997), the “experimental cultures” of
Rheinberger (1997), “epistemic cultures” of Knorr Cetina (1999), “epistemological cultures” of
Fox Keller (2002), and “evidential cultures” of Collins (2004).

Can similar patterned differences in evaluation practices be found in financial markets?® This
chapter suggests that they can,” using as its main evidence differences between the evaluation of
ABSs and of CDOs, which are structurally very similar instruments (indeed sometimes simply
lumped together, as, e.g. by McDonald and Robinson, 2009). In evaluation, as in scientific prac-
tices, one can find “aggregate patterns and dynamics that are on display in expert practice and
that vary in different settings of expertise ... patterns on which various actions converge and
which they instantiate and dynamically extend” (Knorr Cetina 1999, pp. 8-9). Let me call these
patterns “clusters of evaluation practices.” (Following the literature on science and calling them
“evaluation cultures” might be taken to imply greater homogeneity and “bounded-offness” of
their practitioners than is the case.® It could also be taken wrongly as implying a theory of action
as based solely on “belief ” and “habit” — for which see Camic, 1986 — rather than self-interested,
reflexive rational choice. As discussed in the conclusion, belief and habit were present, but by no
means exclusively so.)’

The research on which this chapter is based, which is outlined at the end of this introduction,

supports six postulates about these clusters.'

First, clusters of evaluation practices are the
path-dependent outcomes of historical contingencies.'" For example, while the evaluation prac-
tices surrounding CDOs always had default risk as their primary object, those surrounding
mortgage-backed securities were concerned primarily with prepayment. As the following sec-
tion will show, that latter focus originally arose because of features of the political economy of
mortgage lending in the United States that can be traced back to the 1930s. The focus on pre-
payment remained in place even in the very different circumstances of the past decade: it formed
a criterion on which that decade’s subprime mortgage-backed securities were judged superior
to their prime counterparts. In emphasizing long-lasting eftects such as this, I do not want to
suggest that evaluation practices never change. They do — change in them is a major focus of this
chapter — but the way in which they change is path-dependent: it is easier, for example, to mod-
ify an existing practice than to develop an entirely new one.
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Second, the more elaborate of evaluation practices give rise to, and are informed by, distinc-
tive ontologies: distinctive presuppositions about the nature and properties of the features and
processes of the economic world. Thus the third section of the chapter will show that the eval-
uation practices surrounding CDOs came to be oriented heavily to one such feature, “credit
correlation” (a term that will be explained in that section), which was a notion entirely absent,
at least in any explicit form, in the evaluation of ABSs. Like many scientific objects, correlation
was neither simply “real” nor simply “fictional” (Knorr Cetina, 1999, pp. 248-52). It was not
observable in any straightforward sense: to invoke it was to invoke the unseen.Yet, like the sci-
entific objects analyzed by Daston (2000), it had the potential to become “more real,” as specific
markets (the tradable credit indices described below) were created in which its effects were more
easily traced. Indeed, some of those involved with CDOs came to hold that in those markets
correlation was not just real but tradable. For others, though, the frustrating difficulties of mea-
suring correlation indicated that it was a misconception, an artifact of inadequate models.

Third, evaluation practices become organizational routines, and when different practices are
pursued in the same organization, they frequently are the province of separate parts of it.'* For
instance, the evaluation of ABSs on the one hand and CDOs on the other typically became the
responsibility of different sections of banks, of the specialist “monoline” insurers, and of credit
rating agencies. In the case of the rating agencies, for example, both ABSs and CDOs fell within
the remit of their structured finance departments, but the latter had separate groups dealing with
each. When ABS CDOs (which are CDOs with ABSs nested within them, so to speak) came
into being, the decision as to how to evaluate them was thus also a decision about how their
evaluation should be mapped onto the organizational structure of rating agencies. All the three
main agencies — Moody’s, Standard & Poor’s (S&P), and Fitch — found the same solution: they
relied on the existing ratings, by ABS groups, of the component ABSs, and assigned the analysis
of the higher-level structure to CDO groups. Those groups analyzed that structure largely as if
it was simply another variant of a CDO, for which existing practices were therefore appropriate,
rather than treating an ABS CDO as a radically different instrument that demanded new evalu-
ation techniques.

Fourth, in modern debt markets (in which I include the markets for bonds, tradable loans,
and structured instruments such as ABSs and CDOs) evaluation practices regulate actions and
become means of governance via the process of credit rating."* Ratings (see Figure 1.1) encode
rating agencies’ conclusions about either the likelihood of default on debt instruments (in the
case of S&P and Fitch) or, in the case of Moody’s, the expected loss on them (the likelihood of
loss multiplied by its severity). For institutional investors such as banks, insurance companies, and
pension funds (private individuals were never major participants in the ABS and CDO markets
discussed here), ratings frequently become rules. Cantor, ap Gwilym, and Thomas (2007, p. 14)
note that in the United States “there are currently over 100 federal laws and 50 regulations
incorporating credit ratings,” and they report that the purchases of 74 percent of their sample of
US investment fund managers (and 78 percent of European managers) were subject to a mini-
mum-rating requirement: if an instrument’s rating was below the minimum, they were not
allowed to buy it. Especially toward the end of the period discussed here, banking regulation in
particular relied heavily on ratings, with banks able to hold much smaller capital reserves in
respect to instruments with high ratings, a factor that greatly enhanced the attractiveness of the
most senior tranches of the instruments discussed here.

Fifth, evaluation practices crystallized in ratings reduce a difficult problem of evaluation
(assessing complex, novel financial instruments that involve potentially uncertain payments
stretching years into the future) to a simple one, by establishing a rough equivalence among debt
instruments of different kinds and with different particularities. Though some buyers of ABSs
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S&P Moody's
AAA Aaa
AA+ Aal
AA Aa2
AA- Aa3
A+ Al
A A2
A- A3
Investment BBB+ Baal
Grade BBB Baa2
BBB- Baa3
Speculative BB+ Bal
Grade BB Ba2
BB- Ba3
B+ B1
B B2
B- B3
CCC+ Caal
CCC Caa2
CCC- Caa3
CcC Ca
C C
Defaulted D

Figure 1.1 Rating grades
Note: Fitch’s grades are identical to S&P’s, except that Fitch employs a single CCC grade with no + or -.

Sources: www2.standardandpoors.com; www.moodys.com; www.fitchratings.com. All accessed August
20, 2009.

and CDOs had a good understanding of the detail of evaluation practices (such as the Gaussian
copula models discussed below), many did not, and the market for these instruments would have
been quite limited if participation in the market required that understanding. Ratings “black
boxed” these complexities. They permitted the economic value of different ABSs and CDOs to
be compared, both with each other and with more familiar, less complex instruments such as
corporate bonds, by comparing the “spread” (increment over Libor or other benchmark interest
rate) offered by a given instrument to that offered by others with the same rating. In conse-
quence, as one dealer put it, “You knew that if you hit a certain spread for a given rating, that
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the deal was sold” (quoted in Securities Industry and Financial Markets Association 2008, p. 22).
This spreads-ratings nexus was thus a convention in the sense of the French “economics of
convention”: a way of turning what might otherwise be radical uncertainty into a form of order
that — while never unchanging — is stable and predictable enough to permit coordination and
rational action, thus solving the wider problem of social order in markets on which Beckert
(2009) and others (e.g. White 1981, 2002) focus. A bank producing a novel instrument could
anticipate the most important metric (spread for a given rating) by which it would be judged,
and — by discovering the spreads offered by the instruments with the same rating that others had
recently sold" — could know the combinations of ratings and spreads that were needed for the
instrument to be “competitive.” The detailed design of both ABSs and CDOs was always informed
by how they would be evaluated by the rating agencies, in a clear manifestation of what Espeland
and Sauder (2007) call “reactivity”: the effects of evaluation or ranking on what is being evalu-
ated and ranked.

Sixth, when they bear upon the same instrument, or same risk, evaluation practices that differ
permit a specific form of profit-making: arbitrage.'> At least some of the time, different practices
will lead to the same instrument or same risk being valued difterently. In consequence, it may be
possible to sell the instrument or risk to one market participant while buying it more cheaply
from another, with the difference in prices being riskless profit — in other words, arbitrage profit.
Many CDOs and nearly all ABS CDOs were constructed in order to perform arbitrage, and this
also became increasingly the motivation for constructing ABSs. The evaluation practices
employed by the rating agencies had the consequence that assets that had high spreads and that
were only modestly creditworthy could be packaged into instruments with high ratings, which
could therefore be sold to investors at lower spreads, with the constructor of the instrument
capturing most of the difference as arbitrage profit. As an interviewee put it in June 2006:

The whole [CDO] market is rating-agency-driven at some level....The game is basically
to create ... tranches of portfolios which are A, AA, or AAA-rated and yield significantly
more than a correspondingly-rated tranche of a corporate or an asset-backed derivative,
commercial mortgage-backed security would yield.. .. It’s just that there are investors who
are constrained by ratings . .. and that creates value for everyone else and we’re in the busi-
ness of exploiting that.

Arbitrage of this kind is the central connection between the evaluation practices surrounding
ABSs and CDOs and the credit crisis. Ratings-governed investors, the ratings-spreads nexus,
differences in evaluation practices, and the way those practices mapped on to the organizational
structures of rating agencies created arbitrage opportunities that persisted. One such opportu-
nity was created by the separate evaluation of ABSs and CDOs, following difterent practices and
(in the rating agencies) by different groups. ABS CDOs were created primarily to exploit that
arbitrage, and the huge scale on which this was done was among the causes of the crisis.
By changing the composition of the underlying market for ABSs, ABS CDOs removed previ-
ously influential gatekeepers (the traditional buyers of the lower tranches of ABSs: see Adelson
and Jacob, 2008b) and, in so doing, very likely helped clear the way for increasingly reckless
mortgage lending. ABS CDOs also magnified the resultant mortgage-related losses in the way
discussed in the chapter’s fifth section, and a specific aspect of them — their large, apparently
ultra-safe, but low-spread “super-senior” tranches — fatally concentrated those losses at the heart
of the global banking system.

In showing, in this way, the role of the clusters of evaluation practices surrounding ABSs and
CDOs in the genesis of the credit crisis, this chapter is intended to complement, not contradict,
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existing explanations, both those that focus on macroeconomic factors'® and those offered by
the emerging sociological literature on the crisis (to which the single most important contribu-
tion is the collection edited by Lounsbury and Hirsch, 2010). Closest in this latter literature to
this chapter are the analyses of mortgage securitization and the role of credit rating agencies in
Carruthers (2010), Fligstein and Goldstein (2010), Pozner ef al. (2010), and Rona-Tas and Hiss
(2010), along with the discussion of credit default swaps in Morgan (2010)." I share, for exam-
ple, Fligstein and Goldstein’s emphasis on the role played by government in modern US mort-
gage securitization and their sense — also to be found in other sociological contributions such
as Guillén and Sudrez and Schneiberg and Bartley (2010) — that an entirely rational-choice,
agency-theoretic explanation of the crisis is unsatisfactory. What this chapter adds to this existing
work is (a) extensive primary-source analysis of the practices of credit rating and other forms
of evaluation; (b) an interpretation of the consequences of those evaluation practices that
focuses not on fees-driven rating-agency wrongdoing and other forms of “amoral calculation”
(Vaughan 1996) but on the content of those practices, on their mapping onto the organizational
structures of the agencies, and on the arbitrage opportunity to which it gave rise;'® and (c) a
focus, almost entirely missing in the existing sociological literature, on ABS CDOs, on the
change they brought about in the structure of the ABS market, on the way in which they mag-
nified and concentrated losses on ABSs, and on the crucial interaction between them and credit
default swaps.

There are few reliable secondary sources on the history of ABSs and CDOs to draw on: the
best are the insightful, archivally based analysis of the modern origins of US mortgage-backed
securities in Quinn (2009); Tett’s (2009b) lively, interview-based account of the J.P. Morgan
credit-derivatives group; and two other interview-based books (Zuckerman, 2009; Lewis 2010)
focused mainly on those who successfully bet against mortgage-backed securities. The research
reported here has thus involved the construction of a historical narrative largely afresh, drawing
on two main sets of primary sources. The first is 87 interviews, mainly in London and New York,
with 77 market participants,” including 36 who are or were constructors, managers, brokers, or
traders of the financial instruments discussed in this chapter; 14 who are “quants” (specialists in
quantitative modeling); 16 who are or have been rating-agency employees; and four who are or
were market regulators.?” The interviews took place in two phases, before and after the onset of
the credit crisis in the early summer of 2007.The earlier phase, which consisted of 29 interviews,
was a pilot study focusing on what I describe below as “corporate CDOs.” The 58 more recent
interviews cover the full range of instruments discussed here.

The interviews took a loosely oral history form, in which interviewees were led through
those parts of their careers in which they had been involved with the financial instruments
examined here. Questioning was semi-structured and was designed to elucidate the evolution of
the relevant market and the main innovations and forms of evaluation in it (sometimes specific
issues were dealt with by follow-up email questions or repeat interviews). No claim of statistical
representativeness can be made: there is no list of individuals involved in the ABS or CDO mar-
kets that can be sampled, so the sample was constructed by “snowballing” from an initial set of
interviewees identified via documentary sources.

Oral history interviewing has notorious pitfalls: interviewees may have fallible memories and
may wish to promulgate particular views of episodes in which they were involved, especially in
the aftermath of a disaster such as the credit crisis. The sensitivity of the topic adds other difficul-
ties. Several banks, for example, now insist that all contacts with the press (a category that cur-
rently includes research of this kind) must be through their communications department, often
rendering direct interview access impossible. (Many banks face multiple lawsuits, and their fear
may be that interviewing might produce information helpful to hostile litigants.) Occasionally,
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interviews had to be conducted in the presence of public relations staff. At other times, perhaps
to avoid this kind of problem, interviewees would ask me to ring them from my mobile tele-
phone from outside their building or in its lobby. They would then leave the building and I
would interview them in a cafe or restaurant. The need for anonymity is therefore even greater
than normal. In order to ensure it, I sometimes use phrases such as “a rating agency” or “a bank”
rather than naming the organization in question.

These drawbacks and difficulties of interviewing rendered a second source of primary data,
contemporaneous documents, equally valuable, both in its own right and as a means of triangu-
lation. These documents included the specialist trade press, such as Credit and Creditflux (and,
for more recent years in which the ABS and CDO markets have become much more promi-
nent, also the Financial Times and Wall Street Journal), and the technical literature on the evalua-
tion of ABSs and CDOs, including textbooks, manuals, and the technical reports in which the
credit rating agencies described the procedures and models used to rate these instruments. Of
course, such documents also have their limitations as historical evidence (textbooks, e.g. portray
idealized versions of evaluation practices), but they are useful nonetheless. For example, Fabozzi,
Bhattacharya, and Berliner’s 2007 textbook or Adelson’s informal “trip reports” after ABS confer-
ences (e.g. Adelson 2006d) are now windows into a lost world, mortgage-backed securities
before the disaster that became apparent only a few months after they were written.

Because of the need to reconstruct an often-intricate historical process in which apparently
small choices had large, lasting consequences, this chapter is inevitably lengthy. It has six sections.
After this introduction comes a section on the historical shaping of the evaluation practices
surrounding securitizations of pools of residential mortgages. The third section deals with the
original “corporate” CDOs, in which the underlying assets were bonds issued by corporations or
loans made to them.The section shows that although they too emerged from the world of secu-
ritization, the evaluation practices of the world of “credit derivatives” that they came to inhabit
differed radically. The fourth section deals with the somewhat later ABS CDOs (CDOs in which
the underlying assets were ABSs, mainly mortgage-backed securities, not corporate debt) and
shows how an alluring arbitrage opportunity was created by the way in which they were evalu-
ated, particularly by how this evaluation was mapped onto the organizational structures of the
rating agencies. The fifth section examines the contribution of ABS CDOs to the crisis. It dis-
cusses how ABS CDOs changed the ABS market and (via their super-senior tranches) concen-
trated the resultant losses, and how default swaps both magnified the crisis and — via a new
canonical-mechanism market, the ABX — rendered it visible. The sixth section is the chapter’s
conclusion.

Mortgage-backed securities and the emphasis on prepayment risk

Mortgage lending in the United States was shaped for decades by government responses to the
effects of the Great Depression on the housing market. The form of mortgage prevalent prior to
the 1930s — a 5-10-year variable-interest loan, which did not fully amortize, leaving borrowers
needing to make large repayments of principal at its maturity — greatly exacerbated the
Depression’s effects, and at its peak “nearly 10 percent of homes were in foreclosure” (Green and
Wachter, 2005, pp. 94-5). In response, the Roosevelt administration created three organizations
that radically changed mortgage lending. The Home Owner’s Loan Corporation used funds
raised from bond sales to buy mortgages that borrowers could not repay and replaced them with
new long-term (20-year maturity) fixed rate loans that amortized in full. The Federal Housing
Administration (FHA) insured mortgages of this new form against default (in return for insur-
ance premiums paid by the borrower), thus helping to restart large-scale private mortgage
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lending. The Federal National Mortgage Association (Fannie Mae), set up in 1938, tried to foster
a secondary market in mortgages insured by the FHA, though in practice it itself and the Federal
Home Loan Banks were the main purchasers (Snowden, 1995, p. 262).

Deliberate government action thus brought about the dominance of what Green and
Wachter (2005) call simply “the American mortgage”: its interest rate was fixed, typically at
around 5 percent to 6 percent, even over the long term (in 1948, the FHA started to insure
30-year mortgages), thus protecting borrowers from interest-rate rises; and borrowers had the
right to prepay (redeem) mortgages at any point, with no penalty. “The American mortgage”
helped change the United States “from a nation of urban renters to suburban homeowners”
(Green and Wachter, 2005, p. 97). However, it always had drawbacks — it was, for example, often
not available to ethnic minorities (see Stuart, 2003) — and providing it became ever more difticult
in the 1960s, as the low-interest savings accounts that traditionally had funded it were drained
by the growing availability of higher rates elsewhere.

With renewed direct government borrowing to fund mortgage lending rendered unattractive
by the Johnson administration’s growing budgetary problems (Quinn, 2009), a solution was
found in selling to private investors government-backed securities based on pools of mortgages.
Fannie Mae was partly privatized. Its remaining federal sections, renamed the Government
National Mortgage Association (Ginnie Mae), gave a government guarantee to securities backed
by pools of mortgages, starting with Ginnie Mae Pool No. 1, issued in February 1970. In 1971,
the newly created Federal Home Loan Mortgage Corporation (Freddie Mac) started to sell
securities based on pools of mortgages it had itself purchased; Fannie Mae began to do so in
1981.By 1991, Ginnie Mae had guaranteed, and Freddie Mac and Fannie Mae had issued, a total
of just over a trillion dollars of mortgage-backed securities (Carron, 1990; Fabozzi and Modigliani,
1992, pp. 18-24; Carruthers and Stinchcombe, 1999; Tower, 1999).

That securitization (the packaging of income-generating assets into pools and the sale of secu-
rities that are claims on that income) began its modern history in the United States as a govern-
ment program,®' and that what were securitized were “American mortgages” — fixed-interest loans
with no prepayment penalties — had lasting effects on how mortgage-backed securities were
evaluated. The three government-sponsored enterprises — Ginnie Mae, Fannie Mae, and Freddie
Mac — set quality criteria for the mortgages they would guarantee or buy, thus defining “con-
forming” or “prime” mortgages. They guaranteed investors in mortgage-backed securities against
defaults on the underlying mortgages, and the full credit of the US government was seen as back-
ing the three enterprises, so investors could treat those securities as involving no risk of default.
(Only Ginnie Mae guarantees were legal obligations of the federal government, but investors
generally took the government implicitly to stand behind Fannie Mae and Freddie Mac as well.)

Prepayment, though, was a quite different matter. Originally, the absence in “the American
mortgage” of a prepayment penalty was of no great consequence, since the costs of refinancing
were considerable: fees and loan points (up-front interest payments) could amount to 2 percent
of the new loan (Ranieri, 1996, p. 43), creating a de facto penalty. However, as competition
reduced those costs, the option enjoyed by borrowers to re-finance without penalty when inter-
est rates fell became more valuable and much more frequently exercised. As one interviewee put
it to me, if you held a mortgage-backed security yielding 5.5 percent, and you noticed that new
securities were offering only 4.5 percent because interest rates had fallen, you could be certain
that the mortgages underpinning the security you owned were “all going to prepay,” and you
would therefore quickly stop enjoying the higher yield. While most bonds rise in price when
interest rates fall (because the fixed “coupons” they offer become relatively more valuable), this
effect is therefore much attenuated for mortgage-backed securities: as this interviewee told me,
their price seldom rises above 110 (i.e. 10 percent more than their “par” or face value).
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As Lewis Ranieri, Salomon Brothers’” famous trader of mortgage-backed securities, com-
plained, the absence of a prepayment penalty meant that “the mortgage instrument becomes
so perfect for the borrower that a large economic benefit is taken away from the other partic-
ipants, including the long-term investor” (Ranieri, 1996, p. 43). What came into being, there-
fore, were evaluation practices among investors in mortgage-backed securities that focused not
on default but on prepayment risk. (Indeed, the government-sponsored enterprises trans-
formed defaults into prepayments: if a borrower defaulted, the enterprises paid investors in the
corresponding pool of mortgages the sum they would have received if the mortgage had been
prepaid at that point.)

Assessing the exact extent to which the prepayment option reduces the value of mortgage-
backed securities is a notoriously difficult matter (neither interest-rate changes themselves nor
their precise effects on prepayment rates are fully predictable), and assessing it was traditionally
seen as the crucial skill in evaluating mortgage-backed securities. Prepayment was, for example,
the primary risk of these securities that Ranieri and the other Salomon Brothers’ traders (described
in Lewis’s Liar’s Poker, 1990) were slicing, dicing, buying, and selling, and it was for their excellent
grasp of prepayment risk that the Salomon Brothers’ modelers who helped form the famous
hedge fund Long-Term Capital Management were known. Prepayment “was a dominant issue,’
an interviewee told me: “It drove everything in what people would think about.”

Government-sponsored mortgage securitization had, however, been successful despite the
prepayment problem, which made it an attractive model for banks and finance companies seeking
new ways of funding their lending. In 1977, the first modern “private label” (not government-
sponsored) US mortgage-backed securities were issued by the Bank of America, in collaboration
with Salomon — an event that prompted Ranieri to coin the term “securitization” (see Ranieri,
1996, p. 31) — and from 1985 onward banks also began securitizing auto loans, truck loans, equip-
ment leases, and credit-card receivables (Rosenthal and Ocampo, 1988, table B.1). The generic
term “ABS” (asset-backed security) came into use to describe the products of these and other
securitizations.*

These new private-label securitizations typically involved the parent bank or finance company
setting up a special-purpose vehicle (such as a trust) that was legally separate from its parent, so
that the creditors of the one had no claim on the assets of the other. The vehicle then bought
pools of loans from the bank, raising the money to do so by selling securities that were claims on
the interest payments and principal repayments on those loans. Since those securities had no
government backing, the risk of default on those loans could no longer be ignored entirely. The
early government-backed securities (known as “pass-through certificates”) offered identical, equal
shares of the cash flow from the underlying mortgages, but increasingly what was created in pri-
vate securitizations was not a single class of pass-through certificates, but two, three, or more
classes or “tranches” of claims differentiated by credit risk, as in Figure 1.2. The lowest tranche — the
“first-loss piece” — bore the first losses caused by default on the pool of mortgages or other assets
underpinning the securitization. In early deals, this tranche was typically retained by the bank or
finance company that arranged the securitization; later, first-loss securities were sometimes sold
by private arrangement to outside investors — often hedge funds — who received a large spread
(increment over Libor or other benchmark interest rate) for taking on the risk of loss.

Only if defaults rose to such a level that losses entirely exhausted the lowest tranche were the
investors in the next tranche, which came to be called “mezzanine,” at risk. In early securitizations
this tranche was also often retained by the parent bank or finance company. It would typically be
bigger than the lowest tranche — perhaps as much as eight times as big (Rosenthal and Ocampo,
1988, p. 10) — which meant that losses on it could in aggregate be large. However, because
the cushion provided by the lowest tranche made the probability of mezzanine losses modest,
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Figure 1.2 An ABS or CDO

Note: Investors in lower tranches receive payments only if funds remain after payments due to investors in
more senior tranches are made. In an ABS the assets in the pool are typically mortgages or other
consumer debt. In a corporate CDO they are loans made to corporations or bonds issued by them. What
is shown is a ‘cash CDO': in a ‘synthetic CDO’ the special purpose vehicle ‘sells protection’ on the assets
via credit default swaps (see the third section of the chapter) rather than buying them.

the bank arranging the securitization could buy insurance against them from the specialist insur-
ers known as “monolines,” whose original business had been insuring US municipal bonds. At
the top of the hierarchy of tranches was the “senior” tranche, by far the largest, which was always
sold to outside investors. With both lower tranches as buffers, the risk of loss on it was seen as
very low. Accordingly, only relatively modest “spreads” were thought necessary to compensate
for this small risk.

The most prominent of the actors who had to concern themselves with default risk were the
rating agencies, whose services had not been needed when securitization was a government
program. S&P began to rate securitizations in 1978 and Moody’s in 1983.% The evaluation prac-
tices they employed had three characteristics. First, they were heavily influenced by past episodes
of large-scale mortgage defaults. S&P, for example, used the default rates in the United States
during the Great Depression as the “stress scenario” for a AAA rating: if a tranche was to be rated
AAA, the structure of the security had to protect the tranche from loss even if defaults again rose
to Great Depression levels (interview data; Khadem and Parisi, 2007, pp. 546—7). Second, analysis
was originally of pools of mortgages, not individual loans. The rating agencies defined the char-
acteristics (such as loan-to-value ratios) of a “benchmark” pool or set of pools and then compared
the characteristics of the actual pool of mortgages underlying a mortgage-backed security to the
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benchmark. Deviations between the two were then translated into set “penalties” (or set “rewards”)
in the rating processes.**

Third, both the rating process and the construction of mortgage-backed securities and other
ABSs hinged around the same parameter: the “credit enhancement” or “credit support” level
needed for each tranche to achieve the rating that the constructors of the ABS desired. (This
level is the total size of the lower tranches, guarantees, reserve funds, and so on that protect a
tranche from losses. From the constructor’s viewpoint, all these mechanisms are expensive: e.g.
if lower tranches are sold to outside investors, the higher spreads required to attract them limit
the spread that can be offered on the senior tranche.) For instance, the “penalties” or “rewards”
referred to in the previous paragraph took the form of the rating agencies demanding set
increases or allowing set decreases in a security’s credit support levels to the extent that the pool
of mortgages underpinning it was judged riskier or less risky than the benchmark pool. The
securities themselves and knowledge of the securities were thus coproduced: credit support
levels, the crucial parameters in the design of a tranched security, were determined by the ratings
agencies’ procedures for evaluating those securities.

From the mid-1990s onward, evaluation techniques based on the analysis of pools were com-
plemented by techniques that did involve estimating the default probabilities of individual
mortgages, as least relative to the benchmark of prime lending. The rating agencies developed
logistic regression or hazard rate models (S&P’s Levels, Moody’s Mortgage Metrics, and Fitch’s
Resilogic), which incorporated characteristics both of the mortgage, such as loan-to-value ratio,
and of the borrower, notably his or her FICO score, a measure of creditworthiness developed by
Fair, Isaac and Company, originally for forms of consumer credit other than mortgages (see
Poon, 2007). The parameters of these models were estimated using large data sets containing
both this information and the payment histories of the resultant mortgages, such as those built
up since 1991 by the San Francisco-based firm, Loan Performance. The growing use of FICO
scores and of models incorporating them both facilitated and was encouraged by increasing
volumes of “subprime” lending to people whose impaired credit histories made them ineligible
for prime mortgages (Poon, 2009).

From the viewpoint of the quite different evaluation practices that eventually developed
around CDOs (discussed in the next section), there remained a striking silence in the evaluation
of mortgage-backed securities. There was almost no explicit modeling of statistical dependence
among mortgage defaults, in other words no modeling of what CDO specialists came to call
“correlation.”” Defaults were treated mathematically as statistically independent events, with
“correlation” handled implicitly. For instance, in the rating of mortgage-backed securities at
Standard & Poor’s, correlation among defaults induced by macroeconomic variables such as the
unemployment rate was handled by continuing to use stress scenarios, even after the regression
or hazard-rate models were developed. The latter were used not to estimate absolute default
probabilities but to determine the amounts by which the stress-scenario default rates of the
benchmark prime pool should be modified for the particular pool being evaluated. (If, for
example, the Great Depression-based AAA-stress default rate of the benchmark pool was
10 percent, then the equivalent rate for a pool of subprime, high loan-to-value, low-documen-
tation loans might be 40 percent. In other words, to achieve an AAA rating a tranche based on
this pool would have to be able to survive the default of 40 percent of the mortgages in the
pool.) So the apparently assumed independence of mortgage defaults was, to quote an inter-
viewee, only “conditional independence”: independence conditional on the macroeconomic
variables condensed in the historical experiences that had given rise to the stress scenarios.

Another potential source of correlation among mortgage defaults — the vulnerability of a
pool of mortgages to local economic conditions — was also handled primarily by organizational
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procedures rather than mathematical modeling. Geographically concentrated pools were dis-
couraged by applying ratings penalties (again expressed as increases to required credit support
levels) to them. With the main mortgage lenders — especially subprime lenders — increasingly
operating across the United States, there was no need for them to incur these penalties, and the
mortgage pools they presented for rating were typically as diversified as possible geographically.
(This unsurprising outcome had significant consequences, as we shall see later, in the evaluation
of ABS CDO:s.)

With the rating agencies analysing the risk of default, prepayment remained the dominant
concern of most investors in mortgage-backed securities. For example, the 2007 textbook on
those securities mentioned above in the introduction devoted its section on “valuation and anal-
ysis” almost exclusively to prepayment and other matters concerning changes in interest rates,
with default scarcely mentioned in that section. As the textbook put it, investors in “senior private
label MBS” (in other words, in the upper tranches of private mortgage-backed securities) “typi-
cally assume that principal will be returned with 100% certainty.. .. The driver of performance
of these securities is thus not if, but when principal is paid to the bondholder” (Fabozzi ef al., 2007,
p- 241; emphases in original).

The “100% certainty” was understandable. The move into subprime was accompanied by
considerably increased credit support levels, achieved not just by tranching but by two other
safety mechanisms, “excess spread” and “overcollateralization.”?” The resultant typical structure
of a subprime ABS is shown in Figure 1.3. As is shown there, around four-fifths of a typical
subprime ABS was rated AAA, the same rating as enjoyed by the sovereign bonds of the United
States and other leading nations. Although it was universally understood that the default rate on
the underlying subprime mortgages would be much higher than on prime, it would have taken
what seemed an unimaginably high default rate to eat through all the excess spread, all the over-
collateralization, and all the lower tranches to reach the AAA tranches.

Indeed, in practice excess spread and overcollateralization were in general sufficient to pro-
tect even the lowest of the investment-grade tranches (the “mezzanine” tranches, usually rated
BBB), even when a mild recession caused the delinquency rate on subprime mortgages to dou-
ble in six months in 2000 and remain high for the next two years (Sanders, 2008, p. 256, chart 2).
Although there were some defaults (Ertiirk and Gillis, 2005), they were concentrated mainly in
a limited number of troubled deals and left the majority of investors unscathed. In retrospect, it
is clear that historical contingency played a part in muting the losses in this episode, the first
experience of recession since subprime mortgage lending had reached a large scale. House
prices continued to rise during it, giving some homeowners the option of selling rather than
being foreclosed on and, in particular, limiting lenders’ losses if foreclosure did take place
(Calomiris, 2009). Indeed, ABS defaults of all kinds (not just of mortgage-backed securities) had
been rare until that recession hit. A February 2001 Moody’s report noted that “we often hear
that no ABS security has ever defaulted” (Harris, 2001, p. 13). While not entirely consistent with
the detailed default data in Ertiirk and Gillis (2005), the belief is indicative of widespread con-
viction in the safety of ABSs.

With default still not a major concern of most investors in subprime mortgage-backed secu-
rities, the latter offered an advantage compared to prime securities in terms of the traditional
evaluation focus, prepayment. Although prepayment rates on subprime were usually higher than
on prime mortgages, they were less sensitive to interest-rate changes, thus reducing what was
from the investor’s viewpoint the traditional main drawback of mortgage-backed securities. As
lenders moved into subprime they were able to weaken the entrenched features of “the American
mortgage.” Floating-rate loans became much more common, as did prepayment penalties,
especially penalties for prepaying during the increasingly common period of relatively low — but
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AAA 81%
AA 11%
A 4%
BBB 3%
if securities issued,
either rated BB 1%, not in all deals
or not rated

Other credit enhancement:
excess spread, over-
collateralization

Figure 1.3 Schematic structure of a typical subprime mortgage-backed security

Note: The overall size of the tranches is not shown to scale. The lowest tranche was often replaced by
overcollateralization (see note 27 for the meaning of this and of “excess spread”), but if first-loss securities
were issued they were generally either unrated or rated BB.

Source: Based on Lucas (2007).

still, in absolute terms, quite high — “teaser” rates (Bhardwaj and Sengupta 2008). In conse-
quence, as a chapter in another textbook put it, “the average lives of the residential [subprime]
ABS are likely to be more stable for a given change in interest rates than the average lives of
securities created from conforming [i.e. prime] loans” (McElravey, 2006, p. 371). “No income
verification” loans were particularly prized from the viewpoint of prepayment: “The capital
markets pay a premium’” for them, reported Adelson (2006¢, p. 14), “because such loans display
slower prepayments (and despite the fact that the loans have greater credit risk).”

It would, however, be misleading to suggest that no investors in subprime mortgage-backed
securities were concerned with default. While those who bought the higher tranches did largely
set it aside, those who bought the lowest externally sold tranches (usually the “mezzanine”
tranches, typically with a rating of around BBB, close to the bottom of investment grade) fre-
quently performed their own evaluations of default risk, and they were in quite a powerful
position. Those tranches were “historically harder to sell,” an interviewee told me, but they
usually had to be sold. While the constructor of an ABS might be prepared if necessary to keep
the very lowest tranche, retaining the larger mezzanine tranches as well was unattractive. Many
deals would simply not have been viable from their constructors’ viewpoint if no buyers for
those tranches could be found, because those constructors would have needed too much capital
of their own (many subprime lenders were quite thinly capitalized).
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When constructing a subprime ABS, therefore, those arranging it would often “try to place
the BBBs first,” secure in the knowledge that the AAA tranches could easily be sold “to people
who don’t want to think,” as another interviewee put it. Mezzanine buyers were often sophisti-
cated: they were “willing to spend the time to understand the collateral and the structure.” Some,
for example, had developed their own models of mortgage default rather than relying by proxy
on the rating agencies’ models. These buyers could, and not infrequently did, demand to see the
“loan tapes” (the electronic records of the underlying mortgages), which the buyers of higher
tranches almost never did, and they had to be allowed a reasonable time (even as late as 2001-03,
as much as a week, one such buyer told me) to analyse the contents of the tapes. If they didn’t
approve of what they found — for instance, over-large pockets of particularly risky mortgages
hidden beneath the aggregate data in the offering documents — they might say “I don'’t like the
collateral” and demand that the mortgage pool be changed before they would buy securities
based on it.

All that was soon to change utterly. However, before we can understand fully why it did so
we need to follow an apparent historical detour. At the end of the 1980s, the securitization of
mortgages and other forms of consumer debt was joined by the securitization of corporate debt.
On the face of it, it was a small change: the structures of the new instruments, CDOs, were
initially almost identical to those of ABSs. Around them, however, a quite different cluster of
evaluation practices was to develop.

Corporate CDOs and the emphasis on “correlation”

CDOs were originally a simple extension of the techniques employed in the “private label” secu-
ritization of mortgages and other forms of consumer debt. Firms constructing CDOs again set up
special-purpose legal vehicles and used the capital raised by the sale of securities to investors to buy
pools of corporate debt: at first, bonds issued by corporations but soon also loans made to them.
The securities sold by CDOs were tranched in a way similar to a private-label mortgage-backed
security (see Figure 1.2).

CDOs began in the exciting but risky fringes of the late-1980s bond market, which traded
“junk” (speculative-grade) bonds, typically those issued by corporate raiders as a means of fund-

ing their takeover bids. Although they differed in structure from most later deals,”

what appear
to be the first CDOs were issued in 1987 by the San Diego-based Imperial Savings Association,
in conjunction with the investment bank Drexel, Burnham, Lambert, whose heavy involvement
in the junk-bond market was famously led by Michael Milken. Sharply increased junk-bond
default rates, the February 1990 bankruptcy of Drexel, and the imprisonment of Milken for
securities violations temporarily returned junk bonds to the margins of finance. However, from
1996 on, CDOs started being used on a large scale by banks to shed credit risk from their port-
folios of loans to corporations and to reduce the capital reserves that regulators insisted they
hold in respect to that lending. In November 1996, the United Kingdom’s National Westminster
Bank completed a $5 billion securitization of its loan book known as Rose Funding (previous
CDOs had typically been a tenth of that size or smaller). In 1997, further large CDOs were
created by, among others, Swiss Bank, NationsBank, Bank of Tokyo/Mitsubishi, Credit Suisse,
ABN Amro, Rabobank, J.P. Morgan, and Sumitomo (First Union Securities, Inc. 2000).
Success in selling these huge “balance-sheet CDOs” revealed that they were profitable in their
own right, quite apart from their effects on the loan books and capital reserves of their parent
banks: investors would buy their tranches at spreads that were sufficiently low that the aggregate
flow of cash to those investors was less than the income generated by the loans in the CDO’s
pool, so generating an arbitrage: a risk-free profit. Balance-sheet CDOs were therefore quickly
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joined by what insiders explicitly called “arbitrage CDOs,” which would buy corporate bonds
or loans on the open market and capture this arbitrage.

As described above, the political economy of US mortgage lending led to evaluation prac-
tices focused primarily on prepayment. The latter was a peripheral concern in the evaluation of
CDOs (with no equivalent of government action on behalf of mortgagors, prepayment of cor-
porate loans was generally either prohibited or subject to stringent penalties), and default was
always the focus, with the rating agencies playing an essential role right from the start. In the
early balance-sheet CDOs, banks often did not let investors know the names of the corporations
whose loans had been packaged and sold, fearing loss of those corporations’ business if they
discovered that their bankers had publicly divested themselves of exposure to them. In that sit-
uation, investors had little but ratings to go on.

Rating agencies were told the composition of a CDO’s pool, and — at least in the United
States — the corporate debts that formed the pool would typically already have been rated.
By the early 1990s the rating agencies had accumulated data sets of corporate defaults from
which what they called the “idealized” default rates corresponding to a particular rating could be
inferred. (For example, Moody’s early 1990s estimate of the 10-year default rate of companies
rated AAA was 1.0 percent; for BAA companies, it was 4.4 percent. See Lucas ef al., 1991, p. 6.)
These databases could also be used to estimate recovery rates: the typical extent to which the
loss following default was less than total. For example, Hourican (1990, p. 338) noted that
“studies indicate that defaulted bonds trade at an average price of 40 percent of par [face value]
one month after default.”

Default probabilities and recovery rates thus seemed knowable. But how could they be com-
bined to estimate the probability of different levels of loss in a CDO’s pool? If corporate defaults
were statistically independent events, then those probabilities could be calculated using only
elementary probability theory.” However, it was also clear that the assumption of statistical
independence was untenable:

For example, among companies rated Ba at the beginning of 1974, 6.1% defaulted over the
next 10 years, compared with 21.2% over the 10-year period beginning in 1981.The mag-
nitude of variations in these default rates suggest the presence of correlation, meaning that
if one company defaults, there is a greater likelihood that others will default.

(Lucas et al., 1991, p. 2)

As with mortgages, some of this correlation would be common exposure to the same macro-
economic conditions. With no publicly available model of correlated corporate defaults to draw
on in the late 1980s and early 1990s, the rating agencies initially handled that issue using a “con-
ditional independence” approach closely analogous to that used in rating mortgage-backed
securities. In evaluating CDOs, both S&P and Moody’s again “stressed’ historically average cor-
porate default probabilities by greater amounts for higher targeted ratings and then used those
stressed probabilities in a calculation that assumed defaults to be independent events. The addi-
tional correlation that would come from poorly diversified pools of assets (e.g. loans heavily
concentrated in a particular industry) was again handled procedurally, just as it had been for
mortgages. Thus S&P “notched” (reduced by one or more ratings grades) the ratings of all the
debt instruments in any industrial sector that formed more than 8 percent of a CDO’s pool
(interview data; Standard & Poor’s, n.d., p. 36).%

These relatively simple ways of evaluating CDOs, in which correlation was not modeled
explicitly but handled procedurally, changed more quickly than their counterparts for mort-
gage-backed securities and in quite a difterent direction. The impetus for change was external
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to the rating agencies: the growing influence within banking of derivatives, notably options and
interest-rate swaps.®' By the 1980s, professional traders of these derivatives did not simply eval-
uate them by following set procedures akin to those then used by the rating agencies but
employed explicit, sophisticated mathematical or economic models, many based on the eventu-
ally Nobel Prize-winning Black—Scholes—Merton option model (Black and Scholes, 1973; Mer-
ton, 1973). These models had an impact on the evaluation practices surrounding mortgage-backed
securities — since prepayment is an option, one can apply option theory to calculate by how
much it reduces a security’s value, and the Salomon team were known for their skill in this — but
they brought about a far more radical change in the evaluation of CDOs.

Black, Scholes, and Merton had also applied their options work to modeling the value of a
corporation’s debt.”? Oldrich Vasicek (a Czech-born probability theorist who had worked at
Wells Fargo, where Black and Scholes were consultants) then showed how this approach could
be extended to value a large, homogeneous, highly granular portfolio of corporate loans (Vasicek,
1991).Vasicek’s model was commercially confidential, but a more general computerized simula-
tion version of it was incorporated into CreditMetrics, a system for measuring credit risk devel-
oped by J.P. Morgan. The bank, which was a particularly active proponent of the credit default
swaps discussed below, made both CreditMetrics itself and a detailed description of it (Gupton,
Finger, and Bhatia, 1997) available to other market participants, because (as an interviewee
involved told me) it wanted to promote the market for these swaps by giving other banks a way
of measuring how they could use them to reduce credit risk. In these “Gaussian copula” models,
correlation — previously handled procedurally and almost entirely implicitly — was modeled
explicitly.”

The creators of the big “balance-sheet” deals that made CDOs mainstream were typically not
in banks’ securitization or junk bond departments but in their derivatives teams, especially those
specializing in interest-rate swaps. In consequence, despite the similarity in structure of ABSs and
CDOs, the creators of the new wave of the latter thought of them not as securitizations but as
“credit derivatives,” a term that first came into use in the early 1990s at Bankers Trust (see Sanford,
1993, p. 239), a bank that was prominent in developing new derivatives to disaggregate and make
tradable the different aspects of what an interviewee then employed there called the “bucket of
risks” involved in lending. Sometimes the derivatives teams discovered only accidentally that oth-
ers in a different department of the same bank had long experience of similar structures:

One of the salespeople in Bank of America was in our Chicago office [in 1997], getting a
cup of coftee, showing it [a planned CDO-like instrument] to a colleague. The guy behind
[an ABS specialist] leans over and says, “that’s a really neat idea.” He’s been doing that for
years ... securitizing ... putting diversified pools of assets into a vehicle and tranching off

the risk.

By the mid-1990s, the derivatives teams already inhabited a world in which sophisticated math-
ematical models were central, and they were quick to adopt Gaussian copula models of CDOs
(interview data; Tett, 2009b). That then made purely procedural ratings techniques such as
notching begin to seem outdated: as one interviewee employed at a rating agency in this period
told me, notching was “not a proper correlation method.” All three main agencies largely
switched to evaluating CDOs using Gaussian-copula software systems: S&P with its November
2001 CDO Evaluator, Fitch with its July 2003 Vector, and Moody’s with its May 2004
CDOROM.*

By making credit correlation explicit for the first time, these and other copula models raised
the issue of how to measure it. It was a crucial issue: the assumption of low levels of correlation
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was at the very core of the rationale for CDOs, especially arbitrage CDOs. They depended on
being able to take a diversified pool of corporate bonds or loans with relatively modest ratings
(and the high spreads that went with those ratings) and package them into a structure that would
have large tranches with higher ratings. Those tranches could then be sold at lower spreads, and
the difference could be pocketed as arbitrage profits. Low correlation was what made the high
ratings justifiable and the arbitrage feasible, in effect making relevant the analogy with coins
tossed independently. (One coin can easily turn up tails; twenty independently tossed coins are
most unlikely to.) If the correlations among them were low, a large portfolio of corporate bonds
or loans was most unlikely to sufter the large number of defaults that would endanger a CDO’s
AAA tranche, even if each of those individual bonds or loans was rated BBB or even BB.

In the way Gaussian copula models were formulated in the late 1990s at banks such as
J.P. Morgan, which had overtaken Bankers Trust as the leading player in the credit derivatives
market (Tett,2009b), the correlation between two corporations was the correlation between the
changing market values of their assets. However, this market value is not directly observable (it
can diverge radically from the “book” value of those assets on a corporation’s balance sheet). So,
as a former J.P. Morgan trader told me, they — and also others in banks using Gaussian copula
models — simply took the readily measurable correlation of two corporations’ stock prices as a
proxy for their unobservable asset-value correlations, even if doing so had, as one textbook put
it, “no theoretical justification” (Chaplin, 2005, p. 260).

With the exception of Fitch, which adopted a modified version of this way of estimating
correlation, the rating agencies took other approaches more deeply rooted in their organiza-
tional practices. When Moody’s started using Gaussian copula models, its modelers used either
estimates based on the judgments of experienced ratings staft’ or values implied by patterns in
the records of their actions in downgrading or upgrading corporations (Fu ef al., 2004). When
Standard & Poor’s was designing its new Gaussian copula system, CDO Evaluator, released in
November 2001, it did seek econometrically to estimate the correlation values that would yield
the degree of clustering of corporate defaults that had historically been encountered (Parisi,
2004, p. 2). However, the limited number of cases in its default database as it stood then made
that estimation hard (only with version 3.0 of Evaluator released in December 2005, when the
default database was much larger, did S&P fully embrace these estimates), so consistency with
previous organizational practice was also a criterion that shaped the original choice of correla-
tion parameters. In line with the “conditional independence” approach used prior to the Gaussian
copula, the correlation between firms in different industries in the original version of Evaluator
was set at zero (Bergman, 2001), with dependence on common macroeconomic conditions
captured by continuing to “stress” default probabilities, raising them most if a AAA rating was
sought. The choice in that original version of 0.3 for the correlation between corporations in
the same industry similarly reflected previous practice, an interviewee told me.The value 0.3 was
chosen “partly to maintain consistency with the previous notching scheme”: when applied to
similar asset pools it tended to generate similar results, that is, similar ratings and credit support
levels.

Although no one at the time could have foreseen it, this apparently small, technical decision
in late 2001 (the choice of an intra-industry correlation of 0.3) was pivotal to the chain of events
that I will turn to in the next section. First, though, other ways in which the arrival of derivatives
specialists transformed securitization need to be considered. They brought with them a new
instrument originally developed in the early 1990s at Bankers Trust (Tett, 2009b, p. 24): the
credit default swap. It is a bilateral contract in which one party, the “protection buyer,” pays reg-
ular premiums to the other party for “protection” against default by a third party (Ford Motor
Company, for instance) on bonds issued by it and/or loans made to it. Should Ford default, the
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protection buyer has the right to deliver Fords bonds or loans to the protection seller and
receive their full face value. The protection buyer does not need to hold Ford’s bonds or loans:
it can simply purchase them at the point at which they have to be delivered (following default
they will be trading at a fraction of their face value).

As the former Bank of America credit derivatives specialist put it to me, credit default swaps
gave him and his colleagues a capacity the ABS world of the sarcastic coffee-queue interlocutor
quoted above did not have, for all its much longer experience of securitization: “what he couldn’t
do ... was synthetically transfer” credit risk. Swaps made “synthetic” CDOs possible. Instead of
the special-purpose legal vehicle having to buy loans or bonds for its asset pool, it could simply
sell protection on them via credit default swaps, using the premiums it received from the swaps
to pay the investors in the CDO. Those investors faced a broadly similar pattern of risks and
returns (again, e.g. investors in the lowest tranche were first to lose their capital, in this case if
one or more of the swaps was triggered by default on the bonds and/or loan it covered), but a
synthetic CDO was quicker and easier to construct than a cash CDO, as the CDOs involving
the actual purchase of assets were called. Credit default swaps also made single-tranche CDOs
possible. Such a CDO does not involve a separate legal vehicle: it is simply a bilateral contract
between an external investor and a dealer (typically a credit-derivatives trading desk at a major
bank), in which the investor earns regular fees by selling the dealer protection on a particular
tranche of losses on a mutually agreed pool of corporate bonds and/or loans. Introduced around
2001, by 2003 single-tranche deals dominated the corporate CDO market (Reoch, 2003, p. 8).
Because they too were synthetic (the corporate loans or bonds in question served simply as a
reference pool, a way of defining the deal; they didn’t have to be bought), single-tranche CDOs
could be set up almost immediately: “single-tranche technology is all over in a week,” said the
above interviewee. “You dream up the portfolio on a Monday, structure on the Wednesday,
Thursday, and Friday.”

Single-tranche CDOs greatly increased the salience of “correlation.” Even once it has been
completed, a single-tranche CDO leaves a dealer with a position that needs to be hedged. (The
dealer has bought protection, and thus the hedges will consist predominantly of sales of protec-
tion. Since these are income generating, they earn the dealer the money to pay the investor and
earn a profit from the deal.) This hedging was not a simple task, because the fluctuating value of
a tranche reflects not just changes in the perceived individual creditworthiness of the corpora-
tions in the CDO’s reference pool but also changing beliefs about the likely clustering of
defaults — in other words, about “correlation.” To help them hedge the latter, in 2003—04 the
main credit-derivatives dealers set up markets in tranched, tradable credit “indices,” which they
could use to trade correlation. (That realist phrasing is deliberate: “correlation” was increasingly
talked about, for example, in the trade press, not as a parameter of a model but as a real phenom-
enon with real implications.) Such an index resembles a standardized synthetic CDO — in most
cases with a fixed list of 125 corporations each making up 0.8 percent of its reference pool — and
protection can be bought or sold on either the index as a whole or on standard tranches of it.
The indices (which quickly became liquid, high-volume markets) provided a new way of esti-
mating correlation. A Gaussian copula or similar model could be applied “backwards” to infer the
correlation levels consistent with the prices of protection on index tranches. (For example, if the
cost of protection on higher tranches has increased, but the cost of buying protection via credit
default swaps on the individual corporations making up the index is unchanged, it can be
inferred that participants’ estimates of correlation have increased, or indeed, if one wants to be
fully realist, “correlation itself”” has increased.)

Along with broadly canonical-mechanism markets in credit default swaps that had also
emerged (see, e.g. Rule, 2001), the tranched index markets were the foundation of a wider
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epistemic change that seemed well under way at the time of the first interviews for this research,
in 2006—-07.The models used by the rating agencies to evaluate CDOs and ABSs such as mort-
gage-backed securities were explicitly backward-looking: their parameters were mainly either
crystallizations of previous organizational practices or estimated using data from recent or (in the
case of the Great Depression) distant historical experience. The new canonical-mechanism mar-
kets freed CDO modeling from these organizational and statistical traces of the past: for example,
both correlation and default probability could be inferred from today’s market prices, not past
experience.”

The change sharpened already-existing differences between the evaluation practices sur-
rounding ABSs and CDOs, but it was never complete: among the rating agencies, only Moody’s
made much use of this approach, and even there it was only as a complement to more traditional
techniques. It did, however, seem a harbinger of the eventual complete integration of CDOs
into the full cognitive world of modern derivatives modeling. The “quants” who populated that
world — who often had PhDs in mathematics, physics, or engineering — could seem very alien
to ABS specialists who prided themselves on understanding the everyday material and legal
realities of lending. As one of the latter complained to me, those quants had “never gone out to
collect any money,” whether “with lawsuit or baseball bat.” In consequence, they “didn’t have to
be very intimate with the underlying,” in other words with the debts that ultimately under-
pinned the instruments whose prices they modeled: they “could treat it as an abstraction.” For a
brief moment, nonetheless, it seemed as if the future might be theirs.

The evaluation of ABS CDOs and the arbitrage opportunity it created

However, alongside the world of corporate CDOs, with its increasingly sophisticated products
and models, another world of CDOs had developed: CDOs in which the underlying assets were
tranches of ABSs, residential mortgage-backed securities in particular. Viewed from the corpo-
rate CDO world I have just described, ABS CDOs could seem laggards: a “very boring part” of
the market, as one interviewee put it, in which profit came only from “originating transactions;
it didn’t come from risk-taking, it didn’t come from like good credit assessment. It was purely,
you know, in structuring fees.” The main industry body, the International Swaps and Deriva-
tives Association, standardized the terms of credit default swaps on ABSs only in June and
December 2005 (Damouni 2005), six years later than it had done so for their corporate equiv-
alents. The single-tranche CDOs that reshaped the corporate CDO world were relatively rare in
the world of ABSs. A set of tradable ABS indices (the ABX) was launched only in January 2006,
and a tranched ABS index (TABX) only in February 2007. As innovations of this kind, originat-
ing in corporate CDOs, were replicated for ABS CDOs, the latter nevertheless would catch up,
an interviewee told me in January 2007:“The asset-backed arena . .. is going to ape, I think, the
corporate.. .. [The] ABS market will get there in half the time it took the corporate market.”
Before that could happen, however, ABS CDOs, that “boring part” of the market, were to be at
the core of the greatest financial crisis for the best part of a century.

ABS CDOs emerged in the second half of the 1990s, though they formed only a small mar-
ket (of the 283 CDOs issued in 1997-9, only eight were ABS CDOs; Newman et al., 2008,
p- 34, exhibit 1), and originally had structures quite different from those of the decade to come.”
What is to my knowledge the first with that structure was issued in 1999 by a team at Pruden-
tial Securities involving Chris Ricciardi, who was later to help make Merrill Lynch into a giant-
scale constructor of ABS CDOs. The team found themselves at a disadvantage in corporate
CDOs, because Prudential had little involvement in the forms of corporate lending then popu-
lar as asset pools. However, as Ricciardi told the trade magazine Credit,**Once you have CDOs,
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people ask, ‘what else can I do with CDOs?”” (Fahmy, 2005). Prudential had a large ABS busi-
ness, and Ricciardi noticed that some classes of ABS — such as the subordinate tranches of ABSs
whose pools were second-lien mortgages — offered higher spreads than equivalently rated cor-
porate debt. So the arbitrage that could be achieved by packaging corporate debt into a CDO
could be done even more profitably with ABSs.

The attractiveness of ABS CDOs similar to the Prudential deal was greatly enhanced by the
2000—02 downturn, which led to defaults and bankruptcies (e.g. of overambitious telecoms
providers) that caused substantial losses to investors in the lower tranches of many corporate
CDO:s. In that context, the excellent performance record of mortgage-backed securities made
them seem an attractive substitute for corporate debt. In a single year, ABS CDO issuance more
than doubled (to in excess of $20 billion in 2001) and the ABS share of the CDO market
roughly tripled (Hu, 2007), and issuance continued to grow sharply thereafter: in 2006 alone,
ABS CDOs totaling $307.7 billion were issued.*® While the pools of the early ABS CDOs often
contained ABSs from a wide variety of sectors — such as securitizations of aircraft and equipment
leases, auto loans, and credit-card receivables (Roy and McDermott, 2007) — several of those
sectors also suffered badly in the downturn (Adelson, 2003; Perraudin and van Landschoot,
2004). Accordingly, ABS CDOs increasingly replicated Prudential’s design. By 2004, it was com-
mon for three-quarters or more of the pool to consist of subprime mortgage-backed securities
(Whetten and Adelson, 2005, p. 2).

By the end of the 1990s, CDOs had largely split off organizationally from the world of secu-
ritization and ABSs from which they had sprung: they were the province of different teams or
even difterent departments of banks. There were therefore often fierce battles over which team
or department should have responsibility for the new and highly profitable ABS CDOs. An
interviewee at one leading investment bank, for example, described how there had previously
been a clear division of labor between its Structured Transactions team, which handled corpo-
rate CDOs, and its Securitized Products Group, which had responsibility for ABSs. The influen-
tial head of the latter told the former that they “can’t do that [ABS CDOs] without us,” and
eventually a compromise was reached to conduct the activity jointly with a “50:50 split on
revenue.”

The arbitrage that was the basis of the profitability of ABS CDOs depended entirely on the
ratings of their tranches, and by the late 1990s the rating agencies also had evolved a division of
labor, at least in their large head offices in New York (analysts were sometimes less specialized in
smaller offices such as those in London). Unlike in the banks, though, there seems to have been
little conflict over who should have responsibility for rating ABS CDO:s: in all three agencies,
CDO teams took on the new ABS CDOs, using the ratings of the underlying mortgage-backed
securities or other ABSs that their ABS colleagues had already produced. That organizational
division of labor mirrored the existing division for corporate CDOs, in which the CDO teams
reused ratings of the underlying corporate debt produced by their colleagues in the department
that rated corporate bonds. (Such conflict as did take place seems mainly to have concerned ABS
CDOs in which the underlying ABSs had not been rated by the agency in question, but only by
others. At least one Moody’s analyst took the view that it was improper to rate an ABS CDO
under these circumstances.” In general, though, it was regarded as acceptable when rating an
ABS CDO to use another agency’s ratings of the ABSs, at least so long as one “notched” them —
i.e. slightly reduced these ratings — if the other agency could be viewed as less rigorous.)

Mapping the evaluation of ABS CDOs onto the organizational structure of rating agencies
in this way had the additional advantage of minimizing the additional work that needed to be
done. By in effect treating ABSs as if they were corporate bonds or loans, existing CDO models
could be used with little or no modification. Of the three necessary sets of parameters, the first
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two — the default probabilities of the ABSs in a CDO’s pool and their recovery rates in the event
of default — could again be estimated relatively easily: the former from ABSs’ ratings, with cor-
rections increasingly made for the growing evidence that ABSs were less likely to default than
corporate bonds with the same rating (see, e.g. Roy and McDermott, 2007); and the latter from
data on the limited number of ABS defaults that had taken place (Ertiirk and Gillis, 2005; Tung,
Hu, and Cantor, 20006). Again, though, correlation posed the rating agencies the most challeng-
ing problems. (Recall that if correlation is high it is impossible to form large highly rated
tranches from a pool of assets with only modest ratings.) All three of the routes, discussed in the
previous section, by which knowledge of corporate credit correlation was generated were
largely blocked when it came to ABS correlation. First, there was no full equivalent of corpora-
tions’ stock prices to use, because ABSs did not trade in a canonical-mechanism market. Second,
the very advantage of ABSs — the rarity of ABS defaults — made extracting a reliable correlation
estimate by analysis of the clustering of defaults even harder than in the corporate case. Third,
until February 2007 (at which point the TABX index touched on in the next section was intro-
duced) there was no tranched ABS index market from which beliefs about correlation could be
inferred.

That left essentially two choices: either estimating correlations from the performance record
of ABSs as crystallized in an agency’s own previous actions in upgrading or downgrading ABS
tranches (these ratings transitions are more plentiful than defaults, thus easing the estimation
problem) or directly employing human judgment. Moody’s used baseline estimates based on
ratings transitions, with judgmental additions (Toutain et al., 2005). Fitch’s correlation estimates
were based on “expert assumptions” (Zelter, 2003, slide 5; see also Gill ef al., 2004, p. 10). Standard
& Poor’s attempted to estimate ABS correlation econometrically, and my sources conflict on the
success of the effort. Parisi (2004, p. 2) suggests that correlations were estimated in this way, while
an interviewee reports: “We did try to estimate ABS correlations, but the data was too limited
to derive reliable/stable estimates, given the relative stability of ratings, paucity of defaults and
the number of different asset classes with different dynamics resulting from difterent transaction
structures and underlying assets.” According to this interviewee, consistency with previous prac-
tice again played a role, in particular in the choice of the same correlation, 0.3, between ABSs in
the same sector (i.e. same type of lending) as was used for corporations in the same industry.

Moody’s estimates of the correlation between ABSs in the same sector (such as subprime
mortgages) were also around 0.3.* Fitch’s explicitly judgment-based ABS correlations were
higher than S&P’s and Moody’s: Whetten and Adelson (2005, p. 2) report the use at Fitch of
intrasectoral ABS correlations in the range 0.3 to 0.55, and 0.55 seems to have been the figure
used for subprime residential mortgage-backed securities. However, for reasons to do with how
Fitch implemented its Gaussian copula model, its 0.55 may not in practice have been more
onerous in its effects on ratings than S&P’s 0.3.*! In addition, Fitch was in relative terms an
increasingly marginal player. S&P and Moody’s each rated between 85 percent and 95 percent
of all CDOs (ABS and CDO investors typically expect instruments to have ratings from at least
two agencies), while Fitch’s share of CDO ratings slipped from around 65 percent before 2004
to around 15 percent in 2006—07 (Barnett-Hart, 2009, p. 18, figure 8). In consequence, the rating
of ABS CDOs was in practice done by assuming a correlation of 0.3 (in the case of S&P) or
close to 0.3 (in the case of Moody’) between ABSs from the same sector, such as subprime
residential mortgages.

It was a consequential assumption. A correlation of 0.3 or thereabouts made it possible not
just to package the higher tranches of subprime or similar mortgage ABSs into “high-grade ABS
CDOs” but also to package their mezzanine tranches into “mezzanine ABS CDOs.” As shown in
Figure 1.4, the AAA tranches of the latter would be smaller in aggregate than in high-grade ABS
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High-grade ABS CDO

Super-senior 88%
AAA 5%
Subprime mortgage-
backed securities
AA 3%
AAA 81%
A 2%
AA 11%
BBB 1%
A 4%
NR 1%
BBB 3% ]
9 \ Mezzanine ABS CDO
BB, NR 1%, not in
all deals
Super-senior 62%
Other credit support: excess
spread, over-collateralization
AAA 14%
AA 8%
A 6%
BBB 6%
NR 4%

Other credit support:
excess spread

Packaging tranches of subprime mortgage-backed securities into ABS CDOs

Note: Tranche sizes not shown to scale. ‘NR’ means ‘not rated.’

Source: Modified from Lucas (2007).

CDO:s, and some use of excess spread (see note 27) would normally be needed to achieve the

requisite level of credit support. Nevertheless, to be able to take BBB raw materials and fashion

a product that was mainly AAA was an enticing arbitrage opportunity, and it was one that was

pursued with great vigor in the years immediately prior to the crisis.

The arbitrage was a result that was possible only because of the assumption of relatively mod-

est correlation: one interviewee told me that assuming 0.5, rather than 0.3, would have under-

mined the arbitrage, leaving mezzanine ABS CDOs economically unviable. Given that — and

given the dependence of rating agencies on fees earned from the issuers of securities, and the

possibility of those issuers “ratings shopping” (choosing the agencies that offer the more favorable
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ratings) — should we interpret the choice of a correlation of 0.3 or thereabouts as strategic
behavior guided by anticipated fee income?

Consider, for example, S&P’s choice of 0.3 as the intrasectoral ABS correlation parameter for
CDO Evaluator (the first of the rating-agency Gaussian copula systems, released, as noted, in
November 2001). The ABS CDO:s of that period were far more diversified across sectors than later
deals, and subprime residential mortgage-backed securities typically made up only 30 percent to
40 percent of their asset pools (Whetten and Adelson 2005, p. 20). In that context, the choice of
correlation between sectors is at least as important to rating outcomes as correlations within them,
because the correlation matrix will contain more intersectoral than intrasectoral correlations.
S&P’s choice of 0.1 for the former (Bergman, 2001) was more stringent than the figure of zero it
employed for interindustry correlations and higher than the values of 0.04 to 0.06 Moody’s was
later to derive from analysis of ABS ratings transitions (Toutain et al., 2005, p. 13).

Among that backdrop, S&P’ choice of 0.3 as the intrasectoral ABS asset correlation could
actually be interpreted as cautious, more cautious, at least in the case of mortgages, than a purely
econometric estimate: Parisi (2004) reports an average correlation of 0.06 of the losses on pairs
of pools of US residential mortgages in the period 1995-2002. If the interviewee quoted above
is correct in reporting that a major influence on the choice was the use of 0.3 as the intraindus-
try correlation assumption, then it was the transfer to the rating of ABS CDOs of an assumption
that was at least sometimes seen in its original context as “overly conservative” (Chen et al.,
2005, p. 3n). There was sharp controversy about one of the correlation assumptions in S&P’s
Evaluator, but it concerned the zero interindustry correlation (the remaining trace of the older
evaluation practices incorporating stressed scenarios and conditional independence),* not the
0.3 intrasectoral ABS correlation. As far as I can tell, no one at the time foresaw, at least at all
clearly,® that the effects of the choice of 0.3 would in fact be far from conservative.

If the choice of 0.3 or thereabouts as the intrasectoral ABS asset correlation was the chief
proximate precondition of the arbitrage that fueled mezzanine ABS CDOs,* the background
precondition was the separate evaluation first of the ABSs in the CDO’s asset pool and then of
the CDO itself. As suggested above, that was the “natural” way to map the evaluation task onto
the organizational structure of the rating agencies, but it is also clear, with hindsight, that this
two-step organizational division of labor fed the arbitrage. The justification of awarding high
ratings to securities based on a pool of assets of only moderate credit quality is ultimately the
diversification of that pool. In that sense, diversification can be a “free lunch”: at little additional
cost, it dilutes away almost all the idiosyncratic risk posed by an equivalently sized holding of a
particular asset, leaving only the systematic risk posed by the exposure of all the assets to the
same underlying economic factor or factors.*

In the two-step process, however, the lunch was frequently being eaten twice, so to speak.The
rating of each ABS reflected the way in which the diversification of'its pool of mortgages (includ-
ing its geographical diversification) minimized idiosyncratic risk, and then diversification (in the
form of the modest correlation assumption) was also taken to justify higher ratings of most of the
CDO than of the component ABSs. Here is where the organizational analogy between the eval-
uation of a CDO made up of corporate bonds and a CDO made up of ABSs was treacherous.
A corporate bond or loan will typically be high in idiosyncratic risk, hence the justification of
giving higher ratings to tranches formed from a diversified pool of such bonds or loans than to
its components. ABSs, however, often no longer contained much idiosyncratic risk that could be
diversified away, but only systematic risk (exposure to common factors such as the risk of nation-
wide house price decline) that was not greatly reduced by packaging ABSs into a pool. There is
some evidence that relations between the ABS specialists and the CDO specialists in the rating
agencies were not always good (an interviewee reports that in his agency “communication
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between the ABS and CDO groups was very poor”),* but even if they had been harmonious
this eftect — the benefits of diversification being consumed twice — would have been created if
each group had continued to follow its habitual practices.

This issue — that in the two-step evaluation process the free lunch of diversification was often
being eaten twice — also bears upon an argument frequently invoked by market participants
prior to the crisis as implying the safety of ABS CDOs: that the United States had never expe-
rienced a substantial nationwide house-price decline since the Great Depression, with sharp falls
restricted to specific regions. If that could be extrapolated into the future (and of course we now
know it could not be), it did mean that the safety of ABSs was increased by geographical diver-
sification. However, it also was taken as indicating the even greater safety of ABS CDOs, which
often added little further geographical diversification because the constructors of the underlying
ABSs had already diversified them as much as possible to avoid ratings penalties.

From this viewpoint, it is worth considering what would have happened if, instead of split-
ting the evaluation of ABS CDOs into two steps, conducted by two separate groups (the ABS
group and the CDO group), the rating agencies had allocated the entire task to just one of the
groups and instructed it to use just its own techniques, developing those techniques as necessary,
despite the very large amount of extra work that would have been created. To ask what would
have happened if an ABS CDO had been evaluated using solely the logistic regression or hazard-
rate models and historically based stress scenarios sketched in the second section of this chapter
is an exercise in the counterfactual. It would have required merging the loan-level data from
multiple ABSs, applying those models to the entire merged pool, then modeling the cash flow
consequences for each ABS of the predicted defaults and recoveries, and finally modeling the
knock-on consequences for the CDO. I have not found an instance of this being done, and
interviewees seem to regard it as still not fully practicable, primarily for computational reasons.*’

What does seem clear, though, is that had it been technically feasible to rate a mezzanine ABS
CDO using only ABS practices, doing so would have been unlikely to permit the CDO to have
large AAA tranches.When the mortgage default rates that characterized a AAA stress were applied
to the giant merged pool, the cash flow to most of the BBB ABS tranches would most likely cease.
Cash flow into the ABS CDO would then be greatly reduced, and in consequence even its higher
tranches would default and would thus have had to be deemed not eligible for a AAA rating.
(Indeed, that is in essence what has actually happened. The US mortgage market has suffered
default rates that approach those of a AAA stress. The AAA tranches of subprime ABSs have so far
generally survived that stress — while many have suffered ratings downgrades, only a few have
defaulted, as shown in Table 1.1 — but their BBB tranches often haven’t survived, and mezzanine
ABS CDOs, which are composed mainly of those tranches, have therefore failed en masse.)

There are, however, not counterfactual but actual instances of the obverse: evaluating an ABS
CDO using only CDO practices.* In around 2006, some CDO specialists at one of the rating
agencies tried as “a case of intellectual curiosity,” as one of them put it to me, to do just that.
They applied the oldest and simplest of all the Gaussian copulas —Vasicek’s model — to pools of
mortgages, calibrating its correlation parameter to the typical ratings of ABS tranches (they
found a value of between 0.3 to 0.4 to fit). They then “allocate[d] losses randomly to each ABS
deal ...so that the frequency (and severity) with which each BBB ABS tranche defaulted could
be recorded. This allowed the correlation between each pair of ABS tranches to be calculated.”
The result was far from the modest level of 0.3 that generated the ABS CDO arbitrage: “This
correlation turned out to be very high indeed, in the region of 0.8.” Unfortunately, however,
these specialists did not at that point have organizational responsibility for ABS CDO evaluation
(it wasn’t ‘under our watch’ at the time”), and they knew their “method was simplistic,” so they
“never wrote it up” and took the issue no further.
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Table 1.1 CDO evaluator’s three-year default probability assumptions versus realized default rate of US
subprime mortgage-backed securities issued from 2005 to 2007

CDO evaluator three-year default probability Realized incidence of default, as of July

assumptions, as of June 2006 (%) 2009 (%)
AAA ... .008 .10
AA+ ..., .014 1.68
AA....... .042 8.16
AA- ... .. .053 12.03
At ....... .061 20.96
AL, .088 29.21
Aol 118 36.65
BBB+ ... .340 48.73
BBB ..... 488 56.10
BBB- ... .881 66.67

Sources: Adelson (2006a); Ertiirk and Gillis (2009).

The analysis they had performed is what participants call a “drilldown,” an evaluation of a
structured financial instrument that does not simply reuse previous evaluations of its components
but “drills down” to the assets underlying those components (in this case mortgages). Additional
evidence that the organizational division of labor, and not simply the pursuit of fees, mattered
to the ratings evaluation of ABS CDOs comes from the contrast in this respect between the
evaluations of them and of the instruments whose structure most closely resembled theirs:
CDO? (“CDO-squareds”). These are CDOs whose asset pools consist of tranches of corporate
CDOs. CDO s did not cross organizational divides in the way ABS CDO?s did: they were firmly
within the remit of the agencies’ CDO groups, which had responsibility for the evaluation both
of the structure itself and of its components. In this case, drilldown analyses were performed.The
CDO groups rated CDO? by merging the asset pools of the underlying CDOs and applying
their Gaussian copula systems to the merged pool. This evaluation practice meant that the “free
lunch” of diversification was eaten only once in the evaluation of CDO?, not twice as in the case
of ABS CDO:s. It also took into account another potential source of correlation: the frequent
presence of the debts of the same corporation in several of the CDOs whose tranches made up
the asset pool of a CDO? Drilldown evaluation muted the attractiveness of CDO? as arbitrage
opportunities, and the sector never grew to approach anything like the scale of ABS CDOs.

ABS CDOs and the causes of the credit crisis

The overall performance of ABS CDOs is most easily tracked via the incidence of “events of
default,” which are triggered by very poor performance of the underlying assets.* While the ABS
CDOs issued from 2001 to 2003 have not performed catastrophically by that metric, from 2004
on each successive vintage was worse than its predecessor. Events of default have been declared
in around 30 percent of ABS CDOs issued in 2005;1n over 40 percent of those issued in the first
half of 2006; in over 70 percent of deals from the second half of 2006; and in over 80 percent of
deals from 2007 (Sakoui, 2009). By March 2010, events of default had been declared in 418
CDO:s totaling $371.6 billion, the vast majority of them ABS CDOs.* The exact losses are still
unknown (only 27 percent of those deals had actually been liquidated at that point) but the
IMF’s October 2008 estimate, quoted in the introduction, of $290 billion still looks reasonable.
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While losses on ABS CDOs have not been central to all the failures or near failures of major
institutions (they played, e.g. only a small part in the bankruptcy of Lehman Brothers; see
Valukas, 2010), their overall role has been large. They triggered the bankruptcy in the early
summer of 2007 of two hedge funds run by Bear Stearns, which was the single most clearly
identifiable trigger of the crisis. When the funds’ main creditor, Merrill Lynch, seized $850 million
of their ABS CDOs on June 15, it found it could sell them only at around 20 percent of their
face value, “triggering the repricing of CDOs around the world” (Onaran, 2008). The world’s
largest insurer, AIG, was pushed to the brink of bankruptcy by write-downs of $33.2 billion
(49.6 percent of its total losses) on credit default swaps via which it had sold protection on ABS
CDO:s. The world’s largest bank, Citigroup, nearly suffered the same fate following $34.1 billion
ABS CDO write-downs (61.6 percent of its total losses). Merrill Lynch incurred calamitous
$26.1 billion ABS CDO write-downs, UBS a near-calamitous $21.9 billion, Ambac (a leading
monoline insurer) $11.1 billion, Bank of America $9.1 billion, and Morgan Stanley $7.8 billion.
Among the major institutions whose losses are analyzed by Benmelech and Dlugosz (2009),
ABS CDO write-downs totaled around two and a half times the write-downs on residential
mortgage-backed securities themselves.

Of course, ABS CDO losses came from ABS losses, and those in turn stemmed from mort-
gage defaults. By the end of 2009, 4.58 percent of all the residential mortgages in the United
States were in foreclosure (a rate without precedent since the Great Depression) and a further
10.44 percent were delinquent (one or more payments overdue), with rates for subprime or
Alt-A (mortgages assessed as being of higher quality than subprime but lower than prime) even
higher: for example, 15.58 percent of subprime mortgages were in foreclosure, and a further
25.26 percent delinquent.® The result has been losses on ABSs hugely in excess of those assumed
in the rating of ABS CDOs (see Table 1.1), and those losses are the ultimate cause of events of
default in the majority of recent ABS CDOs.

These mortgage default rates have multiple, interacting causes, including the substantial
falls in US house prices since 2006, the sharp rise in unemployment since 2007, and the well-
documented decline in the standards of US mortgage underwriting in the years prior to the
crisis. The burgeoning literature on the credit crisis has yet to reach a definitive judgment on
the relative importance of these causes, and that is a task well beyond the scope of this chapter.
Most directly pertinent here are mortgage underwriting standards. It is well established — three
existing papers, using different methodologies, have all found evidence of it** — that the
securitization of mortgages weakened the screening of applicants by the originators of these
mortgages. The likely reason is similarly well understood and not unique to the current crisis:
securitized lending creates an agency problem by transferring many of the costs of default
from loan originators to investors, a problem that is exacerbated if — as was often the case — the
originators of loans are remunerated, directly or indirectly, according to the volume of loans
they originate. Problems of this kind undermined all the various pre-1930 waves of mortgage
securitization in the United States (Snowden, 1995). For example, in the 1880s and early
1890s large numbers of mortgage companies issued bonds backed by Western farm mortgages.
The 1890s depression saw most such companies fail, in part because “their local agents ...
generally working on a commission basis ... were overgenerous in approving loans” (Bogue,
1955, p. 267).

For a quarter of a century from the 1977 rebirth of private-label mortgage securitization in
the United States, this ever-present agency problem was largely held at bay. Clearly, one import-
ant set of gatekeepers in this respect was the rating agencies, and much attention has focused on
the question of whether they loosened their standards of evaluation of mortgage-backed securi-
ties in the years prior to the crisis (see, e.g. Smith, 2008a, 2008b; Fligstein and Goldstein, 2010).

35



Donald MacKenzie

Unfortunately, the snowballing process led me predominantly to rating-agency interviewees
who were CDO specialists, not ABS specialists, so my interview data do not answer this ques-
tion. However, Ashcraft, Goldsmith-Pinkham, and Vickery (2009) examine trends through time
in the fraction of subprime and Alt-A mortgage-backed securities that were rated lower than
AAA, taking into account both the extent of other forms of credit support (insurance and excess
spread) and the characteristics of the underlying mortgage pools (the FICO score of the bor-
rower, loan-to-value ratio, local-area house price changes, etc.). They find that, controlling for all
the other variables, the fraction rated below AAA went down by around 20 percent between
mid-2005 and mid-2007 (see also Fligstein and Goldstein, 2010). This is consistent with a
decline in rating standards, and while Ashcraft ef al. (2009, p. 22) “remain agnostic” whether the
cause is “innocent errors” or “agency problems due to the ‘issuer pays’ credit rating model,” an
extensive body of rating-agency email messages released in April 2010 by the Senate Permanent
Subcommittee on Investigations does suggest both market-share pressures and a degree of inter-
nal doubt about the appropriateness of some ratings.>

It is worth noting, however, that this 20 percent decline in the fraction rated below AAA
represents only a modest change in the structure of a typical subprime ABS: from lower tranches
totaling around 24 percent of the structure to the 19 percent shown in Figure 1.3.The change
is small relative to the huge differences — of between 12-fold and over 300-fold — between the
previous historical experience of ABS defaults (which I have shown in Table 1.1 as it was cap-
tured in the default probability assumptions of CDO Evaluator)®* and the actual incidence of
those defaults during the crisis. Certainly, small causes can have big effects, but any analysis of
the crisis that attributes it primarily to declining standards at the rating agencies would have to
show a plausible mechanism by which that might have happened here.

It is, therefore, worth also considering the other gatekeepers, discussed in the second section:
the traditional buyers of mezzanine ABS tranches, normally rated BBB (Adelson and Jacob,
2008b). By 200506, those investors, and the specialists who earlier had insured the mezzanine
tranches, had been almost entirely displaced: “About 90% of the recently issued triple-B-rated
tranches [of subprime ABSs] have been purchased by CDOs” (Adelson, 2006d, p. 5). The mez-
zanine ABS CDO managers who replaced them did sometimes try to be discriminating in their
ABS purchases. One, for example, told me how he and his colleagues tried to avoid ABSs con-
structed by the subprime lender Ameriquest, because they felt its lending standards were lower
than those of its peers. Another told me how, despite the fact that by 2005-06 the week that
traditional mezzanine-tranche buyers had been given to analyse ABSs had often shrunk to less
than a day, his firm had nonetheless set up the expensive tools needed for that analysis in such a
way that much of it could be performed “in an hour or two.”

However, what the constructor of a mezzanine ABS CDO could not do was avoid those
tranches altogether. As another interviewee put it: “So, you know, you talk to people [CDO
constructors|, and they’re complaining about the quality [of ABSs]. ... But they got a mandate
to do the CDO, they got to get it done. They got to buy something. So, ’cause they want their
fees.” In particular, the constructors of ABS CDOs would still buy ABSs even when their
spreads no longer seemed, to ABS specialists, to justify their risks: ABS CDOs “will not hesitate
to bid spreads tighter than can be fundamentally justified so long as their “arb” [arbitrage] can
still be made to ‘work™ (Adelson, 2006d, p. 1). Indeed, the aggregate demand from ABS CDOs
for mezzanine tranches of ABSs exceeded total supply (as an interviewee put it, CDOs “were
so into it, that the amount of paper being created wasn’t enough for them”), so even poorly
regarded ABS constructors were still able to sell their mezzanine tranches, traditionally the
hardest to place. The gatekeeper role of the traditional buyers of those tranches thus vanished
entirely.
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To the extent that the removal of this second set of gatekeepers facilitated the loosening of
standards of mortgage lending, ABS CDOs contributed to their own downfall. They were also
at the pinnacle of a broader change. From 1970 to around 2000, mortgage securitization in the
United States could be described as predominantly being “securitization in order to lend” (a way
of funding lending), and those who saw it like that had an incentive, over and above the presence
of rating-agency and mezzanine-buyer gatekeepers, to avoid poor-quality lending: even if
defaults on securitized loans no longer directly aftected them to any great degree, they would
indirectly damage their organization’s reputation and thus endanger future funding. In the fol-
lowing decade, however, these priorities were often reversed. “Lending in order to securitize”
became a dominant motivation, in other words, making loans in order to capture the arbitrage
profits to be reaped by packaging them into ABSs, and then packaging those ABSs into CDOs.
The “assembly lines” — as market participants often called them — that did this packaging needed
an ample supply of raw material, in other words, of mortgages. Demand for the latter was so
strong that mortgage brokers found themselves the objects of eager attention from “wholesalers,”
representatives of banks or other finance companies who would pay commissions to brokers for
their clients’ mortgage applications. Some wholesalers reportedly even oftered sexual favors in
addition to fees (der Hovanesian, 2008).

As already suggested, however, the resultant decline in mortgage-underwriting standards
needs to be weighed up against other causes of high default rates such as falling house prices,
and while the ample, relatively low-cost funding provided by securitization contributed to the
house-price bubble that ended in these sharp house-price falls (see, especially, Mian and Sufi,
2008), it was not the only cause of the bubble. Furthermore, while mezzanine ABS CDOs were
the crucial purchasers of the lower tranches of ABSs, high-grade ABS CDOs were only one
source among others of the demand for higher tranches.® So the argument that ABS CDOs
contributed importantly to the US mortgage crisis by removing a crucial set of gatekeepers and
encouraging the “lend to securitize” imperative remains a hypothesis, albeit a plausible one.

More definitively identifiable are the roles played by two further imports from credit deriv-
atives to the world of ABSs: credit default swaps and tradable credit indices. Credit default swaps
on ABSs made it possible, effectively for the first time, for traders in hedge funds and banks
directly to bet against subprime mortgages.Via a default swap, such traders could buy protection
on an ABS tranche (normally a mezzanine tranche, with its high exposure to default) without
needing to own the securities involved. If the tranche defaulted, they would receive from the
protection seller any shortfall in the money due to an owner of the securities, which would be
a handsome return for modest protection premiums.

Such purchases of protection grew rapidly, especially after the terms of credit default swaps
were standardized in 2005. Even though they were underpinned by skepticism about the pros-
pects for ABSs, they paradoxically had the temporary effect of further fueling the growth of ABS
CDOs, because — in a situation in which, as noted, the demand from the constructors of ABS
CDOs for mezzanine ABSs had outstripped supply — they made possible synthetic ABS CDOs.
Instead of buying ABSs, the latter sold protection on them, via credit default swaps, to traders
betting against subprime mortgages, and used the swap premiums to pay investors. The ABS
CDO “system,” if one can call it that, thus quite literally absorbed the dissent that underlay the
purchases of protection. Indeed, as was highlighted by the April 2010 civil fraud action launched
by the SEC against Goldman Sachs, in some cases the selection of ABSs for an ABS CDO
reflected input from those (such as hedge fund manager John Paulson) who wished to use the
CDO as a way of hedging their exposure to subprime or betting against it.

ABS credit default swaps and synthetic subprime ABS CDOs magnified the risks of mort-
gage lending. If losses on the underlying mortgages reached a level that caused an ABS tranche
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to default, then more was at stake than the consequent losses to direct investors in that tranche,
such as cash CDOs. All the credit default swaps on the tranche would also be triggered, causing
additional losses, for example, to synthetic CDOs that had sold protection on the tranche. As
ABS defaults mounted, the eventual result was massive transfers of wealth from ABS CDOs and
other sellers of protection to the buyers of protection: hedge funds such as Paulson’, and those
banks — notably Goldman Sachs and Deutsche — that had also started to buy protection on a
large scale, either as a way of hedging their positions or as a way of profiting from the coming
disaster. The total amount of such transfers is not known, but something of their scale is indi-
cated by the fact that John Paulson made $15 billion for his fund in 2007, mainly in this way
(Zuckerman, 2009). To some extent, of course, these transfers were simply from one bank to
another, but they were of sufficient size dangerously to erode the capital base of those banks that
had been large net sellers of protection.

The second set of imports from the world of credit derivatives, tradable credit indices, rendered
visible the extent to which banks’ assets had lost value. Two new broadly canonical-mechanism
tradable indices — the ABX, launched in January 20006, and its tranched version, TABX, launched in
February 2007 — allowed traders to buy and sell protection on standard packages of subprime
ABSs.* As the cost of buying protection on an ABX index rises, the level of that index falls, and
because that level (unlike the price of individual ABS credit default swaps) was public, it rendered
visible a decline in perceived creditworthiness. The result of a greatly increased demand from hedge
funds and banks such as Deutsche and Goldman to buy protection was that the ABX indices fell
sharply early in 2007, and then again from the late spring onward. By early 2008, ABX levels
implied the expectation of almost total capital losses on the BBB and BBB tranches of the subprime
ABS:s they covered, and very large losses even on higher tranches (Fender and Scheicher, 2008).

The banks that owned ABS CDOs and ABSs (many of the latter in “warehouses” awaiting
packaging into ABS CDOs) generally held them in what are called their “trading books,” which
meant — under current “fair value” accountancy regimes — that they had to be marked-to-market:
that is, revalued as market prices changed. The ABX provided a market that could be used to do
just that. There was fierce dispute as to its adequacy — “ABX and TABX don’t really count as
grown-up markets. The market participants needed to create proper two-way flows in ABX
remain elusive” (Hagger, 2007) — and there were accusations that even though tradable credit
indices apparently were proper canonical-mechanism markets, they could actually be manipu-
lated (interview data; Hughes, 2008). However, there was strong pressure from auditors (some
fearful after the scandals and criminal convictions earlier in the decade, notably concerning
Enron and WorldCom, of “any impression that they are going soft on clients”) to use the levels
of the ABX to value banks’ holdings. “It’s cover-your-ass stuff,” said one critic of the practice, but
it meant that “banks that mark assets far from where the indices trade incur the ire of their audi-
tors” (Economist, 2008, pp. 95-0).

Using the ABX, and such other market prices as were available, to value ABS and ABS CDO
portfolios meant that such valuations were forward looking: those prices incorporated predic-
tions of defaults to come, not simply those defaults that had already happened. In the eyes of the
proponents of “fair value” accounting of this kind, these valuation practices appropriately ren-
dered mortgage-related losses quickly visible. In the eyes of its opponents, they worsened the
crisis by making these predictions self-fulfilling, because they produced accounting write-downs
of such a magnitude that they spilled over into “the real economy,” causing first an effective shut-
down of subprime mortgage lending (leaving borrowers without opportunities to refinance, for
example, when “teaser” rates ended) and then a general collapse of other credit that led, inter alia,
to a sharp rise in unemployment. In so doing, those evaluation practices may have helped bring
about the huge default rates on which they were predicated.
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The final process that needs to be examined is how ABS CDO losses came to be highly
concentrated in banking and insurance, given that instruments of that kind were expected to
minimize the effects of losses of this sort by allowing the shedding of dangerous accumulations
of credit risk. (Of the IMF’s estimate of $290 billion ABS CDO losses, at least half was incurred
by banks and a further 20 percent to 25 percent by insurers; see IME 2008, p. 9, table 1.1.) The
chief cause of the concentration of losses was that the safest tranches of ABS CDOs — the AAA
super-senior tranches that typically made up more than half of even mezzanine ABS CDOs (see
Figure 1.4) — were hard to sell to outside investors, because the finite cash flow into an ABS
CDO meant its super-senior tranche could offer only very modest spreads, usually around only
25 basis points (a quarter of a percentage point) over Libor, without overly reducing the spreads
on the lower tranches.

Banks such as Merrill Lynch and Citigroup, with giant ABS CDO “assembly lines,” thus had
little option but to retain most of their super-senior tranches, leaving them with huge expo-
sures when defaults threatened even those tranches. The credit default swaps via which banks
bought protection on super-senior tranches from AIG and the monolines were the largest
single causes of insurers’ losses. Analytically most interesting, however (because they are most
directly indicative of beliefs about super-senior ABS CDO tranches), are those cases in which
traders at banks without large-scale involvement of their own in ABS CDOs nevertheless
chose to buy super-senior tranches originated by other banks or to sell those banks protection
on them via credit default swaps.

Most fascinating of all these cases is a trade put on by a proprietary trading group at Morgan
Stanley from September 2006 to January 2007.> I first learned about this trade in a February
2010 interview, and a fuller, but almost entirely consistent, account was then given by Lewis
(2010, pp. 200—-19), on which I also draw here. The total loss on it was $9 billion, just over half
of the total credit-crisis losses that temporarily threatened the survival of the world’s second
most prominent investment bank (Benmelech and Dlugosz, 2009, p. 163, table 1; Lewis, 2010,
p. 215).* What makes the trade interesting is that the Morgan Stanley group responsible for it
was among those skeptical of the prospects for the US mortgage market, and like others they
had accumulated a large ($2 billion) “short” position in credit default swaps on BBB mezzanine
tranches of ABSs, in other words, a position that would pay out, via the swaps, if those tranches
defaulted. They were — rightly — convinced that the position would thus be extremely profitable,
but until that happened it was what traders call a “negative carry” position: keeping it in place
required expenditure (the premiums that had to be paid to the protection sellers). A common
way of eliminating the negative carry of a “short” BBB position (and of hedging against the pos-
sibility that one’s pessimistic view of creditworthiness is wrong) is to match it with a “long” AAA
position in the sector in question, the rationale being that a decline in creditworthiness will have
a far greater impact on BBB than on AAA assets, while the income from being long the latter
(i.e. from holding them or selling protection on them) will eliminate the negative carry. So the
Morgan Stanley group did just that in late 2006 and early 2007. Unfortunately, though, they did
this not by going long AAA ABS tranches but going long AAA ABS CDO tranches. They
matched their $2 billion of purchases of protection on BBB ABS tranches with $16 billion or
more of sales of protection on AAA super-senior ABS CDO tranches. (The difference in size —
again perfectly understandable — reflected the fact that BBB tranches are far more sensitive to
declines in credit quality and have much higher credit default swap premiums than AAA.)>

The difference between an AAA position in ABSs and in ABS CDOs may seem minor, but
it changed the nature of the trade utterly. The asset pools of the ABS CDOs in which the
Morgan Stanley traders had a long position consisted largely of mezzanine ABS tranches of the
kind they were short. In the terminology of the world of corporate CDOs, that made it a
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correlation trade, and had the position been shown to a correlation trader he or she would
immediately have seen that the trade utterly depended on the correlation of those BBB tranches
remaining at the modest levels reflected in the AAA rating. If correlation was high, and if some
BBB tranches defaulted (as the Morgan Stanley traders expected them to), then it was probable
that many other such tranches would also default. If that happened, even the AAA super-senior
tranche of an ABS CDO composed of these tranches would be likely to default in its turn.
Indeed, a corporate correlation trader, in a different section of the bank, would simply not have
been allowed to take on such a gigantic exposure to correlation, as this position would have
been understood, in that section, to involve.

The fact that the position was taken on indicates either belief that correlation was indeed low
or simply belief that a tranche rated AAA must be much more creditworthy than a BBB tranche.
(It is more likely that it was the latter, but my data do not allow me to be certain.) Crucially, the
detailed history of the trade reveals that such convictions were not restricted to the Morgan
Stanley group. Merrill Lynch turned down the latter’s offer to buy $2 billion of its super-senior
ABS CDO tranches because the 28 basis point spread Morgan Stanley demanded was greater
than the 24 basis points Merrill was prepared to pay (Lewis, 2010, p. 208). The difterence, as
Lewis points out, was a mere $800,000 a year, a sum Merrill’s traders would surely gladly have
paid had they thought that there was any real risk of the tranches in question defaulting. Simi-
larly, even as the crisis began to unfold in July 2007, two other banks, UBS and Mizuho Financial
Group, purchased large chunks of Morgan Stanley’s super-senior ABS CDO positions from it at
what appears to be reasonably close to face value.

Within a matter of days, such sales could no longer be made. When Morgan Stanley finally
extricated itself from some of the remainder of its super-senior position by selling it back to Deutsche,
it received only 7 percent of its face value (Lewis, 2010, p. 214). In a single year, a $16 billion ABS
CDO position that had been evaluated as AAA had apparently lost up to 93 percent of its value.*
Repeated across the portfolios of many of the world’s leading banks, falls of this kind helped push
many of them close to, or beyond, the boundary of insolvency.

Conclusion

This chapter has shown how the clusters of evaluation practices surrounding ABS and CDOs
differed and how (via the “convention” formed by the ratings-spreads nexus and the organiza-
tional division of labor in ratings agencies) those practices fueled an arbitrage that had the disas-
trous consequences outlined in the previous section. A number of questions nevertheless remain.

One question is substantive: since corporate CDOs themselves embodied an arbitrage similar
in its nature to the ABS CDO arbitrage, why did they not have similar disastrous effects? The
answer appears to be contingent. The capacity to sell on “leveraged loans” (loans that were used
mainly for “leveraged buyouts,” in other words debt-fueled takeovers) by packaging them into
CDOs helped increase levels of leverage, and it did loosen lending standards in that sector, too.
In particular, CDO funding was associated with less tight loan covenants (these covenants give
rights to creditors and impose restrictions on borrowers). However, the other correlates of the
packaging of leveraged loans into CDOs — cheaper and more readily available credit — had the
countervailing eftfect of making it possible to finance leveraged buyouts of much larger firms.
The fact that other things being equal such firms are safer — they “generated more free cash
flows . ..and were less risky” (Shivdasani and Wang, 2009, p. 5) — seems to have counterbalanced
the effects of the tendency to looser covenants.®' As in other aspects of the account given here,
specific contingencies (in this case, the presence in corporate lending of a countervailing effect
absent in mortgage lending) matter greatly.
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A more general issue, an analytical one, raised by my focus on evaluation practices concerns
belief. Should we understand the conduct of those practices and the use of their results as having
been driven by belief in them, or should it be seen as cynical, as driven simply by the pursuit of
gain (e.g. by earning fees from ratings)? More broadly, were those involved self-interested ratio-
nal actors freely choosing their actions, or did those actions, at least sometimes, “incorporate
institutional rules by taking them for granted without much decision or reflection” (Meyer,
2009, p. 41)? Did “habit” (Camic, 1986) or even “habitus” (e.g. Bourdieu, 1984) play a role?

Of course, habits and social interests are interwoven: what is in our interest often becomes
habitual (as, indeed, Bourdieu’s work reminds us). Nevertheless, because of the understandable
desire to assign blame it is easy in the aftermath of a calamity such as the credit crisis to adopt
too simplistically what Vaughan (1996, p. 36) calls the “amoral calculator hypothesis.” Certainly,
reflexive, calculative action has played a major role in my narrative: what is arbitrage, after all, if
it is not action of this kind, action that exploits discrepancies in others’ evaluations (see Beunza
and Stark, 2004)?%* Yet the episodes discussed here include at least one set of cases (the super-senior
ABS CDO trades outlined at the end of the previous section) that are hard to interpret without
invoking belief either in evaluation practices or in the ratings that were their products. Nor,
I think, would amoral calculation be a correct interpretation of the way the rating agencies
evaluated ABS CDOs: I have found no clear evidence that they saw the danger of ABS CDOs
and ignored it for the sake of fees. On the contrary, the evaluation of ABS CDOs using existing
corporate CDO models and similar correlation values is plausibly interpretable as organizational
routine: the extension to a new domain of evaluation practices that were familiar and conve-
nient, and that did not involve the considerable development effort that analysing ABS CDOs
in the alternative ways I sketched in that section would have needed.

The analogy with Vaughan’s work also raises a second analytical issue: organizational structure.
There is a sense in which the situation examined here contrasts quite sharply with that analysed
in Beunza and Stark’s (2004) discussion of arbitrage. In the trading room they studied, “the fric-
tion among competing principles of arbitrage” was productive: it “generates new ways of recog-
nizing opportunities” (Stark, 2009, p. 16). While that is the case here too, it is so only temporarily:
opportunities that are recognized are soon eclipsed by dangers that are not identified. Instead of
Stark’s “heterarchy” (flexible governance that makes friction productive by facilitating organiza-
tionally distributed “reflexive cognition,” with, for example, elements of “self~-management” and
“lateral accountability” rather than simply “vertical authority”),® what I have found is more often
reminiscent of the rigidities and barriers to information flow in the background of the Chal-
lenger disaster (Vaughan, 1996). As noted in the introduction, the ABS CDO seems less the
productively polysemic “boundary object” of the social studies of science (Star and Griesemer,
1989) than a kind of epistemic orphan, cognitively peripheral to its parent worlds, and not the
object of a new creole or even much of a pidgin (for which see Galison, 1997).%

What is in retrospect striking is how little sense there was before the crisis of the dangers that
were accumulating in ABS CDO:s. As noted in the introduction, the first interviews for the
research reported here were conducted in 2006 and early 2007, before the crisis, and they con-
cerned the evaluation practices surrounding corporate CDOs. The practitioners of these had
their concerns — one rating-agency employee reported: “Some investors have said ... to us ...
‘does a AAA mean the same thing as it meant five years ago?”” — but to the extent that those
concerns had a specific focus it was a sophisticated form of CDO called a CPDO (constant
proportion debt obligation), not the vastly bigger volume of the “boring” ABS CDOs. Similarly,
the pre-crisis conference “trip reports” by Mark Adelson of Nomura (see, e.g. Adelson, 2006¢,
2006d, 2007) reveal widespread awareness among ABS specialists of growing problems and high
levels of fraud within the US mortgage market, but not the perception that the apparently safe
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ABS CDOs were exquisitely exposed to those problems. To recognize the dangers of ABS
CDOs, one had to have an awareness both of the risks accumulating in ABSs and of the pivotal
role of the assumption of only modest correlation among those ABSs in the evaluation of ABS
CDO:s, and it seems as if few did. Certainly, those who were prepared on the very eve of the
crisis to buy the super-senior tranches of those CDOs seem not to have had.

Again, the amoral calculator hypothesis is conceivable: that some of the almost complete
pre-crisis silence on the dangers of ABS CDOs was a version of Bourdieu’s “complicitous silence,”
the silence of those who could have spoken but did not do so0.”® Stark’s work, however, suggests
an alternative conjecture: that it would have taken heterarchical organization to fuse together
the two institutionally separate insights needed fully to grasp those dangers. The conjecture is
plausible: in particular, Goldman Sachs, reported by several of my interviewees to be more
heterarchical in its organization than most other major banks (it was a partnership, not a public
company, until 1999), escaped financially almost unscathed. Unlike almost all other banks,
Goldman hedged or liquidated its ABS and ABS CDO positions several months before the crisis.
However, the systematic, comparative organizational research needed to test the conjecture is,
for reasons of access, currently impossible.

This is only one of the ways in which the account given here does not claim to be compre-
hensive. I have emphasized that my aim is to complement other explanations of the crisis, not to
replace them, and the account I have given clearly needs to be integrated with broader analyses,
for example of the causes of the generalized increase in risk taking in banking in the run-up to
the crisis. (Although I've emphasized the crucial role of ABS CDOs in the crisis, some banks —
such as Lehman and the United Kingdom’s HBOS — rendered themselves insolvent or close to
it mainly by old-fashioned reckless lending, particularly in commercial property.) Nor has my
account exhausted the sociological interest of credit derivatives, which are, for example, a rich

topic for Muniesa’s (2007) “pragmatics of prices.”*®

There are also at least two further ways in
which other forms of the economic sociology of evaluation could be applied in this area. First, it
has been crucial to the development of the credit default swap market that these swaps are not
classed as insurance, because if they were the buyer of protection would have to own the asset in
question or have some other “insurable interest” in it, and the seller would be governed by the
regulatory framework surrounding insurance. The contested legitimacy of contracts that resem-
ble insurance but do not have these features largely remains to be studied (though it is touched
on by Huault and Rainelli-Le Montagner, 2009, pp. 559—60).

Second, in my interviews there is an intriguing hint of the presence of an “order of worth”
(Boltanski and Thévenot, 2006; Stark, 2009) quite diftferent from monetary calculation. One
interviewee told me how, as mortgage defaults mounted, traders in his bank started to exclaim,
“No respect for the obligation!” I confess that I was so unused to hearing moralism of this sort
from City of London or Wall Street traders that I asked him whether they were being ironic and
was told they were not: they were genuinely affronted by what they took to be violations of
moral obligation. In other contexts it would be regarded as positively irrational if the owner of
an asset who enjoys limited liability (as, de facto, American residential-mortgage borrowers gen-
erally do) does not default when the asset’s market value falls far below the sum of debt that
funds it.*” This may be an indication that — even among Wall Street traders — personal debts,
especially home mortgages, with all their entanglement in the world of domesticity,” implicitly
enjoyed a special status, perhaps even that this special status in some way underpinned the per-
vasive sense that mortgage-backed securities were uniquely safe. That, though, is speculation, and
certainly cannot be tested with the data I have.

I hope that in its focus on evaluation practices at the heart of the credit crisis, this chapter has
thrown some light on that crisis and has also shown that attention to these practices is of interest
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to economic sociology more generally. If nothing else, the crisis has shown how dangerous it can
be (e.g. to public policy) to assess market processes in abstraction from the cognitive and orga-
nizational reality of evaluation practices. In April 2006, the IMF noted: “There is growing rec-
ognition that the dispersion of credit risk by banks to a broader and more diverse group of
investors, rather than warehousing such risks on their balance sheets, has helped to make the
banking and overall financial system more resilient” (IME 2006, p. 51).° As we now know, quite
the opposite was in fact happening. Driven in part by the evaluation practices and organizational
processes discussed here, risk was being accumulated, not dispersed, and the financial system was
growing more fragile, not more resilient. There can surely be no more vivid demonstration of
the need for a broadening of the disciplinary basis of research on financial markets, and in that
broadening economic sociology has a vital role to play.

Notes

1 Tam extremely grateful to my interviewees, without whose generosity with their time and insights this
chapter could not have been written. Several also provided helpful comments on early drafts, as did
Patrick Aspers, David Bloor, Michel Callon, Neil Fligstein, lain Hardie, Gavin Kretschmar, Horacio
Ortiz, Martha Poon, Arthur Stinchcombe, and five anonymous AJS referees. As always, however, respon-
sibility for errors remains mine alone. The research reported here was supported primarily by a grant
(RES-062-23-1958) from the UK Economic and Social Research Council (ESRC) though funding
for earlier relevant fieldwork also came from another ESRC grant (RES-051-27-0062), from the UK
Engineering and Physical Sciences Research Council (EP/E001297/1), and from the Strategic
Research Support Fund of the University of Edinburgh’s School of Social and Political Science. Direct
correspondence to Donald MacKenzie, School of Social and Political Science, University of Edinburgh,
George d.mackenzie@ed.ac.uk.

2 ABSs and CDOs will be explained in more detail in the second and third sections of this chapter. For
now, it is adequate to think of them as sets of claims on the cash flow from a pool of underlying assets
such as mortgages (in the case of ABSs) or corporate debt (in “corporate” CDOs).

3 I write “evaluation,” not “valuation,” because I want to encompass practices such as credit rating that
contribute to knowledge of economic value but do not themselves generate a monetary valuation.

4 On market making, see Abolafia (1996); on the way auctions can produce legitimacy and shared knowl-
edge of value, see Smith (1989); on the varying “quality” of prices, see Muniesa (2007). The “efficient
market hypothesis” of financial economics (Fama, 1970) is, in eftect, the hypothesis that the price of a
financial instrument in a canonical-mechanism market is the best guide to its value.

5 This last situation, famously formulated by Keynes (1936, p. 156), is among those emphasized by the
“economics of convention”: see Eymard-Duvernay et al. (2005) and, more generally, Eymard-Duvernay
(1989) and Favereau and Lazega (2002). Clearly the process is an important contributor to bubbles in
both the stock market and housing market. It is, however, not at the center of my analysis because the
instruments discussed were usually held for the “spread” they offered (see below) rather than purchased
primarily because it was anticipated that they could be resold at a higher price.

6 For an analysis of differences among evaluation practices in a different sphere, see Fourcade (2009).

7 Although the chapter focuses on evaluation practices relevant to the credit crisis, other sociological
work on financial markets also suggests the existence of distinct clusters of practice. See, especially, the
characterization of different approaches to assessing the value of stocks in Smith (1999).

8 The literature on science also employs a broader understanding of the “symbolic” than is sometimes
found when “culture” is invoked in the wider social sciences. As Knorr Cetina (1999, p. 11) puts it,
“symbolic structurings . .. come into view through the definition of entities, through systems of clas-
sification, through the ways in which epistemic strategy, empirical procedure, and social collaboration
are understood in the . .. fields investigated.” It should be noted, however, that symbolism in the ordi-
nary sense is not entirely absent from the evaluation practices discussed here. In particular, AAA was a
rating that had a real symbolic cachet, frequently being understood to mean effectively free of any risk
of default.

9 Conceiving of clusters of evaluation practices as “communities of practice” (Lave and Wenger, 1991)
would involve a similar risk: the term might be taken to imply higher levels of interaction among
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practitioners than often was the case, especially in what appear to have been the rather fragmented
practices surrounding ABSs.

While these postulates are presented here simply as summarizing the findings of this research, some
(notably 1 and 6) are also hypotheses that could be explored elsewhere. For reasons of space, I concen-
trate in this chapter on the evidence for the first, second, third, and sixth postulates.

On path dependency more generally, see, e.g. Arthur (1984), David (1992), and Nunn (2009).

See also Beunza and Stark (2004), who demonstrate the spatial distribution of different evaluation
practices across the difterent “desks” (subgroups) of the trading room they study.

For all their importance, the credit rating agencies have been the object of surprisingly little social
science attention. The single best study of them is Sinclair (2005).

These spreads were never fully public knowledge, but knowledge of them circulated reasonably widely
among both constructors of ABSs and CDOs and regular buyers of them.

For sociological discussion of arbitrage, see, e.g. Beunza and Stark (2004).

These factors include global economic imbalances — notably the “savings glut” in countries such as
China with big trade surpluses — and an extended period of low interest rates, which prompted a “search
for yield”: widespread hunger for even fractionally higher interest rates (see, e.g. Turner, 2009).

Also relevant, though they do not discuss the crisis, are the sociological discussion of the development
of credit derivatives in Huault and Rainelli-Le Montagner (2009) and the excellent ethnography of
ABS purchases and ABS CDO construction at a French fund management company in Ortiz (2008).
Empirically determining the relative weight of amoral calculation versus other cognitive/organizational
factors is very difficult. I return to this issue in the conclusion.

Six interviews were with two market participants and two involved three interviewees. Three partici-
pants were interviewed three times, and 14 were interviewed twice.

The remaining interviewees were two who provide hardware on which computationally intensive
models are run, four who work for firms specializing in provision of price data, and an accountant with
specialist knowledge of accounting for financial instruments.

For earlier developments, in the United States and elsewhere, see Bogue (1955), Snowden (1995), and
Goetzmann and Newman (2010).

Usage of the term “ABS” is not consistent through time. Only once subprime mortgage securitizations
became popular did it start to include mortgage-backed securities, and even then securitizations of
prime mortgages were not generally referred to as ABSs. In this chapter, however, the term “ABS” always
includes mortgage securitizations.

I draw these dates from the data tables in Roy and McDermott (2007), though see also Cantor and
Packer (1994, p. 20).

See, especially, Bhattacharya and Cannon (1989), in particular their worked example (pp. 482-3).

The rating agencies were not unique in this. Thus Fabozzi et al.’s (2007) textbook of mortgage-backed-
securities makes effectively no mention of correlation.

S&P’s stress scenarios also differed in the assumptions made about the severity of losses following
default, with higher severities assumed in the stress scenarios for higher ratings, the rationale being that
the house price declines in high-stress scenarios would imply lower proceeds following foreclosure. See
Securities and Exchange Commission (2008, pp. 32—4) for the practices at Moody’s and Fitch.
“Excess spread” is the difference between the aggregate interest payments received from borrowers (net
of fees and other expenses) and the interest payments to investors; it creates what is in essence a reserve.
Opvercollateralization means that the total principal sum of the loans in the pool is greater than that of
the securities held by investors, either because the deal was structured that way initially or because of
“turboing,” the use of excess spread to repay some investors and thus reduce the amount of securities still
outstanding (Fabozzi et al., 2007, pp. 102, 188).

They were what would later be called “market-value CDOs”: the pool of junk bonds was revalued
fortnightly, and if its value fell below a set threshold for more than two weeks investors could require
that the pool be sold and their capital returned to them (Hourican, 1990, p. 333).

Thus, e.g. if both company A and company B have a default probability of 0.1, and their defaults are
independent events, then the probability of their both defaulting is simply 0.1 # 0.1 p 0.01.

Moody’s explicitly calculated a “diversity score” for each CDO’s pool. Fitch appears not to have had an
explicit concentration penalty in this period.

Options are contracts or securities that grant a right but not an obligation. For example a “call” option
gives the right to buy a block of shares at a set price — the “exercise price” — on, or up to, a given future
date. An interest-rate swap involves one party paying the other a fixed rate of interest on an agreed
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notional principal sum, while the second party pays a floating rate (usually Libor) on the same sum.
Introduced in 1981 (Beckstrom, 1988, p. 43), interest-rate swaps quickly became widely used by banks
and other market participants to manage the risks of interest-rate fluctuations.

Because of their limited liability, the owners of a corporation’s shares possess what is in effect a call
option on its assets. If the market value of those assets is below the total amount of the corporation’s
debt when the latter falls due, shareholders rationally should simply allow the corporation to default
(leaving their shares worth nothing). If the corporation’s assets are at that point worth more than its
debt, their shares are in aggregate worth the difference. Those outcomes are precisely the pay-off of a
call option with an exercise price equal to the total amount of the corporation’s debt, and this allows
option theory to be used in what has become known as the “Merton model” of default (see Merton,
1974).

A copula function (a formulation introduced to mathematical statistics by Sklar, 1959) “joins together’
the distribution functions of uniformly distributed variables in such a way as to yield a specific multi-
variate joint distribution function. (A “Gaussian copula” yields a multivariate normal distribution func-
tion.) Copula functions were brought to the study of credit risk by Li (1999, 2000), who used them to
specify the dependence among the survival or hazard-rate functions that model the time at which a
corporation defaults. When referring to “Gaussian copulas,” I also include models such as CreditMetrics
and the original 2001 version of CDO Evaluator (discussed below), which are single-period (all that is
modeled is whether a corporation defaults during the period in question, not when), but in which
what is in Li’s terms the copula function is Gaussian.

See, e.g. Chen ef al. (2005, p. 7, exhibit 3). Moody’s had developed a distinctive approach in which a
CDO’s “diversity score” (see note 30) was used to map its asset pool onto a hypothetical pool of homo-
geneous assets whose defaults were independent events and to which, therefore, the binomial formula
from elementary probability theory could be applied (Cifuentes and O’Connor, 1996). Its commitment
to this “bi-nomial expansion technique,” which is much simpler than Gaussian copula formulations,
meant it embraced Gaussian copula models more slowly and more partially than S&P and Fitch.
Moody’s also used correlations produced from analysis of market prices by KMV, a firm cofounded by
Vasicek, which it bought in 2002. KMV employed an elaborated version of the option-theoretic model
outlined in n. 32 to estimate corporations’ asset values and default probabilities. In their choice of cor-
relation assumptions, however, the CDO specialists at Moody’s “tilt towards the ratings-based results
(Fu et al., 2004, p. 10).

To be more precise, what can be inferred is the “risk-neutral” probability of default (see Baxter and
Rennie, 1996).

As far as I can tell, deals prior to 1999, such as what seems to be the first ABS CDO, the Alliance
Capital/Paine Webber “Pegasus One Ltd,” issued in June 1995, were mostly market-value CDOs (see
note 28 above).

Data from the Securities Industry and Financial Markets Association, www.sifma.org.

See Smith (2008a, 2008b).

For example, the baseline correlation between US subprime residential mortgage securities assumed by
Moody’s was 0.22. That would be increased to take into account factors such as the closeness of the
vintage (year of issuance) of the ABSs: e.g. by 0.1 for the commonly encountered case of pairs of mort-
gage ABSs of the same vintage (Toutain et al., 2005).

S&P’s Evaluator was, at least originally, a single-period model that (in the case, say, of a pool of assets all
with a five-year maturity) would encompass the entire five years in a single simulation run. Fitch’s
Vector was a multiperiod model that was run in annual steps:“At every annual step [in a simulation] an
asset portfolio is updated by removing defaulted assets and recording amounts and recoveries upon
default” (Gill et al., 2004, p. 9). As far as I am aware, the annual steps were serially independent, so as an
interviewee put it, an asset “‘that survives the first period will start the second period with a ‘clean slate’.”
Since the probability of default of any asset in a single year will normally be assumed to be much lower
than default of the same asset over five years, this tends to have the effect of generating fewer cases with
large numbers of defaults in a multistep model than in a single-step model with the same correlation
parameters. In consequence, “we need to increase correlation [in a multistep model] to “match” the
cumulative distribution of the single-step model” in this respect.

In an interviewee’s words, “Everyone said, ‘how can you have no correlation between industries?’” For
examples of the criticism, see Chen ef al. (2005) and Adelson (2006b).

Perhaps the closest was Adelson (2003), who argued that evaluation practices surrounding both ABSs
and CDOs understated correlation and ignored the way in which it can rise in a downturn. Even
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here, though, there was no specific focus on the intrasectoral ABS correlation, and though Adelson’s
hypothetical examples include a pool with a correlation of 0.6, the range of values (0.25 to 0.4)
mentioned in his text (p. 59) as examples of when “correlation is higher” includes the value of 0.3
chosen by S&P.

The use for mortgage-backed securities of lower default probabilities and higher recovery rates than for
equivalently rated corporate bonds was also a facilitator. Again, I can find no criticism of this at the time,
and indeed default data seemed unequivocally to point in that direction.

There is a deeper issue here that cannot be explored fully for reasons of space. This logic applies only if
instruments are being evaluated according to their default probabilities or expected losses (as they were
by the rating agencies and implicitly by those investors whose decisions were shaped by ratings), but
modern asset-pricing theory suggests that they should not be evaluated in this way: their price should
reflect not this “total risk,” but only its systematic component, precisely because its idiosyncratic compo-
nent can be diversified away. Coval, Jurek, and Stafford (2009) argue that because of this the prices of
corporate CDO tranches were too high by the standards of asset-pricing theory, and the ratings-spreads
convention discussed in the introduction seems to be the cause: it led market participants unwittingly
to compare instruments with high systematic risk (senior CDO tranches) to instruments with similar
default probabilities but lower systematic risk (corporate bonds). Their article is thus a beautiful demon-
stration of a convention shaping patterns of prices and creating what is (if modern asset-pricing theory
is correct) a very large and very persistent inefficiency.

See also Adelson and Jacob (2008a, p. 8):“A key problem at many firms has been reluctance on the part
of professionals in the areas of CDOs and structured credit to seek and accept input from ABS/MBS
experts [MBS are mortgage-backed securities] ... Significantly, the problem was not confined to just
one type of firm. It was endemic among CDO and structured credit professionals at all kinds of firms:
banks, securities dealers, rating agencies, bond insurers, money managers, and others.”

For example, the cash-flow modeling would involve use of the huge commercially available “deal
library” maintained by Intex Solutions (a firm based in Needham, Massachusetts), and those who have
experimented with an approach of this kind tell me that practical complications (notably the fact that
many ABS CDOs included tranches of other ABS CDOs in their pools) can cause the layered Intex
models to run very slowly. Considerations such as this remind us that (though I have not focused on
this issue) evaluation practices are material practices, and their materiality is consequential. It is also
worth noting that a different reason why it would not have been attractive to rate ABS CDOs in the
way described in the text is that the managers of a CDO generally enjoy the right to sell assets from its
pool and replace them with others with the same or higher ratings. While it is quick and easy to use
the conventional two-step approach to reevaluate an ABS CDO whose pool has been changed in this
way, the approach described here would have to be restarted from scratch, by forming and then reana-
lyzing a new merged pool.

Although analytically less relevant here because it concerned a bank, not a rating agency, it is worth
noting that in around 2006 Goldman Sachs started modeling ABS CDOs in a way broadly similar to
that described in the text (although the Goldman model of the underlying ABSs was calibrated to the
spreads they offered, not their ratings). The results also seem to have been significantly more pessimistic
than those of the conventional two-step approach. Unfortunately, my interview data do not throw light
on whether these results played a role in Goldman’s crucial late-2006 decision to liquidate or hedge its
mortgage-related positions.

Though there are a number of event-of-default tests laid down in the documentation of most CDOs,
the critical issue is whether ratings downgrades or other reductions of the value of the CDO’s asset pool
have been big enough to cause the pool’s total value to fall below the aggregate face value of the secu-
rities making up the CDO’s topmost tranches (those initially rated AAA). That typically constitutes an
event of default, following which control of the CDO passes from its managers to the “controlling class”
of investors (normally the holders of the super-senior tranche), who have the right to declare an “accel-
eration” (which usually means diverting all cash flow to themselves) or to wind up the CDO by selling
the assets in the pool (Goodman et al., 2007). Either course of action will leave the holders of lower
tranches facing losses that may be close to total, and even the holders of the super-senior tranche will
in current circumstances incur substantial losses.

See www.totalsecuritization.com.

See www.mbaa.org.

Keys et al. (2008); Mian and Sufi (2008); Rajan, Seru, and Vig (2008).

See http://levin.senate.gov/newsroom/2010.
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The ABS default probabilities in Evaluator were obtained by “scaling” corporate default probabilities
(which because of the larger numbers of corporate defaults were easier to estimate statistically) by fac-
tors that reflected overall differences between ABSs and corporate debt. An interviewee told me that
the “scaling factors were chosen to provide the best overall agreement with the (limited) historical data,
such as the average transition behavior of ABS and corporate ratings.”

These other purchasers of the higher tranches of ABSs included “conduits” and “structured investment
vehicles” (SIVs), which also sought a form of arbitrage profit. They were created by banks to invest in
long-term, relatively high-yielding assets such as ABS tranches, while funding themselves more cheaply
by the issuance of “commercial paper” (short-term debt). It was, however, a genuine arbitrage only if
commercial-paper funding remained available to the conduits and SIVs, which ceased to be the case
once the crisis broke. The rating agencies had insisted that the parent banks provide their conduits with
pre-agreed credit facilities should this happen, and banks often, for fear of damage to their reputations,
felt obliged to support their SIVs as well. Those conduits and SIVs are thus another route, in addition
to ABS CDOs, by which ABS losses were concentrated within the banking system.

The ABX consists of five indices, each made up of one tranche from each of 20 large recently issued
subprime ABSs. (The 20 tranches making up the AAA ABX index all had initial ratings of AAA, and
there are similarly constructed AA, A, BBB, and BBB indices.) Buying and selling protection on the
ABX index means entering into a credit default swap on the aggregate of the tranches making up the
index in question. Originally, a new set of benchmark ABSs was selected each six months, so creating a
new “series” of the ABX.This ABX “index roll” was suspended in December 2007 because too few new
ABSs were being issued (Creditflux, 2007), and it has not subsequently resumed.

Other cases of banks buying super-senior ABS CDO tranches seem mainly to be so-called negative
basis trades, in which a trader would buy a super-senior tranche (yielding annually around 25 basis
points over Libor), buy protection on it from AIG or a monoline (for a premium around 15 basis points
per annum), pay a charge around 5 basis points per annum to his or her bank’s treasury for tying up the
bank’s capital, and thus be left with a profit of 5 basis points per annum. (I draw these “round number”
figures from an interviewee familiar with the trade. In the credit derivatives market, the “basis” is the
difference between the cost of buying protection on an asset such as a CDO tranche and the spread that
the asset ofters; here the basis is negative, hence the trade’s name.) Because the swap seemed to eliminate
whatever modest credit risk was involved in the super-senior tranche of an ABS CDO, it enabled that
tranche to be classed in banks’ risk management and accounting systems as fully hedged, which in turn
allowed the full present value of the 5 basis point per annum profit to be “booked” immediately as “Day 1

P&L” (immediate profit: “P&L” is profit and loss). UBS’ traders, for example, bought super-senior
tranches totaling $20.8 billion, $15 billion of them for negative basis positions, and the latter were all
judged “Day 1 P&L eligible” by the bank’s relevant division, Business Unit Control (UBS AG, 2008,
pp- 14-15,23). Some traders may privately have doubted whether, in the cataclysmic scenario in which
widespread losses were incurred even on super-senior tranches, the monolines or even AIG would have
the financial strength to pay out, but in order to secure Day 1 P&L, “people bought protection they
knew was worthless but that they know they will never need,” as a risk manager at another bank told
me in an email message on April 8, 2008 (at which time the full extent to which they actually did need
that protection was only gradually becoming clear). That quotation suggests belief that the position was
safe (and so suggests that these cases are like the Morgan Stanley trade discussed in the text), and the
interviewee who explained the economics of the trade also indicated to me that it involved genuine
belief in the AAA ratings of super-senior ABS CDO tranches. It is worth emphasizing, in this context,
that though the trade was conducted on such a giant scale that it could threaten the survival of UBS,
its profitability was modest. At 5 basis points per year on $15 billion, the trade’s profit was $7.5 million
per annum, which for a major bank is almost immaterial.

Morgan Stanley’s purchases of protection on other ABS CDO tranches generated a profit, hence the
lower ($7.8 billion) total ABS CDO loss quoted earlier.

There is a discrepancy between my interview data and Lewis’s account concerning the exact ratio of
the two positions and the rationale for it, but fortunately that is not crucial to the analytical import of
the episode.

I write “apparently” because, as indicated in the discussion of the ABX above, it remained the case that
there was no fully definitive way of valuing positions of this kind.

See also Hu, Solomon, and May (2008), who show that loans packaged into CLOs (as CDOs whose
pools are leveraged loans are called) suftered fewer downgrades on average than a control group of
nonpackaged loans.
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62 It would also, e.g. be quite mistaken to imagine that all ratings were believed in. Thus one of my rating-
agencies interviewees reported a discussion with investors, prior to the crisis, about a type of market-
value CDO (see note 28) called a CPDO (constant proportion debt obligation), which a different
agency had rated AAA. He told them that in his view a more appropriate rating would be BBB. They
agreed, but they still welcomed the AAA rating because of the lower regulatory capital-reserve require-
ment the higher rating brought with it.

63 Stark (2009, pp. 5, 113). The notion of “heterarchy” is of course the inheritor of a long-standing strand
of work in organizational sociology, stretching back at least to the “organic management” identified by
Burns and Stalker (1961) as suitable for fast-changing environments.

64 For example, while there were around a dozen textbooks of corporate CDO correlation modeling, and
hundreds of publicly available technical reports and research papers stretching back at least to 1996,
there was no textbook of the equivalent practices in regard to ABS CDOs, and I have been able to find
only three publicly available research papers, all from the end of the period discussed here (2007-08)
and by the same two researchers from the Franco-Belgian Bank, Dexia (e.g. Garcia and Goosens, 2008).

65 “The most successful ideological effects are the ones that have no need of words, but only of laissez-
faire and complicitous silence” (Bourdieu, 1990, p. 133; see Tett, 2009a).

66 Restrictions on the dissemination of the prices of credit derivatives — even those traded in what are in other
respects canonical-mechanism markets — mean that there is often no unique set of market prices. Dealers
can,and do, quote different prices — narrower or broader spreads between the prices at which they will buy
and sell protection — to different categories of market participant. Again, materiality matters, in this case via
the technical possibility of capturing the email messages containing dealers’ price quotations and extracting
and then circulating the prices they contain, a possibility that some dealers have attempted to block by
making their emails non-forwardable. CMA, a firm specializing in extracting prices in this way, has circum-
vented this by developing a system that in effect electronically “scans” these non-forwardable emails.

67 The postulate that a firm’s shareholders will allow it to default when this happens is the foundation of
the “Merton model” (see note 32) that informed the development of the Gaussian copula. Only in cer-
tain states, such as California, are home mortgages legally no-recourse loans, but in practice US mort-
gage lenders seem not to pursue defaulters’ other assets, even when legally they can, because the costs
of doing so tend to be larger than the sums recovered.

68 See Boltanski and Thévenot (2006, pp. 164=78) though what they mean is broader than the ordinary
meaning of the domestic.

69 In fairness to the IME I should acknowledge that it did point out that while “pricing data are relatively
easy to obtain ... measuring the degree and effectiveness of risk transfer continues to present statistical
and methodological challenges” (IME 2006, p. 78).
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2

What's in a name? Provident,
The People’s Bank and the
regulation of brand identity

Liz McFall

The front cover of the 15 October 1965 issue of The Investors Chronicle featured an illustration
of a family standing on a document rendered, with the help of fringed edges and some graphic
licence, as a magic carpet. The family — husband, wife, two children, one girl, one boy — look
comfortable in that conspicuously modern 1960s style adopted by so much commercial imagery
of the period. The magic carpet they are standing on is a Provident Check, a form of docu-
mentary credit that the issuing company, Provident Clothing and Supply, had then been trading
in for just under 90 years. The cover referred to a featured article, ‘Provident’s New Image’, that
was prompted by the investment potential offered by the company since it listed on the stock
exchange in 1962. In its short history as a public company Provident had performed well and,
as the article counselled, had made certain adjustments that were poised to help it perform
even better.

These adjustments had a sudden incongruity measured against the precedent of the compa-
ny’s history. For its first 80 years the Provident Clothing and Supply Company had been a prof-
itable family business operating a remarkably stable business model. This model revolved around
the doorstep distribution of documentary credit in the form of checks that could be redeemed
at specific retailers. As the ‘clothing and supply’ descriptor implies, this was credit designed to
supply everyday needs and it was targeted directly at poorer households. The company negoti-
ated discounts with retailers and charged fees to customers in a system that worked to both
spread and control the costs of credit. During that time the Provident cultivated a quiet, conser-
vative image using trademarks, logos and standard information on internally printed corporate
paperwork that seldom varied over decades. The 1960s, in contrast, saw a sudden burst into
colour and the first representations of Provident customers enjoying the modern standards of
living that credit could furnish began to appear.

For a company that had built its business in supplying the means to buy ‘clothes, boots and
coal’ to those with very limited resources, this was quite a shake-up. It signalled the start of an
era in which the business model, the products offered, the means of delivery and the corporate
image would change frequently and substantially alongside the identity the company was striv-
ing to name. If Stuart Hall’s lesson that identity is always ‘a process of becoming rather than
being’ (Hall, 1996, p. 4) is attended to and extended from questions of cultural to those of cor-
porate identity, Provident, by the early 1960s, had started trying to become something both like,

55



Liz McFall

and unlike, what it had been. Identity however is neither a fixed essence nor a free for all and
the resources of history, language and regulation bear down upon it. It was ultimately the latter
that thwarted the company’s attempt to name itself what it meant to become: the People’s Bank.
In the firm’s long history, regulation had rarely acted so decisively but it was nevertheless always
at work, in negotiation with practice and language to shape, motivate, enable and constrain.
Regulation, as Bill Maurer (2012) has argued, offers a selective ethnography of past practice in
the way that it highlights the problems it’s attempting to solve. Some of these problems arise
when companies attempt to have, that is to acquire, things, properties, shares, names and identi-
ties that mark out contested forms, descriptions or rights of practice. At the same time as address-
ing these problems, regulation creates spaces and opportunities for forms of practice that fall
outside its retrospective gaze to emerge and to thrive. Provident’s identity as a company and
market leader and the fate of its later attempts to establish a new ‘brand’ identity as the People’s
Bank were, in some substantial part, outcomes of regulation.

Provident and the identification of the clothing
and supply sector, 1880-1950

Actually identities are about questions of using the resources of history, language and cul-
ture in the process of becoming rather than being: not ‘who we are’ or ‘where we came
from’, so much as what we might become, how we have been represented and how that
bears on how we might represent ourselves.

(Hall, 1996, p. 4)

Joshua Waddilove founded the Provident Clothing Club in 1880.Waddilove was an active Meth-
odist who had witnessed the financial difficulties experienced by the poor first hand while
working as an industrial assurance' agent and collecting premiums from door to door. In choos-
ing the name Provident he followed the lead of insurance companies which had an established
practice of adopting names, like the Prudential, the Rock, the Refuge and even in several cases
the Provident, that were meant to signal thrift, judgement, foresight and security. Names like
these were an overt attempt to identify companies with positive moral values and sentiments that
was all the more important given the turbulent history of the financial sector in the nineteenth
century.” The Provident was named in brazen, calculated — although not necessarily cynical —
defiance of the dubious moral associations of credit.Waddilove set out to develop a form of credit
with the capacity to correct the poor’s moral shortcomings and instil self-discipline, thrift and
sobriety that would hence be worthy of its frugal and farsighted name.

These moral undertones are marked within the form of credit, documentary check trading,
the Provident offered. Check trading was based on the issue of checks that were redeemable by
arrangement at local shops supplying necessary things like clothes, boots and coal. According to
company lore (PFG, 1980b; PCS, 1930, 1970b) Provident checks originated as a philanthropic
service Waddilove performed for the poorest housewives he encountered in his work as an
insurance agent. This involved giving them promissory notes that could be redeemed at local
shops with Waddilove later settling the bill. After being approached by prospective customers
willing to pay for the notes Waddilove made a business out of issuing the checks for a fee. Within
a decade, the Provident was trading in ten towns in Yorkshire and Lancashire, and in 1899 it was
incorporated as Provident Clothing and Supply Company Limited. By then there were many
locally or regionally based check trading companies offering what had become a significant
form of credit provision for the poor.
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Provident was the biggest player by far in check trading throughout the sector’s history and
it was the place where the core business model, methods and equipment were developed.As the
system was originally set up, checks were bought and paid for in instalments over 20 weeks and
initially goods were to be had only after six payments had been made or after one payment if a
charge for ‘poundage’ was paid. By 1908, 95 per cent of customers preferred to pay the pound-
age fee rather than wait for their goods and the advance payment option was later dropped.
Retailers were persuaded to accept the checks and grant the company a discount averaging
around 12.5 up to 15 per cent (BPP, 1981; Leslie, 1971). In return turnover would increase while
the risks of bad debt would diminish. As Waddilove put it ‘where bad debts are incurred we
ourselves pay them.We increase the purchasing power of the people. A tradesman has to look on
the all-round effects of our system on his business’ (PFG, 1980b).

The claim to encourage thrift was based partly on restrictions on the use of checks to nec-
essary forms of consumption (they couldn’t for example be spent on gambling or alcohol) but
more importantly on the way the instalment system was operated through doorstep collection.
Agents were recruited to sell checks and then collect payment in weekly home visits. The sys-
tem relied upon careful selection followed by close and frequent personal contact. At first very
small amounts of credit would be offered to new customers, with gradual increases allowed as
payment histories began to be built up, in a system that was designed to ‘train’ borrowers and
limit exposure to bad debt (PCS, 1963). Provident agents in the 1920s were instructed to keep
credit low for those with young children, to raise it when older children started working but
to be ready to lower it again when they left home (O’Connell, 2009). This was a method
of credit control that combined past payment history with agents’ ‘screening’ (Poon, 2009) of
would-be borrowers’ character judged through proxies like the condition of their houses,
gardens and clothing, together with word-of-mouth recommendations from relatives, friends
and neighbours.

Agents kept collection books, listing the details of all customers, their orders and payment
histories. They also issued and filled in payment receipt cards that were held by customers. In
addition to recording details of orders and payments received, the receipt cards briefed custom-
ers on the rules of the system.All orders must be paid up by weekly instalments in 20 weeks, all
customers were ‘urgently requested’ not to take more orders than they could ‘pay regular weekly
payments upon’ and customers ‘must only obtain orders for their own use and the use of their
families’. Agents also issued customers with another key artifact, the Shopping Guide. Shopping
guides contained long lists, and sometimes illustrated advertisements for shops, explanations of
the system and advertisements for agents. They pointed out to customers how and where their
checks could be spent and were therefore critical in defining the utility and appeal of checks.

Within a decade of establishment, the Provident employed 325 agents, by 1910 there were
3000, rising to 4000 in 1920 and 11,000 in 1960. In 1900 these agents were spread across just
under 30 branch offices mainly in Yorkshire and Lancashire. A decade later there were 84 branch
offices and a push into southern counties resulted in 110 offices opening by 1920, rising to 160
in operation in 1930 and 288 by 1951.% This rapid growth was accompanied by an equally rapid
extension in ‘necessary’ goods and the shopping guides record the possibility of using checks in
the 1930s to pay for drapery, furnishing, hardware, stationery, tobacco, paints, wallpaper, wire-
lesses, baby goods, barometers and all sorts of ‘fancy goods’ at hundreds of different shops in each
branch district (PCS, 1934). There were agreements in force with 14,000 difterent retailers by
the 1930s rising to over 20,000 in 1961 (PCS, 1962).

This extending range of possibilities was the nub of Provident’s system. Credit options for the
poor have historically been linked to specific traders: credit drapers, local shops oftfering ‘tick’,
clothing clubs and catalogues all provided borrowing facilities but only — as the Provident always
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reminded customers in its shopping guides — against their own products. The Co-operative,
which had initially opposed credit mechanisms in its stores, also developed a credit club system
in the interwar years in response to dwindling sales and a context in which hire purchase mul-
tiplied twentyfold between 1918 and 1938 (Tebbutt, 1983). But although the Co-operative
offered far better terms than most forms of credit it still could not, as the Provident’s Shopping
Guides pointed out, compete with the portability of checks. This was ‘the glory of them .. .you
could take them to 20, 30, 40 or even more shops’ using them ‘just like as if you had money in
your purse’ (in Taylor, 2002, p. 128). Shopping guides listed every shop accepting Provident checks
in the area and emphatically reminded customers of this vital affordance — ‘Provident checks (or
Orders) are TAKEN AS CASH by all the tradesmen on this list and ‘have EXACTLY THE
SAME PURCHASING POWER AS READY MONEY” (PCS, 1961b, 1957, 1954, 1934).
Beyond steady expansion, the details of the Provident system — the role of agents, the nature
of arrangements with retailers, the 20 week collected instalments, even the nature and style of
key artefacts like shopping guides and payment receipt cards — varied little over the years. The
only real innovation that happened in the first 80 years of trading was the introduction of the
‘travelling check’, which enabled a single check to be spent gradually at several different suppli-
ers (BPP, 1981). In Figure 2.1 the guide on the left was issued in 1954 and the other in 1934.
The similarities in design continue inside in nearly identical text outlining the five features of
‘The Provident System’ and the seven ‘Provident Points’ that were designed to drive home the
benefits. The wording used to convey the ‘system’ and ‘points’ was very similar in 1934 to that
featured in Figure 2.2°s extract from a 1957 guide. The only significant change was that the 1934
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Figure 2.1 Provident shopping guides, 1954; 1934

Source: Photograph of author’s own copies.
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THE PROVIDENT SYSTEM

1.—Members get their Checks when ONE \Yeekly Instalment has been paid, together with
a small charge for poundage.

2—You can become a_Member on payment of Sixpence per week or upwards, according to
the value of the Order you take out.

3.—The Provident Checks (or Orders) are TAKEN AS CASH by all the tradesmen on this

list and have EXACTLY THE SAME PURCHASING POWER AS READY MONEY.

You simply go to any of the shops named herein, ask for what you want—very likely

it: will have its price marked—and present our Check in payment, which the shopkeeper

:‘m be pleased to ‘;:ke Hand our Check to the tradesman AFTER your purchases
been comp] lete

4.—You have no need to spend the full amount of our Check at one particular shop.

un divide the amount amongst several tradesmen, until the face value of it is lullv
t up, and in such cases the shopkeeper endorses the amount you have spent at his

l on' the back of the Check, and returns it to you for future use. For imstance,

with a £2 Check, you can spend 20/- at any of the Clothiers on tlns list, 10/6 at any

of the Booters, and 9/6 at any of the Milliners, and so on. If, before the Check is full

spent, there is no room for further endorsements, hand the Check to your Agent and n{

him to obtain another Check for the unspent balance,

5.—You sepay us the value of our Checks by instalments of ll- m the £ per week, ie., a
10/- Checi must be paid up in regular weekly mstslmems of r week; a 20/- Check
l/-pe week; a 30/- Check at l/Gpefweek,a Check uz/peper week, and so on,

all Orders mult be fully paid up in 20 wecks,

PROVIDENT POINTS

1.—You can obtain AT ORDINARY CASH before you mlr money down and
PRICES fram the very best shops in , bmd yourself by signing their forms.
your own district, every requisite for # In all these cases The Provident system
yourself, your family, ‘or your home. fills a long-!dl wnnt. and in scores of
You pay us by Easy Weekly Instal- other instances we can ‘show you that
ments.  We pay the shopkeeper from the system of The Provident Clothing
whom you purchase. & Supply Co. Ltd. is the best and most
popular Credit s{l stem ‘ever devised, and
2-Our Agents call you for the a n to the respectable wnridng-
ments weekly. ﬁn aur Annt- are chn. lt ls used by people who pi
persons, known to to make their purchases in the umc-
. honoured way, i.e., at the shops of their
3—We are giving, and will continue to choice where they can buy in private.
give, the best and easiest weekly
ayment terms to the general public. 5.—Keep your n your own town.
gust give us a trial and see for your- Join * The Promd:nl and buy from
self. No Entrance Fees. No Charge your own- local tradesmen. You have
for Cards. No Fines. greater choice; you can inspect all the
goods your;elf and seeh whb:: you i;r.:
¥ ing, and you get the best possi
4—WE WANT YOU TO KNOW:— value {éy buying vous Drapery, Cloth-
ing, oots, etc., rom our  own
(a) That Shopkeepers’ Clubs tradesmen, through the medium of a
no choice of shops. You are oun o Provideat: Checle
go to one shop only, which is very often
stocked specially lor Credit trade 6.—We have attained un leled success
and . popularity, and as a natural
(b) That OUR PROVIDENT CHECK IS consequence there are hundreds of feeble
treated as Cash at ALL the Shops on imitators and mere copyists of the
this List, and you can divide the amount Provident  system  throughout the
of !he PRQVIDENT CHECK amongst country. They have copied our system,
it is fully spent up. tried to copy our methods and have even
lf yw do not vmnt to spend the balance copied word for word our printed matter.
of Check it until you do But we ask you, for the sake of your
en pick your personal welfare, to be very care-
from thi All ha S!wpl vn m] and join onli The Provident
e it are CASH Shiob & Sl . and not be misled
thexlr Eggod. at KEEN COMPETITIVE into joining any other Company.
=" rovldent has stood the test of
This fact alone is of great value to you. .,T‘l,'; l’75 experience. We give
you the beneﬁt of that cxpenencg, and
(c) That the huge General W o ; f Blx
ble” people by
zvu-ythmg under the sun on the week]y largest towns in England,  Ireland,
payment plan, and who send you the Scoﬂind and Wales, czn testify that
s you pick unseen from their there is no Club or Weekly- Paymt
Headquarters, give you no chance what- System like the * Good Old Provident,”
ever of inspecting the goods yourself the original Company.

Figure 2.2 The Provident system, 1957 shopping guide

Source: photograph of author’s own copy.

guide named its competitors as ‘the Travelling Draper, Scotch Packman, Credit Draper, Tickman,
Boot Clubman’ while by the 1950s reference was made only to the disadvantages of ‘shopkeepers
clubs’ and ‘general warehouses’. The wording remained otherwise intact, and was placed some-
where in the inside covers until after 1962.

By the 1920s, Provident was still the only company trading nationally and until the 1960s
almost all of its many competitors were small, local concerns. The ‘clothing and supply’ system
it had established had spread across an estimated 600 firms by the 1960s.* Competitors included
Bradford Clothing and Supply, People’s Provident Supply, District Clothing and Supply, Practi-
cal Clothing and Supply, Crescent Premier Supply, National Clothing and Supply and Equitable
Clothing and General Supply. Almost all of these companies were later bought out in the con-
solidation period that began after 1962 by Provident or by one of its two largest competitors,
John Paget and Son established in Sheffield in 1900 and Hull Clothing and Supply founded in
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1927 and trading as Cattle’s (Holdings) Ltd in the early 1960s (BPP, 1981). As the near ubiquity
of ‘clothing and supply’in the company names of check traders implies, Provident had identified
a system that was widely copied. There were:

hundreds of feeble imitators and mere copyists of the Provident system throughout the
country. They have copied our system, tried to copy our methods and have even copied
word for word our printed matter. But we ask you for the sake of your own welfare, to be
very careful ... hundreds of thousands of thoroughly respectable people throughout the
largest towns in England, Ireland, Scotland and Wales, can testify that there is no club or
weekly payment system like the ‘Good Old Provident’, the original company.

(PCS, 1934)

This complaint was still being parroted in the 1961 edition of the guide and it bears some merit.
Competitors clearly did identify the key features of check trading from the Provident’s system
and adopted very similar practices, regulations and artifacts. National Clothing and Supply
(NCS, 1968), for instance, listed rules including 20 week instalments, customer responsibility for
orders, renewal restrictions as well as advice to avoid shopping on busy Saturdays, all of which
were features of the Provident. The stability of a system that barely changed in 80 years and its
identification with just one company is remarkable. This however is not just down to Provident’s
perfection of the check trading system; it is also a function of how it developed outside the gaze
of regulators.

Credit was largely unregulated until 1900, when the first Moneylenders Act required money-
lenders to register with a magistrate and granted courts the power to dissolve agreements judged
unfair. This attempt at credit regulation only tackled moneylending as the most controversial, and
therefore most visible, form of credit. As O’Connell’s authoritative history notes it was not a
success and exposed ‘the lack of knowledge about slum lending’ and the difficulties of creating a
workable model that could address ‘the very different types of lending taking place in such
diverse environments as the West End of London and the back streets of Liverpool” (O’Connell,
2009, p. 131).The revised law enacted in 1927 increased the costs of registration and introduced
a nominal annual interest rate ceiling of 48 per cent that O’Connell documents led many mon-
eylenders to return to illegal lending. By changing the moneylending environment it also inad-
vertently helped produce the conditions in which ‘hire-purchase’ systems could thrive. These
were then left largely unregulated in England even after the toothless Hire Purchase Act 1938,
until terms control orders were introduced in 1952 followed by the tougher Hire Purchase Act
1954 (Thornely and Ziegel, 1965). Check trading benefited from falling largely outside the
scope of any regulatory efforts until the 1940s when conditions started to change. The major
reshaping of the sector that began in the 1960s was a response to the constraints and opportuni-
ties that the regulatory framework presented in the context of post-war affluence.

Becoming Provident C&S

After decades of steady expansion the Provident and other check traders had a difficult war.
Retailers had responded to the purchase tax and price controls that government had imposed
on utility goods by reducing the discounts they allowed check traders and the latter had
attempted to pass the cost back to customers with an increased poundage charge. This attempt
coincided with the damning account of check trading published in ‘Our Towns’ by the Women’s
Group on Public Welfare, which informed the Board of Trade’s decision in 1941 to prohibit
the poundage charge entirely (O’Connell, 2009). Despite being queried in parliament® the
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prohibition remained in place until 1949 and by then the Provident had seen its customer base
fall from 1,100,000 in 1939 to 535,000 in 1944. Customer numbers recovered somewhat when
the prohibition was removed but by that time another problem was starting to emerge.

Although Provident’s customer numbers returned to their pre-war levels of just over one
million in 1951, growth was more sluggish thereafter and it stalled in the late 1950s. Data
from the company’s archives also reveals that demand for checks became more seasonal in
the late 1950s, with customer numbers rising by between 80,000 and 100,000 from the
third to fourth quarter. The average value of checks taken out grew at a substantially slower
rate than average earnings during the 1950s, rising barely at all between 1955 and 1959.
This suggests that for increasing numbers of customers, checks were becoming less a part of
their weekly routine and more of an additional option, at Christmas.

(O’ Connell, 2009, p. 71)

The challenge was to figure out how to counter the current of increasing affluence that would
leave their product reserved for emergency use. The solution, of course, was to re-position their
offering not against the current but within it. There were though, a few obstacles in the way. The
things that Provident checks might supply had steadily increased in variety since the 1880s but
the emphasis remained mainly on smaller, softer things like clothing and drapery while the hard,
sought after durables of post-war Britain, the washing machines, vacuum cleaners and refriger-
ators were outside the scope of checks. These goods were primarily supplied to poorer custom-
ers through hire-purchase schemes that became subject to terms control orders after 1952.The
1952 Hire-Purchase and Credit Sale Agreements (Control) Order introduced a requirement
that goods could only be purchased on hire purchase over an 18 month term and after a mini-
mum 33 per cent cash deposit was paid. The sudden stringency of these terms led the Order to
be described in parliament as ‘a vicious piece of class legislation ... unnecessary and unfair dis-
crimination against the poorer sections of the community’.® Terms control also opened up a
potential space for check traders, whose low value products fell outside the scope of the various
orders that were brought into effect at intervals until they were finally dispensed with in 1982
(cf. O’Connell, 2009).

To get into the market for the things hire-purchase schemes supplied, the ‘dish washers, dry-
ing cabinets, ironing machines and irons, wringers and mangles, floor polishers, vacuum cleaners,
water softeners and so forth, apart from all kinds of office furniture, bicycles, tricycles and prac-
tically every kind of mechanically-propelled vehicle’,” required a new kind of product that
could be used to borrow larger amounts over longer periods. The introduction of vouchers
sounds like a relatively trivial matter but it was probably the biggest change in the company’s
operations since it was founded.Vouchers were the centrepiece of a strategy designed to respond
to both the increasing seasonality of demand for checks and the ‘interesting and even exciting
possibilities” (PCS, 1962, p. 10) the new affluence afforded. One of the first changes the firm
made was to quietly dispense with the limitations implied in the name ‘Provident Clothing and
Supply’ by subtly altering it to Provident (C&S) Ltd in March 1961.The name change was part
of a restructuring which saw a ‘new’ company acquire the whole of the share capital of the ‘old’
company and its subsidiary, the printing works Waddilove and Co. Ltd that had produced all
their stationery since the 1890s, both of which were placed in voluntary liquidation at the end
of the year (PCS, 1961).This technical restructuring was a precursor to the company’s listing on
the stock exchange in March 1962 and a change to the Articles of Association to permit the
directors to borrow, without the prior consent of shareholders, up to five times the amounts paid
up in share capital (PCS, 1962).

61



Liz McFall

These changes were designed to give the company the liquidity to defer revenue and finance the
increased supply of credit they anticipated providing after the introduction of vouchers in July 1961.

In the past our check business was mainly restricted to clothing, shoes, drapery, linen and
other soft household and family goods which could come within the 20 week payment
period. Our customers had to look elsewhere for their other requirements. Now, however,
vouchers provide our customers with a much more comprehensive service and can be used
to acquire the whole wide range of domestic durable goods such as washing machines,
cookers, refrigerators and the like with payment periods of up to 100 weeks. We have found
this additional facility to be most welcome to customers and to shopkeepers.

(PCS, 1963, p. 10)

Vouchers were heralded as a means of closing the gap between the company’s traditional busi-
ness, and emerging customer requirements. If this were to work it would take more than recog-
nition of the opportunities afforded by the new, and already exhaustively debated, affluent desires
of their customers. It also required technical planning and organisation to ensure that a fit could
be engineered between new patterns of living and corporate experience. "We’, the annual report
in the year of their introduction noted:

have taken a searching new look at our organisation and methods — forging new links,
examining incentives, setting up new sales promotion and generally initiating a policy of
planned expansion. This policy must be soundly based and prudently executed if it is to

produce lasting and reliable results.
(PCS, 1962, p. 10)

All the firm’s costing and debt experience was based on lending small sums up to a maximum
of £20 over twenty week loan periods; offering sums of up to £100, for between 40 and a
maximum of 100 weeks, was a different proposition and it was embarked on cautiously. One
symptom of that caution was the decision initially to cap vouchers at £100 and to restrict
them only to existing Provident customers. An increase in deferred revenue in 1962 was
attributed to the introduction of vouchers and the longer periods of credit involved, and a
further increase in 1963 combined with record turnover marked their secure establishment
(PCS, 1962,1963). Press headlines confirmed Provident’s strong financial performance in 1963
and plans were announced later the same year for further expansion of the voucher business
alongside the removal of their restriction to existing customers.® Another symptom of the
organisational care taken was a delicate rebalancing of the role of agents in screening risk while
promoting consumption.

By the late 1950s, the check trading labour market had shifted from being male dominated
and part-time to almost three quarters female with many working full-time (O’Connell, 2009).
This shift was part of a broader feminisation in sectors like mail order, which had cottoned on
to the advantages of a labour supply with the ‘natural’ characteristics, interests and activities of
women. Women agents were:

after all, particularly sympathetic and alive to the nicely balanced details of the family
budget. They sense in some cases better than men what their customers can or cannot
afford ... operating as they do in their own communities they have a native ability to
appraise the creditworthiness of the men and women around them.

(PCS, 1963b)
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All agents were ‘inculcated’ from the start ‘with the basic idea that Provident checks are not
meant to be frittered away on frivolous things’ (PCS, 1963b). Agents’ income was based on
commission on both the total value of the collection and new business. The balance between
these two sources of income had to be carefully managed given the regulatory sensitivities sur-
rounding credit. Provident’s assertion in the 1963 Annual Report that ‘by far the greater part of
the agent’s remuneration is based on their total weekly collections and not from the value of
new business introduced’ was in part a sincere reflection of the firm’s still relatively conservative
lending policy. It was also designed to reassure brand new shareholders that, in a period in which
there was a push for consumer credit controls with more teeth, Provident’s lending was safe and
unlikely to face tighter regulation.

This was not exactly the case. There was broad awareness that check traders escaped terms
control and while this might have been tolerable when they were dealing only in short-term
lending for smallish amounts, the introduction of vouchers brought them into eftectively the
same market as hire-purchase providers. As the market for vouchers grew, there were calls for
the loophole to be closed. ‘If we are leaving one wing of credit-sale distribution uncontrolled
then there are dangers that malpractices in the uncontrolled wing will start to dominate the
other’, the Labour MP, Richard Winterbottom, argued before pointing to the difficulties of
regulating the varieties of short-term credit (HC Deb, 24 June 1964, 697, c468). If the diversity
of the sector and the scale, terms, relative affordability and ‘necessaryness’ of check credit had
escaped much regulatory surveillance, a sense that credit providers in the affluent 1960s were
‘running amok’, led to increasing attention and ongoing deliberations about how best to
respond. In the interim Provident did very well out of the regulatory gap as reported in
The Economist:

So far the Bank of England has not sent Provident Clothing a letter telling it to restrain its
lending; but Provident is unlikely to be affronted by this lack of official recognition while
its business continues to grow rapidly. The credit extended to its customers at December
31st was £26 million, £5 million (or 24%) higher than a year earlier. Provident has escaped
the official net, it seems, because it cannot be treated as either a hire purchase company or
a bank.

(The Economist, 1966, p. 1047)

Provident, the article went on, had never had a ‘traumatic bad debt period’, which it attributed
to the regular weekly visits by collecting agents who learn their customers’ credit ratings quickly.’
This was the same argument that Provident itself made — agents were incentivised to work for
‘sound, dependable turnover’ not to persuade families to enter into commitments they could
not meet (PCS, 1963b).

This was true but it was also not quite that simple, particularly as the sector grew into the
1960s.The Provident’s credit ‘rating’ system was qualitative and approximate. This didn’t make it
inefficient as the low bad debt ratio testified, but the introduction of vouchers also changed the
qualitative calculations — what Franck Cochoy (2008) has characterised as ‘qualculations’ — that
agents had to perform to control credit. The shift to a predominantly female, full-time agency
workforce was part of this. Women were not only expected to be more sensitive to the family
budget they were considered better attuned to building customers’ appetites for the sort of
things that would help shift the image of the company away from ‘clothing and supply’. Women
had a keen eye for all the necessities that would help ‘keep the image of our service modern
and bright without losing its traditional simplicity and integrity and to ensure that it reaches and
is understood by the vast market of present and potential Provident users’ (PCS, 1964, p. 10).
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Maintaining a balance between ‘bright modern-ness” and traditional simplicity was left to rest
partly on the proclaimed superiority of women agents’ social sensibilities. The majority of Prov-
ident customers were women and it was presumably a little easier for women agents to enter the
homes of acquaintances and strangers and develop the kind of relationships that would allow
them to ‘see’ the spaces in the home that credit could be summoned to fill. Women, as sovereign
domestic consumers, were expected to have a better eye for any missing or worn-out domestic
appliances that were essential for the modern home.

By 1964 Provident was representing itself to its shareholders as improving ‘the wellbeing of
people everywhere’. Its Annual Report that year boasted of helping ‘equip better brighter labour
saving homes’; enabling ‘the family to be better clothed and equipped for all occasions’; provid-
ing the ‘tools, books and equipment for acquiring skills’ and ‘encouraging sports and hobbies
and holidays and leisure activities generally’ (PCS, 1964, p. 10). The report continued the trend,
established when the company first went public, of taking shareholders ‘backstage’ this time with
a ‘pictorial demonstration of the scope and social impact of the company’s activities’. This
demonstration eschewed the monochrome photographs of the previous two years in favour of
comic book style colour drawings of a modern working class home. These sunny illustrations
were designed to showcase the Provident’s role in supplying the means for the expensive equip-
ment, tools and appliances that every modern home now required. The company was upbeat
that the strategy was working since it was also reporting its third successive year of record trading
profit and a 55 per cent increase over the three year period at a time when overall economic
conditions were difficult, with disappointing overseas trade figures and retail trade statistics that
‘lacked sparkle’.

The imagery and mood of the 1964 Annual Report is a world away even from that published
three years earlier just before the company went public. The change went across the board.
Marketing materials began to appear that shed the subsistence credit image entirely. Even the
resolutely functional and unchanging shopping guides were finally redesigned, and the guides to
the Provident system rewritten in a way that emphasised customer focused values (see Figure 2.3).
This was an atmosphere in which the Investors Chronicle’s depiction of the voucher as a magical
route to ‘wellbeing’ and ‘clean modern living’ was in accord with the Company’s rebranding and
the illustration was reproduced in the 1965 Annual Report. In reality, the average Provident
customers lived in homes that were nothing like those beginning to be featured in company
reports and marketing. Their customers remained throughout the decade resolutely ‘in the CDE
sectors, that is working class households where husband and wife are weekly paid’ (Leslie, 1971,
p-24).The distance between the reality of customers’lives and their aspirations, as Provident’s newly
appointed marketing and consumer credit executives recognised, however was an opportunity,
not a problem. By 1962, the firm’s ‘more youthful outlook, new ideas, new men and a new
approach’ (PCS, 1963, p. 10) led to the shopping guide system being supplemented with Arcade,
a catalogue style magazine for customers, the launch of Colonnade an internal newspaper
designed to improve communication with agents and an increased use of advertising, including
for the first time, television advertising.

Mail order companies excelled at showcasing the goods on offer, rather than the credit
means of their provision but as with store credit, customers could only buy what was in the
catalogue or store — they couldn’t shop around. What the changing regulatory environment
helped Provident work out in the 1960s, was that they had to re-identify their product from
subsistence clothing and supply credit to the means to a whole range of different ends from
domestic hardware to foreign holidays, insurance services or even an ‘Ashley Russell fur’ (PCS,
1966b). Revamped marketing (see Figure 2.4) that hammered home the connections between
all the different things that Provident credit would allow customers to have right now was part
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PR e
OVIDENT POINTS pmvldem Iuc"mes PROVIDENT offers two simple facilities

1.—You can obtain AT ORDINARY CASH PRICES from the very best shops which enable members to make purchases

in your own district, every requisite for yoursell, your family, or your home, of items of their choice at the shop or
;’:: pay us by Easy Weekly Instalments. We pay the shopkeeper from whom shops of their choice.
purchasc.

2—Our Agents call for th ents 3
s call upon you for the payments weekly. pmvmem checks Members may obtain PROVIDENT CHECKS
for any amount, which they pay for in 20

3—We are giving, and will continue to give, the best and casiest weekly

payment terms to the gencral public. Just give us a trial and see for yoursell equal weekly instalments. Thus if they take
No Entrance Fees. No charge for Cards. No Fines. out a £5 check they pay 5/- a week for 20

weeks; if it is a £14 check they pay 14/- a
4.—~WE WANT YOU TO KNOW:— week, or a £20 check 20/- a week for 20

. weeks. For this service they also pay to
(@) That Shopkeepers’ Clubs give you no choice of shops. You are bound t i i
£0 t0 one shop only, which is very often stocked specialy for Credit trade. PROVIDENT a nominal charge of 1/- in
the £ as poundage.

(b) That OUR PROVIDENT CHECK is treated as Cash at ALL the Shops

in this Guide and you can divide the amount of the PROVIDENT CHECK You can ShOP inj they lustial Waygatiany

amongst any of them until it is fully spent up. If you do mot want to spend of the shops in this guide and present
!!:Akbalancehol our Clxick(x‘:o‘vdlgkz :; un'l.il you do want to spend it and then your CHECK in payment for your purchases.
pick your shop from this Guide. e shops in this Guide are CASH SHOPS - i
and mark their goods at KEEN COMPETITIVE PRICES. This fact alone is It iis inot /necessary o/ spend'thexiiole
of great value to you. pf the CHECK at any one time or
in any one shop. Each shopkeeper will
() The Provident system fills a long-felt want, and we believe that the enter the amount of your purchase in the
system of The Provident Clothing & Supply Company Ltd. is the best and most space provided on the back of the CHECK.

popular Credit system ever devised and a real boon to those who do ot wish
to pay cash immediately for their purchases. It is used by people who prefer
to make their purchases in the time-honoured way, i.e., at the shops of their
choice where they can buy in private,

Provident vouchers PROVIDENT VOUCHERS are an extension

5.—Keep your money in your own town. Join “ The Provident” and buy from of g CHECHK systom Dutgars;tised whea

your own local tradesmen. You have greater choice; you can inspect all the members desire to purchase more expensive
goods yourself and see what you are buying, and you get the best possible single items such as Refrigerators, Washing
value by buying your Drapery, Clothing, Footwear, etc., from your own Machines, Furniture, Household Appliances,
tradesmen, through the medium of a Provideat Check. Lawnmowers, etc. They may be paid for
i S i : | over longer periods suitable to the member's
.—We have attained unparal success and popularity, and as a natural i i ion i i

consequence there are hundreds of imitators of The Provident system throughout requirements, FUrtherinfarmation i foadily
the country. They have copied our system and tried to copy our methods, but available from your PROVIDENT AGENT.

we ask you to be very careful and join only The Provident Clothing & Supply

Company Ltd.

7.—The Provident has stood the test of over 80 years’ experience, We give you Provident service  To suit the convenience of members a
the benefit of that experience; and hundreds of thousands of thoroughly PROVIDENT Agent calls each week at a
respectable people throughout the largest towns in England, Ireland, Scotland ;

and Wales can testify that there is no Club or Weckly-Payment System like mutually agreed time.

the “Good Old Provident,” the original Company.

Figure 2.3  Provident points in the 1961 shopping guide reworked as customer values in
1966 shopping guide

Source: Photographs of author’s own copies.

of that. Another part was the concentrated effort that led to agreements with retailers
more than doubling from 20,000 in 1962 to 50,000 in 1965, including numerous multiples.
Particular effort went into getting multiple retailers signed up. This included stores like Foster
Brothers, Hepworths and Singer Sewing Machines and department stores like Frasers, Little-
woods and British Home Stores, which were enticed into the system through much lower
discounts than were available to small independent stores.'” This expanding range of destinations
and ends helped Provident achieve a striking growth trajectory in the 1960s and sowed the
seeds for it to pursue a strategy that would free it entirely from its associations with catalogues
of things.

A bank for the people?

Provident described itself in its 1963 Annual Report as a ‘fireside bank’ and as ‘the smaller man’s
friendly bank manager’. The idea of the Provident as ‘the people’s banker’ had been around for
years and reflected the fact that the services it provided stood in lieu of banking for customers
who were primarily unbanked.Yet check traders, including the Provident, were not organised
anything like banks at the start of the decade: most of the others were fairly small, local concerns,
all were specialised in the provision of a limited, standard service and subject to strong con-
straints in how much they could lend and in how much they could borrow. As the 1960s pro-
gressed the technical organisation and structure of the Provident changed dramatically and in
ways that would make the idea of it becoming a fully fledged bank much less unlikely. These
changes reshaped Provident’s identity from ‘check trader’ towards a much broader ranging
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Just consider how very easy it is to balance
your budget with the help of Provident. How
little it costs too! And there's no trouble
involved —your Provident agent calls each week
to give you friendly, efficient service that's
always helpful.

When you come to think about it, you haven't
got a problem after all...you just make use of
Provident.

ESTABLISHED 1880

Figure 2.4 1965 Marketing sample

Source: Photograph of author’s own copy.

provider of financial services. The changes in the customer-facing side of the business described
above were part of that but they were entirely contingent upon a complete restructuring of the
capital market side of the business. What the company became was a matter of what it acquired
and ultimately what it failed to acquire.

In the years immediately following its 1962 restructuring and public listing the Provident
began to get a fair amount of attention in the financial press. A series of articles like the Financial
Times ‘Provident Clothing pays 2% More than Forecast’ (21 February 1963) appeared referring
to the company’s ‘good start’,‘growth’, ‘interim up’,‘good progress’, ‘payment raised” and ‘moving
ahead’ over the next three years."" During this period the company was bullish and constantly
on the lookout ‘for acquisitions or amalgamations which might be capable of being arranged
with other check companies’ (PCS, 1963, p. 11). It embarked on a joint venture with United
Dominions Trust, an industrial banker with large hire-purchase interests, to establish Paybonds
Ltd, a company formed to launch a new form of consumer credit in 1964." ‘Paybonds’ could be
used to borrow up to £250 and were meant to bridge the gap between bank overdrafts and the
Provident’s other products. Unlike vouchers, paybonds were designed to be portable and could
be spent at more than one retailer. They were intended to retain the business of retailers, partic-
ularly of electrical goods, who operated on narrow margins, and they involved a difterent spread
of the costs of credit with a greater percentage borne by the consumer to cover the lower dis-
count oftered by the retailer. Their introduction was another indication of the diversification in
the financial services the firm sought to offer. By 1965 the company was in talks with a US
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insurance company that would involve its agents selling policies and by 1967 talks with Barclays
around their newly launched credit card were being reported.” In 1968 Provident acquired
Practical Credit Service Limited and Bristol Clothing and Supply Company Limited (PCS,
1968). Profits almost doubled between 1961 and 1966, the record £8.53 million profit posted in
1973 was nearly five times that of a decade earlier, generating almost unvaryingly buoyant press
coverage right through tll 1973."

In this atmosphere the idea that Provident could become a more mainstream provider of a
full range of financial services was quite credible when the company took the most decisive,
symbolic step in that direction.

In December 1970, we made what could be our most important acquisition — The People’s
Bank Limited. At present this is a very small operation but the significance of the name to
Provident and its relevance to the extension of a wider range of facilities to Provident cus-
tomers and others are beyond doubt. This year we shall be preparing the Bank and making
the necessary arrangements to enable it to take an increasingly important part in Group
activities.

(PCS, 1970, p. 7)

Purchasing the People’s Bank, according to Richard Davenport, who had succeeded Gordon
Waddilove that year as the first chairman from outside the family, would reinforce a major
branded consolidation and expansion of their activities to offer a ‘totally comprehensive range
of family and domestic financial services for the whole field of present and potential Provident
customers’ (PCS, 1971, 1972, p. 4). This change was enabled by the regulatory loophole that gave
Provident relatively free reign in what was effectively the hire-purchase market. This circum-
stance had not gone unnoticed. The parliamentary debates on hire purchase and the regulatory
environment surrounding consumer credit of the early 1960s culminated in the formation of
the Crowther Committee in 1965. As evident in its reports to shareholders throughout the
1960s, the company was keenly aware that the committee’s recommendation could entirely
reshape the scope of their activities. Its diversification strategy was clearly expansionist but it was
also anticipatory and defensive. The Financial Times reported that having come across the Peo-
ple’s Bank by chance, Davenport was ‘enchanted by the name (and vaguely uneasy that a com-
petitor might get hold of it’ (Financial Times 1965, p. 20). The article went on;

Davenport says the purchase has nothing to do with the publication, probably next month
of the Crowther Report on Consumer Credit. Even so, a banking status and exemption
from the Moneylenders’ Act is a pleasant hedge against any future changes in the credit law.
More important, Provident’s customers are getting more affluent over the years and the
People’s Bank will be able to provide the more sophisticated financial services they need.

The extent to which fear of Crowther was influencing Provident’s strategy is moot, but the
connections between it and the regulatory environment were widely reported.” If the Crowther
recommendations were enacted, together with the Bank of England’s credit control proposals,
the effect, Morison (1971) concluded, would likely be to further blur the long established lines
of demarcation in financial services as the clearing banks began to challenge finance houses for
business and Provident’s new banking subsidiary would ‘square the circle’. Provident’s customers
were not clearing bank customers but they were widely expected to soon need banking services
from somewhere and Provident would be well positioned to offer such services to the newly
banked. There was considerable early confidence that this strategy was working. The People’s
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Bank received Section 123 banking status in April 1972 and a rights issue enabled the company
to increase its borrowing ratio from 5 to 7 times capital and reserves in anticipation of the
‘expected large volume of additional business’ as the bank became fully operational (PCS, 1973,
p. 4). The strength of the results in 1972 from Provident, and another firm Cedar Holdings, led
the financial editor of The Times to remark.

Both firms have already done much to refute earlier suggestions that their profitability
depended on a restrictive credit environment in which the larger and more closely con-
trolled lending institutions were at a competitive disadvantage. ... This new potential is
particularly important now that the People’s Bank is fully operational. Its exemption from
the workings of the Moneylenders Act came through only in April and it took another
two months to start lending so it’s early days yet for forecasting its impact on the lower
end of the credit market. However the goodwill of Provident’s existing customers, on
whom the initial promotional effort has been concentrated should work in the company’s
favour.

(Financial Times, 7 September 1972, p. 18)

The city’s view through till 1974, was that the entry into broader financial services could not
have been much better timed with the best profit outcomes having become an ‘almost perpetual
feature’ at Provident.'® Provident took a 26.7 per cent stake in its main, though still considerably
smaller competitor, Cattles (Holdings) Ltd in 1973. In the same year it announced that it had
become necessary to change its name to something that while ‘retaining the word Provident of
course’ would more suitably indicate the range of the group’s activities (PCS, 1973, p. 5). The
1973 report makes reference to the unstable interest rates and increases in money costs that were
starting to unfold as the secondary banking crisis of 197374 took hold."” This was the biggest
banking crisis of the twentieth century in the UK. It emerged after heavy lending to the property
sector led to the failure of a number of secondary banks and threatened the liquidity of the entire
banking system (Scott, 1996). By the middle of 1974 it was clear that Provident had not been
entirely unscathed. The group reported that although it had not drawn upon the Support Group
set up by the Bank of England it had been affected. Added to this it declared a £2.7 million loss
caused by unauthorised trading in June of that year. In the following two years ebullient
announcements were replaced with quieter claims that the group was weathering the downturn
and awaiting improving conditions in which it could return to the ‘bolder, more expansionist
attitude which is more natural to us’ (PCS, 1974; Financial Times 28 February 1975, p. 30). By the
end of 1975 taxable profits rose again as the group returned to its core business of lending small
amounts over short periods (Financial Times, 14 March 1977, p. 20).

This concentration on core markets was also at play in the bid to takeover Cattles in 1977.
Had it been successful, this would have given the Group a better geographical spread since
Cattles mainly had branches where the Provident had not, but the initial bid was rejected,
subsequently increased and then lapsed following its referral to the Monopolies Commission.'®
Market research commissioned in 1975, after the worst of the crisis, confirmed a high degree of
customer loyalty with two-thirds of customers using the firm for more than five years and a core
market still concentrated amongst council house dwelling weekly wage earners aged between
25—44 (PCS, 1975). The Annual Report’s coverage of the research emphasised the positive, but
the survey also revealed a sharp falling oft in custom from younger, better-oft fractions of the
working class. By 1979 customer numbers fell back again to 721,000 (BPP, 1981) and the Group
reported that its newer acquisitions and activities ‘supplement rather than challenge the pre-
eminence of the traditional home service credit business’ (PFG, 1979).
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These were not quite the outcomes that were hoped for after the purchase of the People’s
Bank. In the wake of the secondary banking crisis the group did eventually introduce a greater
range of financial services but it never succeeded in attracting a new, wider customer base. The
1974 Annual Report was entitled Provident: the Peoples Bank but changed to the more general
Provident Financial in 1975.The proposal, reported in the Daily Mail in 1970, that all of Provi-
dent’s larger branches would be rebranded as the People’s Bank, was never realised. By 1980, the
People’s Bank operated only eight branches although there were plans for a further six. It was
by then operating a full banking service that the Financial Times noted was ‘open six days a week
on a nine to five o’clock basis. There are no bank charges, current accounts earn 2 per cent
interest and deposit accounts repay 15 per cent which is a point or so above that offered by the
clearing banks’ (Financial Times 16 January 1980, p. 6). These features might well have proved
attractive enough for the more general expansion that had been planned but there was a further
obstacle in the way.

One of the side eftects of the secondary banking crisis was the enactment of a new Banking
Act in 1979 that extended the supervisory responsibilities of the Bank of England over lenders.
One of the Act’s key provisions was that no new deposit taking business could be established
without the Bank’s permission and those already in operation had to be granted permission to
continue (Financial Times, 21 September 1981, p. IIT). The Act distinguished been two types of
business, banks and Licensed Deposit Takers (LDTs). In 1980 Provident applied for a licence to
operate as a bank and thereby continue using the ‘People’s Bank’ name as an integral element in
restarting their long-held expansion plans. The Bank of England was not persuaded and classi-
fied the Provident an LDT. Provident did not, the Bank ruled, satisfy all the criteria of a rec-
ognised bank they had set out. A bank, according to the 1979 Act, should provide a wide range
of banking services and enjoy ‘high reputation and standing in the financial community’
(Financial Times, 17 January 1981). Gordon Richardson, then Governor of the Bank of England
asserted that ‘classification as a licensed deposit taker is not to be seen of itself as impugning the
status of an institution — and certainly not the integrity and competence of its management or
the good name of the institution’ (Financial Times, 21 September 1981, p. III).

This was scant compensation. Names in financial services, as Provident well understood, do
a lot more signalling work than marking a ‘good’ or safe institution. They say something about
the history, type and character of the business. There was no avoiding that LDT was a lower
‘goat-like’ status than bank (Financial Times, 16 January 1981, p. 6). Opening Provident’s appeal
against the decision in 1981, Anthony Graham-Dixon, QC, remarked that the name ‘bank’,
meant people could expect ‘probity, prudence, honesty, security and sufficient services in width
and depth’ to justify its use. LDT status not only did not convey such confidence but would
prevent the company from continuing to trade under the People’s Bank name.The 1979 Bank-
ing Act, Graham-Dixon argued, was essentially a piece of consumer protection legislation that
was being loftily interpreted ‘from the Ivory Tower of Threadneedle Street” and not from the
user’s point of view (Financial Times, 16 January 1981, p. 6). Provident’s aim to bring full banking
services to 17 million unbanked British adults primarily from the C2/D social categories, would
be permanently halted if it was not allowed to call itself a bank.These arguments did not change
the ruling, Provident published a bullish Annual Report in 1981 confirming their plans to roll
out more People’s Bank branches but in July their appeal was refused.

The tribunal accepted that People’s Bank provided four of the required services: current or
deposit account facilities for members of the public or companies; overdraft or loan facili-
ties; foreign exchange services; and financial advice. But it decided that the size of the
business in relation to the last two services was not of sufficient nature or scope to provide
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the wide range of banking services of a positive nature so as to entitle the appellants to
recognition as a bank.
(Financial Times, 22 July 1981)

Epilogue

Posterity offers no certain clues as to what might have happened if the decision had gone in
Provident’s favour. Perhaps a People’s Bank offering a broad banking service on relatively favour-
able terms would have contributed to the development of a more inclusive financial services
sector? The loss of the name to a new regulatory environment however confirmed Provident in
an alternate strategy that was as much part of the kind of organisation they had been ‘becoming’
over their long history, and particularly over the previous two decades, as the ‘poor man’s banker’.
The company had always been a provider of credit to customers with scarce means but by the
end of the 1970s it was steadily moving away from its longstanding techniques of risk manage-
ment by screening and stringent controls on the amount borrowed.

The introduction of vouchers offered a way of increasing the amount and the purposes
Provident’s credit facilities could be used for, but vouchers were still tied to particular retailers.
Towards the end of the 1960s, following the introduction of the more portable ‘paybonds’, Prov-
ident had begun to explore other means of diversifying beyond documentary credit. A number
of smaller check traders started offering cash loans in the 1960s, and although Provident did not
join them until 1972, its loan service grew very quickly. By the end of the decade, all three of
the largest documentary credit companies offered loans through their agents (BPP, 1981). Prov-
ident’s loan book provided the group with /8.2 million of its £9.2 million pre-tax profit in
1979. Loans were a significantly more expensive form of credit than checks or vouchers where
customers shared the lending costs with retailers, but this did not deter customers. Provident,
and its main competitors, saw customer numbers increase steadily through the 1980s, even as the
importance of voucher and check trading diminished, towards an estimated 3 million by the
early 1990s (Rowlingson, 1994). Rather than expanding by moving into more mainstream
banking services, Provident consolidated its position by specialising in an ever more tightly
defined ‘down’ market of ‘excluded’, ‘non-standard’ or ‘subprime’ borrowers. This continued
into the 1990s as mainstream credit providers responded to the negative equity housing crisis
with a ‘flight to quality’ (O’Connell, 2009; cf. Burton et al. 2004; Langley, 2008). By the early
2000s, documentary credit trading had almost disappeared and Provident informed the Office
of Fair Trading in 2011 that it no longer issued trading checks or bonds of any kind.

In 2016, the Financial Times described Provident Financial as a rarity among UK lenders in
having ‘had a good financial crisis’ (20 January 2016). The company now has four main arms; a
credit card business called Vanquis Bank, Satsuma an online instalment loan product, a motor
finance unit and its home credit, or doorstep lending, arm that still employs 5,000 agents.
Vanquis, a credit card with an APR around 40 per cent, now accounts for almost two-thirds of
the group’s products and the group is trying to scale back its doorstep loan business, which
operates with APRs around 1000 per cent. Satsuma, which was launched in 2014 as a direct
competitor to high profile payday loan companies like Wonga, has had little impact. The com-
pany’s recent history shows how much it continues to be shaped by the regulatory environment.
Satsuma was intended to take advantage of the expected clampdown on payday lenders, while
Vanquis has done well out of the tighter prime lending environment after the crisis. As a name,
Provident Financial is accommodating enough for the group to navigate its specialism through
the non-standard and near prime credit markets moving up, down and around the stream as
conditions permit. The name lacks the specificity of both ‘clothing and supply’ and ‘People’s

70



What's in a name?

Bank’ but this has ultimately allowed the group to operate fairly flexibly within the constraints
set by its own history, language and regulation. With the benefit of hindsight, as an increasingly
opportunistic lender that is not shy about pricing its specialist risks ‘correctly’, it may eventually
have preferred the regulatory outcome it got. It is not so clear that its customers would agree.

Notes

1 Industrial assurance was a form of life assurance targeted at the poor and based on weekly doorstep
collection that thrived in the UK, US, Australia, many parts of Asia and elsewhere until the late twen-
tieth century. See McFall (2014).

2 Just how roguish Victorian financial capitalism was is a matter of debate cf. Klaus (2015) and Kynaston

(1995) but the volatility of nineteenth-century insurance, credit and savings organisations is well recorded.

All data from PCS (1930); PCS (1951); PCS (1961-75); O’Connell (2009).

HC Deb, 20 May 1963 678 107.

HC Deb, 4 August 1942 382 825—6; HC Deb 11 September 1942 383 ¢506.

See 1952 HC Deb 13 March 1952 vol. 497 ¢c1695-719.

According to Eric Fletcher, MP Islington East HCD 13 March 1952 497 c1696; see also The Economist

(1963).

8 Financial Times, The Times covered higher payments to shareholders than forecast on 21 February 1963.
9 A point The Economist also made in a 1963 article.

10 It probably also helped that Hugh Fraser was a shareholder; TheTimes, 9 November 1962.

11 See ‘Provident Clothing expansion’, The Times, Wednesday 4 March 1964, p. 17; ‘Provident Clothing’s
good start’, Financial Times, 26 March 1964, p. 18; ‘Provident Clothing good progress’, Financial Times,
18 February 1965, p. 16; ‘Provident Clothing moving ahead’, The Times, 31 March 1966, p. 19.

12 ‘U.D.T. and Provident launch new personal credit scheme’, Financial Times, 27 August 1964, p. 9; ‘Pay-
bonds’, The Economist, 29 August 1964, p. 849; PCS (1964-66); BPP (1981).

13 ‘Provident plan US insurance deal’, Sunday Times, 14 February 1965, p. 30; ‘Close link with Provident
not likely, says Barclays’, Financial Times, 5 June 1967, p. 5.

14 See PCS (1966, 1973) and ‘Provident Clothing record £8.53m’, Financial Times, 22 February 1974, p.
22.The Financial Times and The Times between them used words like ‘confident’, ‘happy’, ‘peak’ ‘boom’,
‘boost’, ‘acceleration’, ‘strength’ in article headlines at least 13 times between 1968 and 1974 not to
mention numerous references to increases, more, up, lifts etc. The FT used ‘Provident Clothing confi-
dent’ alone four times between 1970 and 1974 (5 March 1970; 9 September 1970; 7 September 1972;
3 April 1974).

15 See especially Van Musschenbroek, K. (1970) featured article in the Financial Times; Daily Mail, 19 December
1970; Financial Times, 19 February 1969; 1 June 1970, The Times, 15 September 1971, 17 December 1973.

16 The Times, 22 February 1973, p. 24.

17 See Scott (1996) It was the biggest banking crisis of the twentieth century in the UK and occurred
when heavy lending to the property sector led to the failure of a number of secondary banks and
threatened the liquidity of the entire banking system.

18 Financial Times, 18 January 1977, The Times, 10 January 1977, p. 17, 22 February 1977, p. 24.
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3
Reflexivity of shadow banking

Benjamin Wilhelm

Introduction

Reflexive relations of finance and regulation point to the importance of shadow banking and its
role for global financial hierarchies. Pierre Bourdieu discussing the production of the economic
field accentuated the power struggle involved when it comes to processes of (economic) inte-
gration. This chapter, thus, highlights the role of shadow banking and its regulation for integrat-
ing the global financial field. Following Bourdieu, it argues that the homogenisation of the
standard setting discourse, i.e. international financial regulation, after the recent financial crisis
further concentrates the resources for domination on a global scale via the reflexive process of
finance and its regulation along the problem of shadow banking.

Shadow banking is understood as a focal point for the performance of finance and its regu-
lation. The chapter shows how these two fields interact and, indeed, how they constitute each
other. The co-constitutive forces shape and make (shadow) banking, its bubbles, crises and they
perpetuate dominance in the present, increasingly integrated ‘global economic field’ (Bourdieu,
2005). Globally shared standards and therefore an integrated financial and economic system
provide for a synchronic experience of financial practices and crises (Nesvetailova, 2014;
Kalemli-Ozcan, Papaioannou and Peydro, 2013; Frankel and Rose, 1998). Standards for such
integration, however, put further emphasis on regulators as co-drivers for the perpetuation of
dominance throughout the financial field.

The so-called run on the shadow banking system in 2008 had been followed by a reform
agenda which is now at the point to integrate shadow banking practices into international reg-
ulatory frameworks, in particular via ‘simple, transparent and standardised (STS) securitisation’
(EC, 2015; BCBS and IOSCO, 2015). Whereas the Financial Stability Board (FSB) and others
support ‘non-bank credit intermediation’ as it ‘provides a valuable alternative to bank funding
which supports real economic activity’ (FSB, 2014b), it is still open for discussion what this
actually means for the financial field and for relations of political dominance therein and beyond.

The chapter proceeds in two steps. First, it positions reflexivity on a field level and points to
the central position of shadow banking for further homogenisation in finance. Second, the chap-
ter provides a more granular reconstruction of the present regulatory discussion regarding the
reflexivity of shadow banking which marks a central node for the further integration of the
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global financial field. The chapter concludes then with the central political and social implica-
tions of recent financial governance, i.e. an increasing dominance of an ‘economistic’ against a
political-democratic rationale.

Politics of reflexivity

The use of reflexivity in social science broadly understood relates to the subject/object distinction
and to their co-constitutive performance often applied to the researcher and her reflexive relation
with the (social) world she studies (Hamati-Ataya, 2013; Leander, 2002; Lynch, 2000; Woolgar,
1988). Here, Pierre Bourdieu fosters the self awareness of the sociologist in analysing the sociality
around her. Reflexivity in this way seems to be bound to individual (human) capacities to see the
world and their part in the making of the (social) world. In economic sociology such an anthro-
pological style of research contributed to a better understanding of practices and conditions of
social exchange within the financial field (e.g. Zaloom, 2006; Riles, 2011; Abolafia, 1996).
Complementary, this section highlights a further style of reasoning when it comes to reflex-
ive relations, i.e. to observe how homogenisation of the financial field has spread after the
post-crisis reform agenda through the relation between financial practices and financial regula-
tion. Not just in times of crisis, researchers may question their own stand to describe a reality
not yet in place. However, an experience of crisis usually interferes with a taken for granted logic
of how ‘things’ happen and such an experience therefore calls for more foundational adjust-
ments. These may happen through a basic reconfiguration of categories within a theory in order
to adapt to a new series of events and hence to change the normal behaviour of doing research.

Reflexivity and its subject

A reflexive understanding problematises standard positivist assumptions like objectification, gen-
eralisation or causation. Events of crises indeed may question the very definition of what such
categories may refer to. Such events might question theoretical and methodological underpin-
nings (as well as delineation) of disciplines. Reflexivity in this sense is not only bound to the
relation of a researcher and her object but also related to the performance of a social context
which makes her a researcher, for instance a sociologist, and her object an object of study, for
instance, perceived as being a (or in) crisis. Object and subject gain their specific role thereby not
from an outer (empirical or scientific) world but through a specific compatibility of (or conflict
within) social fields (Bourdieu, 1985). Events are thus not already present but are continuously
constituted via compatible references regarding their presence.

The event of a financial crisis is thereby made obvious through how different observations
relate to each other. For the present crisis two forms of observation seem indicative to under-
stand its roots, consequences and how it is to be overcome: innovations in financial practices and
their regulation. Both aspects share a considerable focus on the ‘problem’ of shadow banking.
Indeed the notion of shadow banking itself is a by-product of a crisis experience represented in
a recent and widely shared regulatory discourse. Such reflexive perspectives on the discursive
conditions of crisis and finance had rather not been centre stage (for an indicative exception see
Dorn, 2011).

Understandably, a probably larger social fraction demanded ways to compensate their losses
or increase their profits within and after the financial turmoil. An investor’s opinion on reflexivity
might have been more useful than the one of a passed away sociologist. What Bourdieu, and
indeed already quite a while ago, argued however was that an increasing homogenisation of
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economic fields in the context of fast information technology goes along with the perpetuation
and strengthening of relations of dominance already present: “We know that, as a general rule,
formal equality in a situation of real inequality favours the dominant’ (Bourdieu, 2005, p. 225).

Frequently, the notion of reflexivity seems to be reserved for the interaction of the researcher
with her field. In contrast to this perception, more systemic approaches a la Parson or Luhmann
account for the interactions of different fields (to stay with the Bourdieusian parlance) that con-
tain and produce research subjectivities and their objects. The observation of such a reflexive
interplay brings to light how second order observations (now to stick with a Luhmannian gram-
mar) constitute and indeed are able to perform each other.

The regulatory discussion concerning shadow banking serves as an exemplar to show how
the reflexive relation of the regulatory discourse interacts with the practice of banking and how
this interaction performs systemic (in)stability. Whereas broader (economic) discussions under-
stand this as a kind of feedback loop of regulation and innovation (sometimes referred to as
‘reflexive governance’,Vol3, Bauknecht and Kemp, 2006), the point being made here is that the
present state of the international financial architecture hardly allows for the distinction between
the ‘fields’ of practice and prescription and thus for the assumption of pre-set entities (be it
institutions or events) triggering each other.

Positivist approaches try to overcome this problematique of resemblance through an exten-
sion of ‘surveillance’ capacities, thereby gaining a higher degree of granularity regarding the field
and thus being able to frame hypotheses accordingly (Fligstein and McAdam, 2012, p. 188).
Consequently, a problem of explanation points to a problem of data availability and thereby
forgetting about methodologically and theoretically rooted limitations of perspective. The con-
stitutive practice of information computing, however, already and reflexively pre-sets the range
of possible understandings in accordance with methodological/theoretical needs for explanation
and surveillance techniques set in place. Thus, data generation is closely related to the structure
of dominant modes of research that, in turn, points to the reflexive politics of an object/subject
distinction.

In the case of financial regulation and financial practices respectively, the empirical fixation
of the problem of shadow banking associated with data generation, the need for transparency,
standardisation and complexity reduction, as useful as such enterprises may be, rather points to
the already present structure of dominance which may hardly be separated from the form of
knowledge production. The reflexivity of the financial field can thereby be traced along the
making of the financial architecture concerning the ‘problem’ of shadow banking briefly out-
lined below.

Reflexive financial architecture

The new financial architecture after the crisis — and thus the practice of shadow banking —
points to the plea for an economic sociology of law in recent years (Ashiagbor, Kotiswaran and
Perry-Kessaris, 2013; Swedberg, 2003), as the transnational legal structure of finance highlights
the convergence of different disciplinary perspectives. Indeed, what has already and often been
shown is how the distinction of an economic, political, legal or social sphere rather resembles a
modernist/positivist ideology of clear-cut categories to be found ‘out there’. This is further
accentuated via the performativity literature, which provides one entrance point to counter such
macro causation short cuts via a focus on how (financial) things unfold (Callon, 2010; Aspers,
2007; MacKenzie, 2003). In this way, the ‘problem’ of shadow banking indicates the construction
of certain perspectival categories and hence how such categories and their relations very much
depend on reflexive relations.
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International exchanges are not immediately visible on the banks’ balance sheets though they
are backed by shared legal understandings be it for appropriate collateral, haircuts or price-
formations more generally. In this way, shadow banking provides a contemporary representation
of how the global economic field is sustained and enlarged through rapid financial flows seem-
ingly disconnected from national jurisdictions or other social formations. In contrast to a sover-
eign prerogative to contain markets, financial engineering not only synchronises financial
categories like capital, profitability or the scope for transactions but this practice also functions
as a constitutive driver for transnational harmonisation of financial standards.

Even though practices of shadow banking enable the circumvention of balance sheet restric-
tions, these practices are adaptive to international capital flows increasingly defined via interna-
tional financial rules. Capital requirements in this respect are a central node to understand this
evolution as they define the profitability of the bright as well as the gravity of the shady side of
finance. This shared horizon for (shadow) banking activities defines and differentiates the notion
of capital on a global scale and increasingly harmonises the strategies also for shadow banking
activities. Indeed, the present regulatory agenda along the Basel III reforms put further empha-
sis on responsive capital standards based on respective financial or economic conditions. Legal,
financial or economic rationales are thereby intertwined and create the space for shadow bank-
ing practices.

The problem of shadow banking for financial stability triggers a more responsive regulatory
framework, especially regarding the structure of banks’ balance sheets. This concerns, on the one
hand, more transparent ‘look through’ capacities for regulators in order to see how banks relate
to the shadow banking system via special purpose vehicles or the like (as a micro perspective);
and, on the other hand, the new regulatory environment points to an automatic adaptation to
more general economic conditions, for instance related to investment regions (bringing in a
macro-prudential regulatory perspective). Both aspects further increase the reciprocity of difter-
ent legal, financial and economic fields and provide for a deeper integration of global financial
exchange.

Leading indicators such as GDP growth, main calculatory practices regarding risk or an inbuilt
feedback loop to increase the sensitivity of regulatory practices point to the mechanistic under-
standing of closely interconnected financial machinery. Thereby, the political role of regulatory
institutions or, more broadly, the reflexivity of social relations and financial exchanges are hidden
behind a functional logic that excludes a more contested perspective besides efficiency, transpar-
ency or data mining. In the following section, two aspects (risk calculation and intermediation
chains) of present financial practice are exemplary to show how harmonisation is enhanced via
the reference to the shadow banking system and by leaving peripheral alternatives aside.

Reflexivity of shadow banking

Confronted with the global implications of shadow banking contraction, the G20 put up a reg-
ulatory agenda focusing on stabilising the financial system and thereby also the shadow banking
sector. Even though the notion of shadow banking created a new epistemic basin for the present
financial system as it brought together legal, economic and also political discussions regarding
modern finance — its indicated fallacies had already been discussed some time before. The impli-
cations of complex securitisation (Plantin, 2011), the use of special purpose vehicles (Gorton
and Souleles, 2005), problems of off-balance-sheet activities (BCBS, 1986) or the problem of
systemic risk (Hellwig, 1995) and the need of macro-prudential regulation (Borio, 2005) had
been on the table already before the notion of shadow banking came up though it further
aligned these debates (FSB, 2013).
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Considering that the shadow banking system generates ‘benefits for the financial system and
real economy, for example by providing alternative financing to the economy and by creating
competition in financial markets that may lead to innovation, efficient credit allocation and cost
reduction’ (FSB, 2014b), ex post regulatory proposals can also be read as a blue print to normalise
such intermediation chains and risk mitigation strategies. The different Basel frameworks for
banking regulation connected the international banking system more closely by providing com-
mon standards especially for capital and capital transactions. Thereby, securitisation could be
pursued within an internationalised market and via a common understanding of risk leading to
financial exchanges decreasingly hindered through jurisdictional diversity.

Most recently, the problem of shadow banking provided for a focus on responsive instruments
of international financial regulation. Regulatory standards for capital should be related to contex-
tual conditions and they should account for new information about present and future develop-
ments of markets. These changes in turn affect the solidity of the capital basis of banking institutions.
Such a new paradigm for regulatory standards sets the stage for a marketisation of regulatory
adjustments. Shadow banking thus provides a central link for financial and ‘regulatory markets’.
Two discursive nodes are discussed below as they exemplarily show how, first, off-balance-sheet
activities produce and sustain (shadow) banking and, second, how balance sheets are managed via
calculatory practices of risk.

Off-balance credit intermediation

The sensitivity of financial regulation increased compared to the Basel I framework. Financial
innovations structure asset portfolios in order to benefit from the more complex risk hierarchies
implemented via Basel II. However, what appears in the first place as a success of the regulatory
process turns out to trigger demand in tailored investment products off the banks’ balance sheets.
Shadow banking could produce such products and gained importance for (global) financial
intermediation (Plantin, 2014). Or as the Joint Forum states: ‘[b]ecause the Basel II framework
is more risk sensitive, it is likely to have a material effect on bank investors in terms of their
interest in various types of securities’ (Joint Forum, 2009, p. 18).

Such reflexive dynamisms display how the problem of shadow banking sustains the regula-
tory discourse with regard to the notion of risk. First, it positions the term as a central node
for regulatory organisation and second it inscribes its implication into daily regulatory and
bank governance. A further perspective points to how the transmission of credit through
chains for intermediation further shifts the power from regulatory to bank governance,
whereby the problem of shadow banking provides a catalyser for the enlarged authority of
financial rationales in contrast to societal functions such as credit provision, financial stability
or social security.

Most comprehensively, shadow banking is defined as non-bank intermediation (FSB, 2011).
This points to the critical moment after the Lehman failure in 2008 triggering a run on the
shadow banking system.What seemingly made traditional bank runs old fashioned did not apply
to modern shadow banking as for this sector there was no deposit insurance scheme in place
or an intervention routine by central banks. Hence, the collapse of the shadow banking sector
and its opaque interconnectedness to the traditional banking sector is still a main target of the
regulatory agenda (IME, 2014; FSB, 2014a).

‘What was and sill is needed to manufacture money-like securities is a high degree of stan-
dardisation, i.e. a high degree of information insensitivity paired with broadly accepted standards
for transparency. Both had been delivered through the standardisation of asset classes (like secu-
rities backed by prime mortgages) and external ratings provided by credit rating agencies.
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Together these aspects define the regulatory capital needed in order to back up investments into
such products. This combination created an ‘opaque’ and at the same time clear investment
incentive in favour of asset-backed securities and securities thereof (Gorton, 2015).

The expansion of the shadow banking system reflected a shared feeling of having enough
information about abstract categories, like a senior tranche of a mortgage portfolio. Further, risk
calculations regarding the construction of the structured investment products made them appear
to be immune to detailed disclosures of the performance of individual mortgages. Thereby the
roll-over risk produced via the transformation of single mortgages with long-term maturity into
short-term securities could be put aside not only to spaces oft the balance sheets but also to a
gullibility towards financial engineering. The construction of risk neutral special investment
vehicles or entities had been central to facilitate the packaging and repackaging of such debt in
the shadow banking system.

The calculation of risk relates to how banks interact (interconnectedness), their lending along
economic circles (procyclicality), their indebtedness (leverage ratio) and the size of banking
institutions (too-big-too-fail problematique). Each source of risk has now been counterbalanced
via increased capital bufters or lending and borrowing limits to be fully implemented by 2019.
Even though shadow banking has often been presented as the other side of banking, the largest
(investment) banks made broad usage of the arbitrage opportunities via the cash flow structure
of the shadow banking system (Joint Forum, 2015, 2009).

Within the new regulatory environment and via dynamic capital requirements for banks,
shadow banking practices are increasingly connected to the traditional banking sector.Via more
comprehensive transparency standards for banking, their trading books and an overall leverage
limit, banks’ balance sheets are now more reactive to developments in financial markets. This
heightened reflexivity between regulation and the day-to-day practice of banking had been
brought forward via the centrality of shadow banking for modern finance. The purpose of
the new regulatory environment was hence rather directed to integrate the environment of
complex securitisation into common international standards than to abandon these practices
all together.

The shadow banking system enables banks to manage their balance sheet in a more attractive
way for their shareholders when profitability increases (FSE 2008). It creates financial products
to still high and low risk appetite through its ability to differentiate risk exposures. It combines
risk mitigation strategies through liquidity facilities, credit default swaps and cash flow waterfalls
to produce what turned out as ‘pseudo-risk-less’ (Stein, 2010) securities being safe in good times
and highly risky in bad ones.

Indeed, securities (i.e. collateral-backed financial instruments) can function as a form of
money within and beyond the shadow banking system through which interconnections of the
traditional and shadow banking sector are sustained. Similar to government bonds, highly rated
collateral-backed securities serve as collateral for repurchase transactions - a highly liquid means
for exchange of value. Thus, shadow banking opens up a way to create debt in a seemingly
very profitable and at the same time low risk way as long as most parts of the financial system
remain intact.

Despite the recent crisis, the failure of the shadow banking system showed the contemporary
transformation of the credit system that is sustained via the post crisis approaches to make the
financial architecture more resilient. The reflexivity of the shadow banking sector, in this sense,
inscribes the exception of oft-balance-sheet activities into the normality represented by the
regulatory body. The implication of the present transformation of the financial system is thereby
hardly one of reform with regard to social and political challenges but rather one of the mech-
anistic necessity to keep finance functional in and of itself.
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Calculating risk

A further force for the increasing integration of the financial field goes along with the evolution
of the concept of risk.Via the modern understanding of risk as an almost reified parameter, its
calculability merged different aspects of the financial field and enabled connectivities to other
social realms (Beckert and Berghoft, 2013; Kessler, 2007; de Goede, 2004). The following analy-
sis turns to the role of risk within the context of shadow banking and its regulation. The dis-
course on the problem of the shadow banking sector highlights the limits of risk calculations
during times of systemic changes.

Such events seemingly could not be translated into appropriate risk categories by rating agen-
cies and associated losses could not be adequately dispersed via financial innovation. The ‘black
swan’ became a sudden symbol for the limits of inductive reasoning in finance and thus of the
modelling toolbox on which the shadow banking system relied. Contrary to the traditional
banking sector, where central bank liquidity and regulatory capital provide certain resilience in
times of unforeseen stress, shadow banking could operate in a (non)legal space of the balance
sheets and hence outside of regulatory constraints on leverage (Ferrante, 2015; Plantin, 2014;
Ordonez, 2013).

A central driver for this evolution was the inclusion of a portfolio invariant risk conception
into regulatory standards. This established a singular understanding of risk, meaning that risk
can be calculated and compared independently of its locality, temporality or associated agency
(Kessler and Wilhelm, 2013). Thus, ‘diversification effects would depend on how well a new
loan fits into an existing portfolio’ (BCBS, 2005, p. 4). The respective portfolio is made up of
risk-weighted assets that undergo a mark-to-market valuation. In this way, banks are asked to
manage their balance sheets according to market variations in a shared governance system to
keep up with the regulatory demands concerning their respective capital requirements (and
profitability).

The inscription of credit ratings for financial institutions and products produced a wide-
spread standard along which the risk structure of a bank’s balance sheet could be calculated.
When market developments stay within the projected range of risk analyses, credit ratings pro-
vided the ‘facts’, which ‘suffice to determine the capital charges of credit instruments’ (BCBS,
2005, p. 4). However, the underlying formulas to calculate the needed capital contain intuitions
about how markets should function. Though, looking at them after an event of crisis, these intu-
itions seem to apply only if they had not widely been built into the financial instruments align-
ing the banks’ balance sheets to each other via regulatory ‘incentives’.

One intuition in-built into capital requirements calculation is that capital charges for long-
term obligations should be higher than for short-term exposure. Lower capital charges for short-
term investments and similar investment strategies used, for instance, by money market funds
created demand and thereby an investment incentive for an ‘efficient’ maturity transformation,
i.e. to roll-over long-term investment via the issuance of short-term debt by oft-balance-sheet
entities. To do so, the shadow banking system made use of collateralised debt securities, which
were increasingly assumed to be money-like liabilities that could be produced more efficiently
than by the traditional and regulated banking sector (Plantin, 2014).

The notion of risk, also brought forward by joint regulatory standards, could thereby, on the
one hand, align the demand for financial products and, on the other, sustain the institutional
structure able to provide tailored investment products fitting the requirements of investors and
thus of internationally shared understandings of financial regulation. Shadow banking in this
sense is closely related to the specific understanding of risk sustained via regulatory demands.
The notion of ‘enhanced risk sensitivity’ provides a further perspective into the dynamism of
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how a shared understanding of risk enables and limits possible practices in the shadow banking
sector via increasing sensitivity to the calculatory standards of risk.

The European Banking Authority points ‘to “qualifying” securitisations across the hierarchy
of approaches, aimed at further increasing the risk-sensitivity of the bank capital treatment of
securitisations’ (EBA, 2015, p. 8). Thus, the practices of securitisation shall be further included
into the regulatory body assuming that thereby banks follow the product structure to be set by
the regulatory authorities. This indeed affects the business model of banking and therefore also
the capital flows accordingly. The statement gives further insight into the understanding of risk.
It is being seen as distinct from financial products. Risk could affect them but they are them-
selves not understood as part of risk creation. In this sense, the sensitivity approach becomes
circular if risk is itself a very product of financial markets and not an external effect.

The Bank for International Settlements complements the view on the perception of risk as
an external effect by arguing that some financial products are insufficiently sensitive to risk,
especially sovereign exposures. Their preferential treatment indeed ‘weakens the risk sensitivity
of regulatory requirements’ (BIS, 2015, p. 113). The implication of this statement seems to be
rather close to the Bourdieusian argument that an increasing homogeneity of the financial field
strengthens the structure of dominance already in place. The consequence of the argument
above could be read as a differentiation of sovereign risk according to the compliance to the
rationale of the financial architecture and hence financial dominance already in place.

The European Systemic Risk Board provides a further example of how the structure of
dominance is not only sustained but how it could also be more effectively inscribed into reg-
ulatory demands. In a context of differentiated sovereign risk, banks are incentivised to widen
their capital basis in order to provide a more resilient balance sheet (ESRB, 2015, p. 20).
Thereby the hierarchy of sovereign risk indicated before gets institutionalised via the capital
structure of banks. It increases demand for ‘jurisdictional safe havens’ again supporting the
mechanisms of dominance in place and weakening or rather excluding alternatives for financial
governance.

Conclusion

This snapshot of the regulatory context regarding the practice of shadow banking provides an
indicative example of the reflexive drivers in favour of increasing homogenisation. Following
Bourdieu, the standard setting discourse of international financial regulation after the recent
financial crisis further concentrates the resources for domination on a global scale, especially as
indicated via the perpetuation of shadow banking into international capital flows. It thereby
fixates the prerogative of financial rationales and excludes political contestation, which might
possibly be able to question the structure of dominance in place. Indeed, the post-crisis dis-
course on shadow banking vividly shows how financial practice and regulation further install the
pre-crisis disciplinary and political hierarchy.

The notion of risk and the institutional structure in place provide for compatibility for finan-
cial exchanges, their profitability and their regulation. The focus on new rules for securitisation
sets the stage for the shadow banking system to be come impregnated by the present distribution
of dominance in financial markets. Policy prescriptions promoting heterogeneity to standards for
financial activities are rather exceptional, whereas the intentional insertion of inefficiencies as
provisions for higher resilience of financial entities (i.e. higher capital ratios) seems to be exactly
what is omitted by the further evolution of market-based credit intermediation.

A new contextual phenomenon in contrast to prior histories of financial turmoil is that
innovation now concentrates on time rather than on space. For instance, space related oftshore
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settings to avoid taxes seem rather echoes from the past international order even though the
recent ‘discovery’ of the so called Panama papers provides an excellent view into past and present
possibilities for ‘efficiency gains’.

Regarding time, we can observe at least two new forces, which expand (high frequency trad-
ing, Lenglet, 2011) and compress (risk calculation, de Goede, 2004) temporal horizons. The
former tendency triggered a fragmentation of markets to the advantage of market operators and
high frequency trading firms, whereas supervisory entities are hardly able to actually understand
let alone prevent failure. The latter tendency uses accelerated computing capacity in order to run
more complex risk modelling and thereby compressing more data about possible futures and
opening up ever more possibilities for financial innovation.

These two dynamics complement each other in a way, which makes it more and more diffi-
cult to grasp not only the economic but also the political consequences of present financial
markets. Subsequently the new shadow banking relies on a fragile and hidden framework for
financial exchange generating profits in the present and deferring possible systemic failure, and
hence widespread losses into a precarious future. The further evolution of shadow banking thus
provides a wide opening for research into the reflexive interaction of financial innovation and
regulation, not as separate forces but as an intersection which indicates how financial markets
express contemporary hierarchies of domination seemingly very much apart from democratic
decision-making about the societal location for international (shadow) banking.
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Interrogating the crisis

Financial instruments, public policy
and corporate governance

Hugh Willmott

Introduction

There is growing recognition that the dispersion of credit risk by banks to a broader and
more diverse group of investors, rather than warehousing such risks on their balance sheets,
has helped to make the banking and overall financial system more resilient.

(IME 2006, p. 51 cited in MacKenzie, 2009a, p. 73)

‘What precipitated the global financial crisis of 2008 and why were structures of corporate gov-
ernance unable to avoid or prevent it? The intention of this chapter is to offer some partial
illumination of these questions by making corporate governance its focus. Its premise is that the
way financial organizations, such as banks and insurance companies, do business, including their
use of financial instruments, is contingent upon the conception and associated structures of
corporate governance that are ostensibly designed to regulate — enable but also constrain — their
activities.

When reflecting on the role and significance of governance in ‘the corporate failures of
the first decade of the 2000s’, Deakin (2011) observes that a distinctive form of corporate
governance — what he calls ‘shareholder-value oriented corporate governance’ — ‘provid(ed) an import-
ant part of the external context of financial instability, and exacerbate[ed] the misalignment of
incentives within firms’ (ibid, pp. 34-5). Shareholder-value-oriented corporate governance
currently defines the parameters of ‘best practice’ by giving emphasis to a number of elements:
the separation of chair and CEO roles, external monitoring, the presence of non-executive
directors, and so on (see Veldman and Willmott, 2016). These elements, it will be argued, affirm
rather than restrain, and eftectively obscure rather than challenge, a conception of the corpora-
tion as a nexus of contracts in which, as Deakin (2011, p. 40) puts it, the corporate form ‘is seen
as an object of financial arbitrage’, rather than, say, a legal fiction that is potentially amenable to
serving a plurality of stakeholders (Stout, 2012).

The chapter seeks to shed light on why the calculations relating to financial products — notably,
the rapid growth in securities taking the form of collateralized debt obligations (CDOs) that
preceded the financial crisis — proved to be so recklessly optimistic, abjectly cynical or stunningly
naive. To this end, its focus is upon the normalization of the sale of subprime mortgages and
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their securitization during the years running up to the crisis. On the ‘demand’ side, the chapter
attends to deregulation and, more specifically, to the relaxation of restrictions — specifically, those
associated in the US with the reform of the Community Re-investment Act (CRA) — that
fuelled the sale of huge volumes of subprime mortgages. Without the participation of previously
‘redlined’ communities in this market, far fewer subprime mortgages would have been packaged
into CDOs. Turning to the ‘supply’ side of the normalization of the subprime mortgage market,
I emphasize the limitations of the corporate governance of the financial institutions engaged in
the securitization business. Other studies have highlighted failures of corporate governance in
general terms (e.g. Loughrey, 2013;Vasudev and Watson, 2012; Sun, Stewart and Pollard, 2011).
Here I take the example of American International Group (AIG), a company that had, in many
respects, model governance structures, yet was found to be wholly incapable of monitoring and
restraining its engagement in the writing of credit default swaps (CDSs) as hedges against the
risks of defaulting CDOs, with catastrophic consequences.

The present analysis shares MacKenzie’s (2009) assessment of the central role of CDSs and
CDOs, including synthetic CDOs (see Roberts and Jones, 2009), in precipitating a financial
crisis of such depth and duration. But it also qualifies and situates the explosive ‘success’” of these
financial instruments in relation to other elements that comprised the ‘perfect storm’. I focus
upon securitization and corporate governance not least because, within organization studies,
the paucity of analysis of financial institutions, products and markets is disproportionate to their
influence. Moreover, scholarly consideration of corporate governance has been marginalized by
regarding it as a specialist domain reserved for, or monopolized by, other academics (e.g.
accountants, lawyers and behaviourists) rather than as a field of study integral to the analysis of
organization(s).

The chapter begins with an overview of the context of the global financial crisis (GFC).
Its anatomy is then examined, focusing upon the centrality of securitization in the meltdown
before addressing directly the conditions which permitted the huge expansion of the subprime
mortgage market. Having sketched some distinguishing features and backdrop of the GFC,
attention is directed to the corporate governance of AIG, the firm that received the largest
bailout. It concludes by reflecting upon the centrality of the shareholder value model in the
run-up to the financial crisis as banks sought out new sources of such value in the subprime
mortgage market and suggests that avoidance of a future crisis will require a radical change in
the principles of corporate governance.

The context

During the decades running up to the financial crisis, a belief in the efficiency of markets
combined with a shareholder-value oriented conception of corporate governance facilitated
financially driven growth fuelled by access to sources of cheap credit. The ‘new growth model’,
which Crouch (2008) has characterized as ‘privatized Keynesianism’, provided income streams
by generating credit from available assets. In the UK context, the model promoted a permissive,
re-regulation of financial markets which was announced in the UK by Big Bang (1986). At the
heart of the ‘new growth model’ is a faith in markets as efficient allocators of resources and an
antipathy to interventions by the state, including a philosophy of regulation of markets that must
be light-touch and supportive. Concerns about ‘society’ and ‘social justice’ are marginalized as they
are considered to be misconceived, given that the removal of restrictions and the operation of less
fettered markets will ‘lift all boats’ as wealth ‘trickles down’ to benefit everyone. From the 1980s,
successive administrations in the UK and the US seemed to assume that there was problem —
such as meeting the challenge of making home ownership more widely available — for which
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the forces of the market, however convoluted and re-regulated, was not the solution. This phi-
losophy is also evident in a conception of corporate governance that treats firms as bundles of
assets to be analysed, restructured and traded using financial techniques; likewise, executives are
incentivized with stock options and performance-related bonuses to pursue shareholder value
maximization (Davis, 2009).

The chief threat to the ‘new growth model” was identified as inflation: economists, regulators
and politicians deemed the rate of inflation to be the primary benchmark of economic stability.'
Preoccupied with its control, much less attention was paid to other risks, such as those associated
with the neo-liberalization of financial markets and the possibility, however apparently remote,
of their meltdown. The seemingly limitless expansion of the financial sector was celebrated as
key to the miraculous rejuvenation of an economy that only twenty years earlier had been
dubbed the ‘sick man of Europe’.

Inflation, rather than any thought of a meltdown, exercised the minds of macroeconomic
policy experts in the months preceding the GFC.The preoccupation with inflation is apparent
in a speech given by the Governor of the Bank of England in January 2007, just a few months
before the collapse of Northern Rock which precipitated the first run on a UK bank in 150
years. Flattering his audience of Birmingham businessmen, the Governor proclaimed that ‘It is
indeed much harder to run a business than to run a central bank’ — an ostensibly self-effacing
claim that was soon to be severely tested. The Governor then stressed that:

it is our duty is to ensure that you do not experience the macroeconomic instabilities of the
past and that we keep inflation on track to meet our 2% target. Stability is in your interest just as
much as mine.

(King, 2007, emphasis added)

The policy of maintaining a low rate of inflation, combined with a comparatively low cost of
credit, resonated with an expectation of continuing growth undisturbed by ‘macroeconomic
instabilities’. There could be few clearer indications of how, amongst the guardians of financial
institutions and markets, embodied in the figurehead of the Governor, the possibility of sys-
temic risk and meltdown had seemingly been erased from their collective memory. It was,
apparently, taken for granted that neo-liberal, market-centric policies and their associated,
self-regulating practices would smoothly deliver a combination of low inflation and steady
growth that, in the words of UK Chancellor Gordon Brown, would ensure ‘no return to boom
and bust’.

Confidence that stability and growth was assured so long as inflation was controlled encour-
aged ever-higher levels of gearing (debt-to-equity ratio) — not only by corporations, especially
the investment banks, but also by consumers of financial products (e.g. households that take on
mortgages and other forms of credit, such as loans for car purchase). Ballooning debt fuelled a
rapidly expanding financial sector in which institutions competed to survive and grow by making
highly leveraged acquisitions, the most spectacular of which was that of ABN Ambro by RBS and
its minor partners Fortis and Banco Santander. The example of RBS, but also AIG which is
considered in some detail in a later section, is illustrative of how, in the UK and the US, an
unshakeable belief in continuing growth and financial stability followed from a subscription to
the logic of neo-liberal economic policy.

Prior to 2008, there was, as the opening quotation from the International Monetary Fund
(IMF) indicates a massive expansion in the development and use of financial instruments (nota-
bly, derivatives) facilitated by what the IMF terms ‘the dispersion of credit risk’. Notably, there
was an explosion of mortgage-backed securities (a form of CDO) as home loans were made
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more accessible to ‘subprime’ applicants, and applications were accepted which previously had
been declined or redlined. Penetrating the home loans market more deeply, by making mort-
gages easier to obtain and cheaper to service through the alchemy of securitization, massively
swelled the revenues of the financial institutions as well as the bonuses of traders dealing in those
securities. Securitization was at the epicentre of a ‘loads of money’* Zeitgeist in which ‘maxing
out’ credit/accumulating debt became an imperative for consumers and corporations alike. For
corporations, the substitution of debt for equity capital, tacitly underwritten by an apparently
remorseless rise in asset values (e.g. property), offered an irresistible means of increasing divi-
dends and capital growth. For consumers, equity release and/or juggling credit cards presented
an effortless way of compensating for a squeeze on wages and related benefits. As an article
published in Harpers Magazine in May 2006, two years before the financial meltdown, pre-
sciently observed in relation to the aspirational as well as the avaricious appeal of mortgage
borrowing:

the biggest incentive to home ownership has not been owning a home per se but rather the
eternal hope of getting ahead. If the price of a $200,000 house shoots up 15 percent in a
given year, the owner will realize a $30,000 capital gain.

(Hudson, 2006, p. 41)

As the article goes on to note, referring directly to the guru of modern macroeconomic pol-
icy, Alan Greenspan, the home equity loan bubble made a substantial contribution to the US
economy:

In a study last year [2005], Alan Greenspan and James Kennedy found that new home-
equity loans added $200 billion to the U.S. economy in 2004 alone ...
(ibid., p. 41)

During the years preceding the global financial crisis (GFC), private indebtedness supplemented,
and progressively replaced, public borrowing as a significant generator of economic activity.
Consumers but also executives who failed, or declined, to avail themselves of cheap credit by
leveraging their equity in order to invest in property (or go on acquisition sprees) were evidently
financial dunces: they were ‘missing a trick” and risked ‘being left behind’. Those in possession of
a modicum of nous eagerly plunged their snouts deeper into the credit trough as, obviously
enough, asset prices were ever-rising. For homeowners, equity could be released or debts
increased on the basis of paper capital gains. With regard to US-based investment banks, their
leverage had, until 2003, been limited by the Securities and Exchange Commission (SEC) to
12 times capital. In 2004, it was raised to 40 times capital and compliance was made voluntary.
In effect, the determination of the appropriate (prudent) ratio became a matter of internal cor-
porate governance. Bonuses would be correspondingly boosted by raising these ratios to their
upper limits. Unsurprisingly, in the absence of external regulation, asset-to-equity ratios in
investment banks reached the upper 30s prior to the crisis. It was these ratios that resulted in the
force and acceleration of the deleveraging dynamic that, in 2008, was precipitated by the crash
in asset prices.

It transpired that the apparently relentless rise in asset prices depended upon a strong faith in
the governance of the lenders about how the loans were financed, and how the pricing of risks
attached to them were calculated (and hedged) using seemingly sophisticated models and opaque
financial instruments, such as CDOs and CDSs. This faith turned out to be ill-founded — and
possibly wilfully so — at least in the case of traders employed by the biggest of the financial
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institutions. They had not failed to notice that the rewards (e.g. performance related bonuses)
were immediate and tangible, while sanctions were non-existent or distant and hypothetical. For
others, as the Harpers Magazine article cited above anticipated, the ‘real estate boom that began
with the promise of “economic freedom” will, almost certainly, end with a large and growing
number of workers locked in to a lifetime of debt service that absorbs every spare penny’ (Hudson,
2006, p. 41).

When it appeared, two years before the meltdown, this assessment directly challenged the
views of experts who advised that by raising interest rates to slow down activity in the housing
market, the very worst that could happen would be a familiar and temporary bear market fol-
lowed by a shallow and short recession. Seven years after the meltdown, the horrific scenario of
workers locked into a lifetime of debt service sketched in the Harpers article seems almost
benign. Today (June 2015), there is a scarier scenario of extended ‘debt serfdom’ in many econ-
omies. In this scenario, it is not anticipated that there will be a slow recovery involving a com-
paratively familiar experience of living standards rising less rapidly for a brief period following
a normal, temporary slump. Instead, its dystopian vision foresees endless indebtedness with a
substantial share of income being consumed by repayments of loans that are not eroded by infla-
tion. In the UK context, the debt burden placed upon young people seeking a university edu-
cation is illustrative of how such ‘serfdom’ is experienced. But the bigger picture is of wealth
redistribution and the corrosion of savings through depressed interest rates and the use of quan-
titative easing. Sluggish growth, stagnant wages, deterioration in the terms and conditions of
employment and deep cuts in public services are forecast as the price to be paid by the next
generation. The foreseeable future is one of striving to deal simultaneously with huge, post-
GFC social dislocations while seeking to reduce the massive debts piled up as a consequence of
the taxpayer bailout of a financial sector modelled upon a shareholder-value conception of
corporate governance. Because the US and especially the UK economies are so dependent upon
the financial sector, it remains largely unreconstructed (e.g. with regard to scale, ownership and
ethos). Moreover, the financial sector has become entombed in an increasingly baroque regula-
tory structure. While some areas of the financial sector are vibrant, others are unstable and prob-
ably unviable. Not only are they vulnerable to future meltdown but insofar as they reproduce
and increase inequalities of wealth, power and opportunity, they further undermine an already
precarious social cohesion.

Anatomy of the Global Financial Crisis

Securitization

It is instructive to situate the global financial crisis in the context of the preceding, exceptionally
long, debt-fuelled economic boom marked by rising asset values, especially in property, that
lasted, with a few minor interruptions and corrections, from the early 1990s.”> The boom in
house purchase and the refinancing of mortgages provided a steady flow of payments that could
be securitized in the financial markets of New York and London as CDOs (see Box 4.1). The
attraction of securitization was that it:

enabled much higher volumes of lending than would have been possible if banks had been able to
lend only the sums their customers had deposited: by the time of the credit crisis, securitiza-
tion funded more than half of all home mortgage lending in the US and a quarter of other consumer
credit (Securities Industry and Financial Markets Association 2008, exhibit 17, p. 37).
(MacKenzie, 2009a, p. 25, emphasis added)
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Box 4.1 Securitization: CDOs and CDSs in the run-up to the Global
Financial Crisis

In principle, securitization, which includes the creation of CDOs, creates a secondary market for
loans, such as home mortgages: it attracts capital in order to provide additional loans for conver-
sion into securities and, by improving market efficiency, decreases their cost. CDOs graded by the
rating agencies as investment grade (lowest risk), offered significantly better returns than gilts
or corporate and government bonds. This competitive advantage resulted in their rapid and
sustained growth and escalating complexity. Securitization has enabled financial institutions
around the world to invest in, and thereby ‘democratize credit’. It is these features and functions
that the advocates of securitization, notably Alan Greenspan (Chairman of the US Federal Reserve,
1987-2006), prior to his epiphany, stridently celebrate.

For lenders, securitization provides the means of instantly realizing the value of any cash-
producing asset. The payment stream is, in effect, received as a lump sum which can then be
used to provide further loans, ad infinitum. The chief attraction of mortgage-based CDOs to
insurance companies as well as pension funds and banks is their ability to offer a substantially
better (up to 2-3 per cent) return than corporate bonds with an equivalent credit rating. Even
when the rate of return was comparatively low, as in the case of the least risky, senior and
super-senior tranches, banks bought the CDOs in volume as they could make a slender spread by
borrowing at the marginally cheaper Libor rate (the rate at which banks borrow unsecured funds
from other banks). The originators of CDOs often retain the very safest tranches because,
although they offer the least attractive returns, they can be insured comparatively cheaply.

There is, however, another, often conveniently overlooked or downplayed, feature of securi-
tization. The securitization and re-securitization of the loans is undertaken by investment banks in
conjunction, or in cahoots,* with the credit rating agencies. Like the auditors of the financial
institutions, the rating agencies have every reason not to ask challenging questions, even if they
are supposed to possess the expertise required to ask them. Using historical data, the agencies
did not contemplate or incorporate into their modelling the risk of a more systemic crisis, as
contrasted with a temporary correction (Feirstein, 2009). The chance that defaults would cluster —
referred to as the ‘correlation rate’ — was calculated by the rating agencies as 0.3.> All parties had
every incentive to trust in the expertise of the agencies or suspend any doubts that they may have
had in the credibility of their ratings. In any event, the traders who earned very tidy bonuses from
selling the CDOs had no responsibility for the risks passed on to their purchasers.

Credit Default Swaps (CDSs) are privately negotiated contracts which offer an insurance
against defaulting CDOs. They provide a low-cost hedge but they may also be bought specula-
tively in anticipation that a CDO will default. In 2003, they had a global value of around US$3
trillion which grew to US$45 trillion by 2007. Insurance companies, such as the giant AlG, provided
the CDSs for clients wishing to hedge against defaults, or exceptionally to those who anticipated
that certain CDOs would default.

Responsibility for assessing the risks of CDOs is the bread-and-butter business of the rating
agencies. Paid by packagers of CDOs — the investment banks — the rating agencies compete for
this lucrative business for which they are richly rewarded. During the years preceding the finan-
cial crisis, the models used by the agencies did not factor in the chance that the mezzanine and
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even senior tranches of the CDOs (see Appendix A) to which they assigned an investment grade
rating might sink to speculative (or ‘junk’) status. The logic of the exclusion of this risk from
their calculations was that it had never happened before. That undeniable fact was not, however,
counterbalanced by the inconvenient fact that packaging subprime mortgages on an industrial
scale was also wholly unprecedented. Nor was any consideration given to how sight could be
quickly lost of where the risk was held. Supporters of extensive securitization emphasize the
virtue of its de-concentration of risk, which contributes to reducing and thereby democratizes
credit (see Appendix B). Its often wise-after-the-event critics, in contrast, have pointed to its
obfuscation of risk and vulnerability to systemic contamination.®

Home loans, CDOs and CDSs

The massive expansion of credit associated with low interest rates was eventually curtailed by a
series of US rate increases (2004) (see Appendix C) that progressively flattened property values
and resulted in a rising number of loan defaults. Initially, these were interpreted as an indicator
of a normal and expected cooling down of a slightly overheated market. However, by the sum-
mer of 2006, domestic property prices in the US started to fall; and by the end of November, the
index of subprime mortgage bonds (ABX) indicated that borrowers were failing to make
payments sufficient to pay off the very riskiest tranches of mortgage-backed securities. Despite
this, where securities had received an AAA (investment grade) rating, the prices of the CDOs
remained stable. It was six months later, in early 2007, that some misgivings were aired about the
possible implications of falling US housing values for mortgage-backed CDOs.Yet, demand for
the CDOs remained strong as a consequence of their delivery of comparatively high returns, and
their ostensibly investment grade quality. Even as housing prices fell and foreclosures increased,
few market players and commentators had sufficient cause to ask searching questions about the
correspondence between the rating of CDOs and their contents. The profitability and associated
bonuses delivered by the CDOs appeared to inhibit doubts about the solidity of AAA-rated
CDOs and the prospect of them melting into air. Even when commentators presented explicit
and detailed challenges to this assessment (e.g. Tomlinson and Evans, 2007), their siren voices
were unheeded, or were dismissed as alarmist.

Wherever securities became widely traded, there was a demand for hedges — that is, protec-
tion against the risks attaching to possible, even if highly unlikely, falls in their value. Some
holders of CDOs, and also for a few traders and institutions (e.g. hedge funds) spotted and seized
an opportunity to make speculative bets against CDOs, in anticipation of their possible default.
Those bets took the form of the purchase of CDSs (see Box 4.1). On the other side of these
trades, the sellers of CDSs — notably, American International Group (AIG) — were eager to do
business as their models predicted negligible risk of default.

Regardless of whether staff in investment banks (e.g. Lehman Brothers) and insurance
companies (such as AIG) were engaged in packaging together and selling CDOs, or offering
protection against CDO default, they had little reason to concern themselves with the reli-
ability of the grading, or the dispersal and traceability, of the CDOs. For them, the more
compelling, bonus-rewarded challenge was to obtain sufficient volumes of loans (e.g. mort-
gages) to package into CDOs. In turn, this mass production of CDOs fuelled demand for
CDSs from which their providers derived seemingly riskless revenues and guaranteed
bonuses. Maintaining the supply of CDOs was addressed by devising and stimulating innova-
tive ways, legal and illegal, of expanding an untapped segment of the housing market: sub-
prime. In the US, this segment had been opened up by an earlier change in US legislation,
to be considered below, that was intended to correct a rather different problem of structural

90



Interrogating the crisis

social disadvantage: the indiscriminate redlining of mortgage applications originating from
certain disadvantaged neighbourhoods.

Risk, meltdown and bailout

The unexpected fall in property values in the US, following the rise in interest rates, triggered a
higher level of defaults than had been predicted by the risk models. Supposedly impregnable
tranches of CDOs were under water. Those who had not purchased CDSs to hedge their posi-
tions struggled to sell their holdings. Falls in the value of CDOs were further accelerated by the
use of mark-to-market accounting, which tracked the highs and lows of market prices, irrespec-
tive of any reference to their book value or (presumed) underlying worth. Those who had
hedged their positions called upon the issuers of CDSs, including AIG, to restore their collateral.
Those calls induced panic selling. The markets froze as the solvency of all financial institutions
was placed in doubt by the limited traceability of the toxic CDOs.

In the months preceding the GFC, analysts and traders had been content to trust the ratings
provided by the agencies. Only in exceptional cases did they undertake the painstaking detailed
forensic task of establishing how subprime mortgages had been packaged and graded. The few
traders who closely investigated the provenance of many CDOs were able to purchase CDSs
cheaply because the ratings agencies had assigned the CDOs an investment grade status. Their nerd-
ish diligence paid off handsomely when the markets went into free fall (Zuckerman, 2009). Aside
from the taxpayers who were assigned by political elites to pick up the very sizeable tab, the biggest
losers were the employees, clients and shareholders of the counterparties, such as AIG, especially in
cases where no hedge had been made against default, despite the low cost of doing so (ibid., p. 156).

As the markets crashed, it was no longer home owners who found themselves, or were sus-
pected to be, in negative equity territory, and could obtain credit only at unattractively high
rates. When it was impossible to determine which parties were left holding the toxic CDOs
and/or remained solvent, interbank lending locked up as every financial institution hoarded
whatever liquidity it had, or could acquire. The market for securities became increasingly
unstable before completely drying up as collateral was demanded by counterparties, resulting in
the balance sheets of heavily geared financial institutions being further weakened. Investment
banks teetered at the edge of the void of insolvency, with Lehman Brothers, the most leveraged
and least liquid of them, at the head of the line.

That no other investment bank stepped in to acquire Lehman Brothers, even at a knock-
down price, indicated the magnitude of its exposures, notably in the mortgage-backed CDO
market. As other institutions — banks and IAG — lined up behind Lehmans to go to the wall,
greater respect could, at this point, have been shown for the ‘laws’ of neoclassical economics.
That is to say, their fate could have been left to the Market: those that had lived and prospered
by its sword would be cut down by it. Failing, lame-duck institutions would have been allowed
to collapse, thereby, in principle, celebrating and restoring Market discipline and efficiency.
Instead, and in unacknowledged defiance of the Market mantra, intervention by the US govern-
ment averted the prospect of a repetition of Lehman’s fate across the financial sector.Variants of
this bailout scenario were repeated in the UK and elsewhere. Deemed to be ‘too big to fail’
(Sorkin, 2009), numerous investment banks and also AIG were saved through a huge injection
of public funds that minimally restored their balance sheets. Either their toxic assets were bought
up (the US approach) or the failing banks were placed in ‘temporary’ public ownership by hold-
ing preference shares and offering loan guarantees (the UK approach).

Lehman’s collapse and its immediate aftermath pointed unmistakably to the existence of
a toxic barrel of mutually contaminated rotten apples whose immanent insolvency threatened
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a cataclysmic global meltdown. As will be shown shortly, AIG was one of the largest and
rottenest of these apples, and it received the largest bailout. It had sold huge volumes of CDSs
without either investigating or hedging against the risk of CDOs being inadequately graded or
becoming toxic. Only a massive injection of liquidity forestalled the demise of the zombie
financial firms, thereby saving the financial sector from the forces of destruction that it had
unleashed upon itself.

Home ownership and normalizing subprime: a political economy
of mortgages

The economies of the UK and US are, as noted earlier, exceptional in the importance placed
upon home ownership. It is reflected in the scale of the loans serviced by purchasers of domes-
tic property that dwarfs other forms of personal borrowing (e.g. credit cards, overdrafts and
finance for other assets, such as cars and white goods). Any fall, or even flat-lining, of property
values is significant politically as well as economically as voters are generally more supportive of
the party in power when the value of their assets, including their homes, is rising. It is this polit-
ical sensitivity that leads governments to make interventions in the housing market that are
intended to affirm, secure and/or enhance those values — for example, by opening up the market
to new providers or by enabling access to capital markets for existing providers through demu-
tualization (see Klimecki and Willmott, 2009). Such responsiveness extends to making legislative
changes whose purpose is to improve the availability and affordability of loans to those previ-
ously denied access to them.

Such interventions are consistent with neo-liberal policy where the role of the state is to
champion markets by enabling their more effective, unimpeded operation. The state may, for
example, intervene to create conditions in which financial institutions are incentivized to
demonstrate greater ‘commitment to serving borrowers who may not meet traditional under-
writing standards’ (Schwartz, 2012, p. 332, citing Federal Reserve Bank of Boston, 1993). In the
UK, ‘Big Bang’ incentivized building societies to demutualize; and it enabled banks to penetrate,
and thereby shake up, a mortgage market previously dominated by mutuals (Klimecki and
Willmott, 2009). The outcome was intensified competition in which the big proprietary banks,
many of which were later to be bailed out by taxpayers, were the winners. They gained market
share from the mutual. And comparatively small and undiversified demutualized societies strug-
gled to deliver the capital growth demanded by shareholders. Northern Rock, for example,
pursued a strategy of heavy reliance upon the wholesale markets. When these markets dried up,
the resulting evaporation of liquidity contributed to its collapse. Its demise was followed by
other demutualized building societies none of which survived the financial crisis.

Turning to the US, whose economy makes it much more important globally, the most sig-
nificant state intervention in the housing market can be traced to a well-intentioned but ill-fated
move by the Carter administration. In 1977, the Community Reinvestment Act (CRA) was
introduced to tackle the issue of discriminatory ‘redlining’ of entire (disadvantaged) neighbour-
hoods. Redlining made it either impossible to obtain a mortgage by lower income groups,
or made obtaining such loans conditional upon making substantively higher down payments
and/or accepting shorter repayment periods.” With the objective of making home loans more
widely available, the CRA gave the banks some comparatively gentle ‘encouragement’ to lend
to (potentially riskier) borrowers from neighbourhoods that had previously been indiscrimi-
nately redlined. This ‘encouragement’ involved sanctioning lenders who showed a reluctance to
issue such loans — for example, lenders’ expansionist ambitions were blocked by providing unfa-
vourable evaluations of their applications for new branches and mergers.
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A subsequent and seemingly innocuous tweak to the 1977 CRA made in 1995 by the Clinton
administration had the (unintended) consequence of normalizing as well as expanding, but
never entirely legitimizing, the riskiest segment of the mortgage market. The tweak involved a
substantial tightening of the supervision of banks, which became subject to more exacting
compliance measures. An unanticipated outcome was the expansion of subprime lending by
‘predatory lenders’. Crucially, the Clinton tweak also incorporated an invitation to community
groups to complain when lenders were making loans below the amount calculated for each
neighbourhood based on federal home-loan data. Community groups collected a fee from the
lenders for marketing loans to target groups (Husock, 2000). In 2000, the Senate Banking Com-
mittee estimated that, in just three years, community groups had received $9.5 billion in services
and salaries — which is an instructive indicator of the rate of expansion into the subprime
segment of the mortgage market. So, a perverse effect of the Clinton tweak was greatly to
increase, rather than to remove, the number and levels of activity of the shadowy businesses
(‘predatory lenders’) that have traditionally serviced the subprime market®; and thereby to create
a boom in this market segment. This boom was further fuelled by the Gramm—Leach—Bliley Act
(1999) that repealed parts of the Glass—Steagall Act. It allowed local banks to ofter a full range of
investment services — a change explicitly welcomed by the Clinton administration as a way of
expanding the reach of the CRA. As a consequence of these changes in legislation, growth in
the subprime sector was rapid, propelled as it was by the simultaneous development of ‘innova-
tive’ products — that is, ‘interest only’ but, more importantly, ‘adjustable rate’ mortgages — and
payment methods tailored to lower income borrowers, including applicants with a patchy
employment history.

The Clinton tweak to the CRA enabled many more loans to be made available to, and
affordable by, lower and irregular income borrowers. It also legitimized and normalized the
practice of lending to customers who previously had no prospect whatsoever of obtaining a
home loan. By the early 2000s, the subprime segment was the most rapidly growing segment of
the mortgage market; and this market was increasingly being serviced by shadowy, non-CRA
lenders (e.g. independent mortgage companies such as Ameriquest and New Century Financial) as
well as affiliates of banks or thrifts that were not subject to routine supervision or examination
(Gordon, 2008). The numbers are dizzying. Between 1994 and 2003, subprime mortgage loans
increased by 25 per cent every year — that is, a ten-fold increase in nine years. Between 1997 and
2006, the price of the typical American house increased by 124 per cent. Brokers sold, or pushed,
loans to almost anyone who could be persuaded to borrow, regardless of their immediate or
projected ability to meet the monthly payments, if interest rates were to rise. By the third quarter
of 2007, subprime adjustable rate mortgages in the US comprised about 7 per cent of those in
arrears; and these accounted for nearly 50 per cent of the foreclosures which began during that
quarter. This was roughly triple the rate of arrears and foreclosures in 2005. By January 2008,
the equivalent rate of arrears had risen to 21 per cent, and by May 2008 it was 25 per cent.
By August 2008, over 9 per cent of all US mortgages outstanding were either in arrears or in
foreclosure.

The home loans had been arranged easily not just because interest rates prior to 2004 had
been held low but also because investment banks were ready and eager to securitize the loans.
It was the contents and rating of the CDOs that made those mortgages readily available. The
ahistorical modelling of risk by the agencies, combined with the self-serving reliance of financial
firms upon their ratings, meant that it was not just the high risk, junior’ tranches that were
adversely affected by defaults; it was also some of the other, ostensibly investment grade tranches.
The securitization of subprime mortgages acted to accelerate the speed and depth of the finan-
cial meltdown as the value of CDOs plunged. As will be shown in a later section, the collapse is
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also attributable to the recklessness of counterparties, notably AIG, who were eager to provide a
hedge, in the form of CDSs, against the risk of CDOs defaulting, without themselves hedging
the risk of issuing the swaps. The question of why a company like AIG was able to take this
business without itself adopting measures to hedge against the risk is considered in the following
section.

Corporate governance: The case of AIG

‘Corporate governance’, Blair (1995) argues, extends to ‘the whole set of legal, cultural and
institutional arrangements that determine what publicly traded corporations can do, who con-
trols them, how that control is exercised and how the risks and returns from the activities they
undertake are allocated’ (ibid., p. 3). In the analysis of AIG, the focus is principally upon the
‘control exercised’, and the allocation of risks and returns. Whether the ‘set’ of legal, cultural and
institutional ‘arrangements’ actually ‘determine(s)’ what corporations ‘can do’ (emphasis added),
rather than condition(s) actions that are taken by corporate actors, is debatable. Nonetheless,
Blair’s inclusive conception of corporate governance is broadly endorsed here, and it should be
born in mind when considering the case of AIG.The following analysis addresses the exercise of
control and risk/reward allocations but it does so in relation what Blair plausibly characterizes as
a comparatively narrow sense of corporate governance: one limited to operations within companies
that include, for example, ‘questions about the structure and functioning of boards of directors
and the rights and prerogatives of shareholders in boardroom decision making’ (ibid.). That said,
Blair’s broader vision of corporate governance explicitly includes ‘aspects of corporate finance,
securities law [and] laws governing the behaviour of financial institutions’ as well as ‘internal
information and control systems’ (ibid., pp. 3—4) — all of which are pertinent to the present anal-
ysis of the AIG case.

Strategic risk management

Led by the highly capable but autocratic Hank Greenberg, AIG expanded rapidly from the early
1970s when it comprised a modest collection of insurance businesses that had been created and
carefully nurtured during the previous fifty years. The dramatic and unexpected collapse of AIG
in 2008, which had been a highly regarded global player, begs questions about the responsibili-
ties of its directors in monitoring and interrogating the source and exposures of its major reve-
nue streams, notably the activities of AIGFP. In 1994, AIGFP generated a modest income of
around $100m. By 2005, this had ballooned to $2.7bn, amounting to 25 per cent of AIG’ net
income. It was the operation of AIGFP within AIG that bankrupted the company. AIG’s
dramatic collapse casts doubt upon a model and structure of corporate governance that, at AIG,
was in very many respects an exemplar of ‘best practice’, yet it failed spectacularly to challenge
and forestall engagement in excessive, unhedged risk-taking.

Through a strategy of diversification as well as expansion of its established insurance business,’
AIG under Greenberg’s leadership had achieved consistently stellar returns of around 15 per cent
compared to an industry norm of around half that. All AIG executives were ‘asked to attain three
targets: 15% annual revenue growth, 15% profit increases per year, and 15% return of equity
increases annually’ (Shelp and Ehrbar, 2009; Pathak et al., 2013, p. 358). Based on its outstanding
financial performance, the company and its tireless CEO enjoyed an unparalleled reputation in
the industry. Notably, AIG benefited from a seemingly rock solid AAA credit rating that reduced
the cost of the company’s borrowing, thereby making it possible to undercut much of the com-
petition and attract customers from whom concessions in price and risk could be ‘negotiated’.
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Of particular relevance for the present analysis, its AAA rating enabled AIGFP to compete effec-
tively against investment banks in the long-term swaps market.

In late 1993, the AIG stock price reached $88 as investors regarded AIG as a safe-as-houses
insurance company that, unlike the banks, was not operating in comparatively risky markets.'
In 1996, AIG hired Charles M. Lucas from the Federal Reserve Bank of New York where he
had directed its risk assessment and control systems. Lucas served as AIG’s director of market risk
management who oversaw the creation of a ‘state-of-the-art risk enterprise system that addressed
both credit risk and market risk’ (Greenberg and Cunningham, 2013, p. 147; see also pp. 148,
229). Supported by this system, ‘FP [Financial Product] managers, other independent AIG units,
the company’s outside auditors as well as the board of directors consistently monitored FP’s risk
portfolio’ (ibid.), at least up until the time of the forced departure of its CEO from AIG in 2005.

In 1998, AIG had cautiously entered the CDS business when it accepted $194m from
J.P. Morgan to insure the credit risk on $9.7bn AAA rated CDOs (see Boyd, 2011, p. 87 ef seq;
Tett, 2010, pp. 71-3). For AIG, this revenue seemed to be virtually risk-free as, following pains-
taking analysis, the chances of the AAA defaulting was shown to be infinitesimal (see Boyd,
2011, pp. 88-9). For J.P. Morgan, the deal released cash to make further investments (e.g. in
CDO:s) that would otherwise have been held in reserve in case of default.

‘Money for nothing’, reputational damage and the AlG indulgency pattern

In postmortems on AIG, considerable attention has been paid to the activities of AIGFP. Much
less attention has been directed to how governance at AIG was entwined with its strategy for
delivering its targets of 15 per cent annual revenue growth, 15 per cent profit increases per year,
and 15 per cent return on equity. A sea change occurred at AIGFP when, in 2001, two years
after the repeal of the Glass—Steagall Act, its head, Tom Savage, was replaced by his deputy, Joe
Cassano. It has been widely reported that Cassano greatly appreciated the bonuses that flowed
from the CDS business: he earned more than US$280m in cash during his final eight years
(2000-08). While eager to maximize his compensation,' Cassano was less inclined to insist
upon undertaking the highly detailed, stress-testing, analysis demanded by his predecessor. Of
more importance, the bonus system at AIG incentivized engagement in trades, but did not
encourage paying close attention to the analysis of risks.

For AIG, the repeal of the Glass—Steagall Act in 1999 was significant because it drew com-
mercial banks, with their huge customer deposits, into the world of investment banking, to
which the investment banks responded by borrowing huge amounts — between 30 and 40 times
their equity capital by 2005-08. Much of this debt, borrowed cheaply when interest rates were
held low, was used to purchase longer term, higher yield assets — notably, mortgages to be pack-
aged as CDOs. When firms acted prudently, the CDOs were hedged by purchasing CDSs from
companies such as AIG. For AIG, these trades appeared to deliver ‘money for nothing’: Rajan
(2010) reports that ‘Privately, AIGFP executives said the swaps contracts (CDSs) were like selling
insurance for catastrophes that would never happen; they brought in money for nothing’ (ibid.,
p- 135).

Until the late 1990s, Greenberg’s 15/15/15 metric had been achieved through an expansion
strategy of acquiring companies with profit potential. As the potential acquisition targets reduced
in number and appeal, the established strategy yielded diminishing returns. It was also difficult
to expand the existing CDS business that was based upon providing capital relief (see above).
So, the pressure was on to identify other revenue streams. The pressures coincided with the
company’s involvement in a number of dubious deals, the most damaging of which was made
with Gen Re in 2000, and which came to light five years later as a consequence of an SEC
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investigation of another insurer (Boyd, 2011). There are conflicting accounts of how this repu-
tationally damaging deal occurred, with Greenberg insisting that his instruction had been mis-
understood or miscommunicated (Greenberg and Cunningham, 2013)."? Following the Gen Re
scandal and some other damaging events (see note 9 for details), AIG’ safe-as-houses reputation
was placed in some doubt. Questions began to be asked about whether even the legendary
Greenberg could ‘control the far-flung businesses . . . the way that he once had ... Where he was
demonstrably losing his grasp was in the quest to bolster earnings via the use of ethically mar-
ginal financing techniques’ (Boyd 2011, p. 117-18).

In the wake of the revelations about Gen Re and other lesser dents to AIG’s reputation, it is
remarkable that no AIG employee was ‘reassigned’ within the company, let alone fired. It is
highly probable that this forgiving, or indulgent, attitude sent a signal to all AIG staff, including
Joe Cassano, the head of AIGFP. It conveyed, or invited, the understanding that questionable, and
perhaps even illegal, dealings were viewed by senior executives, notably Greenberg, as minor
infringements that were almost unavoidable in a company as dynamic, dispersed and complex as
AIG. If that were so, then it said as much about the acceptability, and perhaps unavoidability, of
sailing dangerously close to the wind in order to deliver the 15/15/15 targets as it did about
senior executives’ commitment to AIG staff.

AIG’s dubious deals attracted the attentions of a politically ambitious New York Attorney
General, Eliot Spitzer. In the aftermath of Enron (Willmott, 2011), Spitzer sought to make his
reputation by ‘cleaning up’ AIG. That, for him, meant claiming the scalp of Greenberg, a head-
line grabbing result that could only boost his populist appeal. Faced with this vocal and aggressive
Attorney General, the AIG board, supported by the company’s auditor, PwC, was disinclined
to invite or provoke the closer attentions of Spitzer. They fired Greenberg (in 2005) in order to
avoid Spitzer’s threatened indictment of AIG over deals that, as Greenberg was keen to point
out, amounted altogether to less than 1 per cent of its book value. As a consequence of the bad
publicity associated with those deals, and compounded by Greenberg’s outraged and noisy
departure, AIG’s treasured AAA rating was marked down to AA+. This triggered a series of
collateral calls on the company amounting to $1.2bn, and turned out to be the beginning of the
end of AIG.

Bounty hunt and nemesis

The rapid and dramatic change in the reputation and fortunes of AIG, reflected in pressures on
its stock price, prompted Greenberg’s successor, Martin Sullivan, to urge his staft to renew their
search for other sources of good earnings. Sullivan’s call was answered by a massive expansion of
the CDS business, most of which, it later became apparent, was not hedged against the potential
risks of it being called in. As Sjostrum (2009) comments, AIG was content to pocket the premi-
ums, seemingly certain that the CDSs would expire untriggered. In the years running up to the
GFC, sellers of CDSs, most notably AIG, were eager to take on vast liabilities as they seemed to
be purely theoretical. In the event of loans defaulting, it was assumed that the investment grade
CDOs covered by the CDSs would remain well above water: they would be the very last to
default as the lower rated tranches would comfortably absorb any losses. Despite the reduction
of the AAA rating to AA+, AIG continued to enjoy a very high credit rating: AIG was judged
by the ratings agencies to be comfortably capable of covering any lossess. And its counterparties
remained willing to pay a premium for protection against the remote possibility of investment
grade CDOs defaulting.

The amounts involved were huge. According to Lewis (2010, p. 71), during 2005, ‘[ijn a
matter of months, AIGFP, in effect, bought $50bn in triple-B-rated subprime mortgage bonds
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by insuring them against default’ (see also Greenberg and Cunningham, 2013, pp. 231-2). And
yet, as Lewis goes on to observe:

no one said anything about issuing these CDSs — not AIG CEO Martin Sullivan, not the
head of AIGFP Joe Cassano, not the guy in AIGFPs Connecticut office in charge of selling
his firm’s credit default swaps to the big Wall Street firms. .. The deals by all accounts, were
simply rubber-stamped — stamped inside AIG, and then again by AIG brass.

(Lewis, 2010, p. 71)

Moreover, many of the CDSs written by AIG incorporated credit support annexes (CSAs).
These mandated that the CDS be marked to the market price of the CDO on a nightly basis.
In what was, according to the risk models, the highly unlikely event of the market price of a
CDO dropping by four percentage points or more, AIG would become liable to the counter-
party for the equivalent sum.

In just six months, from December 2004 to mid-2005, AIGFP’s CDS portfolio of $17.9bn
had increased three-fold to $54.3bn. It was eventually shut down in the autumn of 2005 when
there was about $73bn exposure to CDOs, many of them containing mortgages issued to eco-
nomically marginal borrowers. This amounted to 75 per cent of AIG’s equity base. Yet, apart from
Joe Cassano and his immediate colleagues, seemingly no one at AIG, not even the chief risk officer, knew
about the CSAs. And no one thought to investigate the provenance of the CDOs despite, or maybe because
of, their massive contribution to AIG’s income. AIG executives were, apparently, emulating ‘the three
monkeys’ as they were incentivized to engage in wilful thinking and/or wilful blindness. Subse-
quent investigations of AIG did not identify ‘a single instance of a senior manager sending so
much as an inquisitive email about the swaps portfolio, despite it accounting for 75 per cent of
AIG’s equity base’ (Boyd, 2011, p. 207). Nor is there any evidence of board members raising
questions about what was a crucially important, rapidly growing source of AIG’s revenues, its
declared profits and its executives’ ballooning bonuses. It seemed that the company’s outstanding
results in 2006 — it generated $113bn in revenues with profit margins of 19.1 per cent pre-tax —
effectively silenced, or at least impeded, any potentially unsettling curiosity about the nature of
the goose that was laying AIG’s golden eggs, and so strongly disincentivized any potential incli-
nation to raise challenging questions or engage in difficult conversations. In other words, cor-
porate governance considerations were eclipsed so long as AIG was delivering bottom line
results, and as long as members of the board, or the risk management committees, declined to
raise any questions or voice any concerns about how these outstanding results were produced or
what risks were attached to them.

In the summer of 2007, almost a year after borrower delinquencies were widely known to be
growing, the ratings agencies finally began to downgrade residential mortgage-backed securities.
The securities then traded well below par, resulting in collateral calls upon AIG where the CDSs
carried a credit support annexe (CSA, see above) — notably, by Goldman Sachs who had been
hedging their exposure to CDOs. As AIG responded to these calls, the company became pro-
gressively drained of liquidity. Even so, when the AIG compensation committee met in March
2008 to review the bonus allocation, CEO Martin Sullivan successfully lobbied the committee
to exclude the losses when calculating the bonus pool. Again, it is relevant to ask: where was the
corporate governance? Removing the losses from their calculations produced an overstated
bonus of US$5.6m for the CEO and corresponding overstatements for other executives.

Robert Willumstad, who had become chairman of the AIG board in November 2006,
succeeded Martin Sullivan as CEO in June 2008. He is reported to have remarked that if no one
on the AIG board had been told that so much CDS business had been written, its scale and
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exposure should at least have prompted some consideration in risk management (Boyd, 2011,
p. 245), thereby passing the buck from the board to an internal function. Here it may be asked:
why were board members not actively asking questions about this major source of revenue
rather than expecting to be informed about it? Greater vigilance from internal functions might
have been reasonably expected but only if it is actively encouraged, or even demanded, by senior
executives who, it appeared, were content to leave the activities of AIGFP unexamined, or were
grossly incompetent with regard to their fiduciary duties. Why didn’t members of the AIG
board, which Willumstad chaired from late 2006 to June 2008, actively demand more informa-
tion about where AIG’s performance and profits were being generated, especially when the
answer to this question pointed directly to the very rapidly expanding and known-to-be-risky
area of AIG’ activity: AIGFP? It was only after the event — when AIG was clearly in trouble in
November 2007 — that its auditor eventually raised concerns about the source of AIGs revenues.
In a report delivered to the board in early December, PwC emerged from a deep, seemingly
self-induced, sleep to declare that the amount of collateral being called in on its CDSs might
constitute a ‘control deficiency’ which was a violation of the Sarbanes-Oxley Act. Further inves-
tigation led PwC to file an 8-K statement that referred to a ‘material weakness’ with regard to
the ‘fair valuation of the AIGFP super-senior credit-default swap portfolio’ (see Greenberg and
Cunningham, 2013, p. 235 ef seq). PwC’s late intervention begs the question of how, and why,
the auditor had failed to identify and/or register the risks associated with the ballooning of the
CDS business much earlier. Only when there was a clear threat to the reputation of PwC, it
seems, did the auditor sound the alarm.

Multiple failures of corporate governance occurred. Members of the board contrived to
ignore ‘“The Elephant in the Room’ because, as one supervisor put it, ‘No one said anything at
the board level because AIG worked where it mattered: the earnings release. . . “We knew it was
crazy, but our job wasn’t to worry about that; it was to ensure that good numbers came out™
(Boyd, 2011, p. 177).When the 8-K statement demanded by PwC was released, it resulted in an
$11.47bn write-down that reduced AIG’s earnings to $6bn from $14bn. AIG stock then dropped
a further 11 per cent in addition to the previous month’s fall of 14 per cent. In May 2008,
AIG suffered yet another $9.1bn charge on its swaps book and announced a $7.81bn loss. The
company simply could not keep up with demands for collateral because it could not sell its assets
quickly enough to restore its liquidity. It then faced bankruptcy or bail out.

Reflection

Before AIG collapsed, the Federal Reserve stepped in with an initial huge taxpayer loan of
$85bn that allowed the company to meet its immediate obligations to clients. The loan lubri-
cated AIG’s global insurance business as it provided $500bn of credit protection to its corporate
clients. It also averted the threat of chaos and dislocation in equity and bond markets, with
potential knock-on eftects in product markets as well as annuities on a scale that that would have
dwarfed the fall-out from the failure of Lehman Brothers. As AIG was one of the ten most
widely held stocks in 401 (k) retirement plans, its collapse also risked a run on mutual funds. This
national and global dependence upon AIG would have been well understood by its directors,
including its non-executive directors, who were content to ‘serve’ on the board of such a pres-
tigious, global company. They received the material and symbolic rewards of their ‘service’ but
were found to be contentedly asleep at the wheel. When roused from their slumbers, none of
them accepted responsibility by tendering their resignation.

The initial loan to AIG was later supplemented by a further $100bn in exchange for 80 per cent
equity ownership. The bailouts, which threw a lifeline to AIG and other zombie financial firms,
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were provided without any quid pro quo in the form of a rejection of, or even any substantial
change in, the ‘new growth model’ spawned by neo-liberal thinking. The global financial system
has been resuscitated by the bailouts and quantitative easing. Yet, the global economy remains,
in 2015, plagued by counterproductive efforts to address structural instabilities that have spread
from problems of corporate solvency to sovereign indebtedness. At the time of the bailout and
since, attention to the structural basis of instability — notably, the ‘too big’ concentration in the
sector compounded by competitive, short-term pressures to deliver shareholder value and the
retention of associated incentives to do so — has tended to become dimmed and displaced.
The focus has shifted to compensatory elaborations of the regulatory apparatus accompanied by
some undemanding restructuring, and some rather vacuous calls to change the culture of the
financial sector. With regard to AIG, it is notable that the Warren Report’s detailed examination
of the company’s operation prior to the government rescue makes almost no reference to the
role of AIG’s corporate governance (Congressional Oversight Panel, 2010, pp. 18-57), prefer-
ring to focus instead upon the shortcomings of the regulatory regime, especially the role of the
Federal Reserve Bank of New York, and the credit rating agencies.

The limited attention directed at AIG’s corporate governance is lamentable precisely because,
in formal terms, many of its features were exemplary. For example, its board membership com-
prised an overwhelming majority of outside, ostensibly independent directors — the ratio ranged
from not less than 10:6 (2003) to as many as 14:2 (2007). Direct reference is made by AIG to
the ‘value of diversity of experience and views amongst Board members’ and the company
proclaimed that its size ‘facilitate[s] substantive discussion by the whole board in which each
director can participate meaningfully’ (cited by Vasudev, 2009, p. 27). So, where were these
independent experts during 2000-07, and what ‘substantive’ was their well rewarded expertise
initiating or illuminating? A detailed examination of AIG disclosures and statements on its credit
derivatives (CDS) business from 2002 to 2007 highlights a number of issues that could, and
arguably, should have been picked up and examined by AIG’ ostensibly high-powered board
members (Vasudev, 2009). These include: the lack of explanation in the 2002 filings of why the
default swaps business was handled by AIGFP rather than the insurance arm of AIG, and also a
Derivatives Review Committee that was not a committee of AIG directors, and which did not
examine the credit derivatives business at AIGFP as this was treated as an independent operation.

Members of the AIG board failed to question the basis for the claimed independence of
AIGFP. And they were absent from the committee that reviewed its derivatives business.
As early as 2002, AIG’s filing acknowledged that the company was exposed to the credit risk
associated with CDSs sold by the AIGFP: ‘AIG guarantees AIGFP’s debt and, as a result, is
responsible for all AIGFP’s obligations’ (Vasudev, 2009, citing AIG Form 10-K, p. 50) This state-
ment noted an ‘upside’, namely that AIG would be liable for payment only after default in the
first 11 per cent of the portfolio. But absent from the statement was any equivalent recognition
of the possibility of simultaneous defaults in different tranches, and there is no reference to any
obligation to provide collateral in the event of a fall in the market value of the underlying
securities. The latter obligation was disclosed only in the 2007 filing after such obligations were
called in. In its filings for 2002-06, AIG quantified the ‘fair value’ of its non-credit derivatives
portfolio and identified them as ‘the maximum potential loss’ that could be suffered by the com-
pany. But no equivalent figures were provided for its credit derivatives. No reference is made to
procedures such as the monitoring of risk by the Derivatives Review Committee or seeking
approval from the Credit Risk Committee. In the 2007 filing, AIGFP, which had been described
the previous year as ‘a specialized business, distinguishing itself as a provider of super senior
investment grade credit protection’ (Vasudev, 2009, citing AIG Annual Report for 2006, p. 34),
declared a staggering loss of $11.5bn but with no further comment. A more sombre note is
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struck in the statutory filing for 2007 where there is an acknowledgment that ‘AIG’s risk
management processes and controls may not be fully effective in mitigating AIG’s risk exposures’
(Vasudev, 2009, p. 18). This admission rather casts doubt on whether those formal controls had
been even minimally effective in the preceding years when no reference was made to them in
AIG’s filings. These doubts are further fuelled by the apparent boilerplate of the 2007 filings’
reference to ‘review and oversight committees to monitor risks [and] set limits’ (ibid.) as the
expression of this commitment is ‘not materially different from the perfunctory discussion of the
management structure of the Financial Services division in the filing for 2002’ (ibid.).

Conclusion

With hindsight and the benefit of many postmortems, it is becoming apparent that the financial
meltdown of 2008 was the product of a ‘perfect storm’ of mutually reinforcing elements that,
somehow and perhaps conveniently, went long undetected by those — economists (see Lawson,
2015, Chapter 6) but also investors and regulators — who profess expertise in the field of finance.
In addition to sanctioning imprudently low interest rates, there was injudicious de-regulation,
the transformation of investment banks from partnerships into proprietary companies,” the
creation of highly complex financial instruments (e.g. CDOs) based upon ahistorical models,
a reduction of the regulatory minimum capital required under Basel Accords, complicit rating
agencies and auditors, flat real wages for many low and middle earners who sought to boost their
income by borrowing against rising paper asset values, excessive leveraging by financial institu-
tions, the use of mark to market accounting, avaricious executives and supine directors and, last
but not least, accommodating models and practices of corporate governance.

When reflecting upon the preconditions and ongoing unfoldings of the global financial cri-
sis, attention has been focused here on a rather obscure, if consequential, policy intervention, in
the form of the Community Reinvestment Act (CRA). When tweaked by the Clinton admin-
istration, it unintentionally fuelled a rapid expansion and normalization of the subprime mort-
gage market as lenders were strongly incentivized to become responsive to previously ‘redlined’
applications. Combined with the partial repeal of Glass—Steagall, the Clinton tweak proved to be
a thin end of a very large and unsteady wedge that contributed to the unprecedented growth
and destabilization of the US housing market. It inadvertently prized open the flood-gates
through which flowed a liquid wall of money produced by the sale of subprime mortgages and
propelled by the use of securitization.

It was not just the Clinton tweak that inflated the subprime mortgage bubble but, rather,
the mutually amplifying interconnectedness of a boom in this market and the securitization of
subprime mortgages. The exponential growth of CDOs was a condition as well as a conse-
quence of a seemingly limitless supply of credit. Operating within a neo-liberal regime fuelled
by interest rates held artificially low, AIG embraced a conception of corporate governance
geared to the maximization of shareholder value. The company complied formally with many
vaunted features of corporate governance while it undertook ‘a multi-billion dollar CDS busi-
ness free from regulatory filings, mandated capital requirements, and government intervention’
(Sjostrum, 2009, p. 989).

The ‘new growth model’ created business opportunities that offered quick wins, big bonuses
and minimal personal risk. These were seized upon by the investment banks and AIG to expand
the scale, complexity and reach of their operations. The beneficiaries were the smarter investors,
and most of the bankers and traders, who collected their capital gains and dividends, salaries and
bonuses prior to the meltdown. Traders and executives, like Joe Cassano and Martin Sullivan,
made hundreds of millions of dollars in bonuses and pay-offs by piling up debts that taxpayers
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bailed out. Who were the major losers? Some of them were employees of financial institutions and
their shareholders. But the majority were, and continue to be, ‘ordinary’ citizens and taxpayers —
present and future. For years to come, the ‘99 per cent’ will, in a variety of ways, be paying off
the loans used to recapitalize financial institutions — institutions that had, in response to market-
based incentives promoted by ‘the new growth model’ and its favoured, agency-theoretic
conception of corporate governance, become too complex to manage, and too powerful to
regulate or break up, as well as ‘too big to fail’.

Given the further debts incurred to counter the worst effects of the economic slump in 2008,
the prospect for most of the losers is a continuing deterioration in the provision of public
services, increases in regressive taxes (VAT), cuts in social benefits and further degradation in
the terms and conditions of employment (zero-hours contracts, erosion of employment
security, reduced pensions, and so on), especially for those employed in the public sector. To
justify such austerity, which is of greatest benefit to elites who are in a position to capitalize
on others’ distress (e.g. by acquiring public assets at knock-down prices), the debt is ascribed
to excesses in public spending prior to the GFC when, arguably, it is a consequence of the
unsustainability of the debt-fuelled ‘new growth model’ that elites now seek to rekindle (see
Knights and McCabe, 2015). In the absence of concerted and determined efforts to discredit
the model and replace it with a less socially divisive alternative, efforts to restructure and
reform the governance of the financial sector are unlikely to result in more than cosmetic,
weak and piecemeal reform.

As the impact of the meltdown becomes more widely felt, the losers may be prompted by
their plight to reflect upon the role and credibility of the key financial institutions that remain
in place, and now assume responsibility for the restoration of the financial system. Amongst them
is the International Monetary Fund which in 2006, a year before the credit crunch occurred,
confidently trumpeted the benefits of securitization (see opening quotation). Now, in 2015, the
mandarins in the IMF are at least calling for a shake-up in banks’ bonus-heavy pay structures and
incentives that ‘encourage excessive short-term risk-taking’ (Donnan and Fleming, 2015; see
also Johnson, 2015). The IMF is also warning that the financial sector in the US and other
advanced economies is still too big, and continues to allow banking systems and financial
systems to grow faster than its regulation can monitor (see Donnan and Fleming, 2015). But the
IMF lacks the capacity and the mandate to do more than make calls that political and financial
elites are at liberty to note but ignore, or simply disregard.

At the heart of a broken system is a shareholder-value model of corporate governance
(Deakin, 2011) that since the crises, as Bainbridge (2012) shows, has been shored up, rather than
challenged or substantially reformed. Reforms have generally ‘empowered shareholders’, rather
than strengthened the governance role of other stakeholders, which ‘make(s) the next crisis
more likely and potentially more severe’ (ibid, p. 13). It is improbable that shareholder-centricism
will be remedied without radical and sweeping regulatory interventions by national and global
governments. It is a view shared by Greenberg, the deposed CEO of AIG, who attributes much
responsibility for the company’s collapse to a shareholder-centric model of corporate gover-
nance that was unchecked affer his departure. As he puts it, and with specific reference to the
post-Enron era, the collapse of AIG followed a disasterous reconstitution of the AIG board
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which occurred in response to a ‘national campaign for “shareholder democracy’ (Greenberg
and Cunningham, 2013, p. 158). The avowed intent of the campaign was to curb the abusive
exercise of power by executives. But, in Greenberg’s eyes, the empowerment of shareholders was
incapable of holding his successor properly to account (ibid., p. 158; see also p. 159). Indeed,
Greenberg’s successor, Martin Sullivan, and his fellow board members eagerly pursued the short-

term shareholder value by recklessly permitting the expansion of revenues from AIGFP, thereby
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enabling the company to reach, and even exceed, its 15/15/15 targets. This hugely enriched
AIG executives who were subsequently ‘let go’ with impunity. That said, it was Greenberg who
had set up the 15/15/15 metric that AIG shareholders assumed could be indefinitely delivered.
Meaningful reform of the system requires, as Howson (2009, p. 50) notes, radical change that
encompasses ‘prudential regulation by public authorities’. But this is feasible only if the banks and
insurance companies are broken up so that they are small enough to fail, as well as simple enough
to audit and regulate. As Willumstad, who chaired the board before becoming its CEO, acknowl-
edges but apparently lacked the time, capacity or will to address — the size of AIG and its laby-
rinthine complexity made it very difficult to monitor and control (see Boyd, 2011, pp. 174-6).
Identifying much more wide-ranging reforms of corporate governance is one way to rebalance
the distribution of benefits and costs arising from the financial sector. In the absence of such
reform, established political and financial elites can be expected to ‘push back’ at even a minor
tightening of control (e.g. over mortgage lending), as is evident in the US where the eftorts by a
coalition of banks and Republicans have repeatedly been directed at loosening the criteria for
qualified mortgages through the proposed introduction of an alternative, market-based standard
(see Jopson and McLannahan, 2015). The GFC has highlighted the ‘limits of private law’
(Howson, 2009, p. 50) that is at the centre of neo-liberalism, yet it remains in place because
powerful vested interests are currently well served by it. Paradoxically, resistance to closer, more
effective and publicly accountable global, as well as national, regulation of corporations and
markets, makes it more likely that profit-seeking activities will result in systemic collapse.

Notes

1 This was reflected in the dramatic removal, within days of the election of a New Labour administration
in 1997, of control of the base rate from the direct influence of politicians. A monetary policy commit-
tee, comprising five senior Bank of England executives and four experts selected by the Chancellor of
the Exchequer, took responsibility with the objective of keeping inflation under 2.5%, principally by
adjusting the base rate. This focus upon inflation is perhaps understandable in the UK context where it
is so strongly associated with the traumas of stagflation and industrial conflict attributed to the diluted
Keynesian policies of the 1970s.

2 The reference here is to a character created by Harry Enfield, a comedian, in 1986, the year of Big Bang.
See http://knowyourmeme.com/memes/loadsamoney (retrieved 3 May 2016).

3 The boom was punctuated by occasional ‘blips” and “bumps’, such as the financial crisis in South East
Asia in 1997 and the slowdown when the dot.com bubble burst in 2000. But it was the collapse of
Long-Term Capital Management (LTCM) and the scandal of Enron that most clearly foreshadowed,
and signalled warnings of the risks of securitization, including the use of financial models, at the heart
of the global financial crisis.

4 Tt has been alleged that rating agencies routinely awarded investment grade status to tranches of CDOs
constructed out of mezzanine or junior tranches from other CDOs. That is to say, the investment banks
(e.g. Goldman Sachs but they were quickly imitated) are said to have gathered together the junior and
mezzanine tranches of CDOs, and then ‘persuaded the rating agencies that these weren't, as they might
appear, all exactly the same things. They were another diversified portfolio of assets!. .. The rating agen-
cies, who were paid fat fees by the firms for each deal they rated, pronounced 80% of the new tower of
debt (i.e. new CDO) triple-A [top investment grade’ (see Lewis, 2010, p. 73). To illustrate the point, it
has been reported that Moody’s, one of the rating agencies, downgraded a top, super-senior tranche of
a mortgage-backed CDO given an AAA rating in April 2008 to a rating of B2 in November of the same
year (MacKenzie, 2009).

5 An increase to 0.5 would have made CDOs significantly less attractive in comparison to gilts and
corporate or government bonds receiving an equivalent investment grade rating.

6 An Alt-A grade, for example, means the claimed income or other key information of the borrower
might not have been verified.

7 As an aside, Republicans rattled by the meltdown have identified the CRA as the (Democratic) source
of the ‘subprime crisis’.
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8 Less shadowy lenders were willing to comply with CRA criteria because, following the introduction
of the Riegle-Neal Interstate Branching and Efficiency Act (1994), passing a CR A review process was,
as noted above, important when lenders wished to expand (e.g. through merger and acquisition).

9 AIG’s labyrinthine complexities and opacity — paralleled by Enron (Willmott, 2011) — resulted, in part,
from an acquisitions spree that included International Lease Finance Corporation, the market leader in
aircraft leasing, and also SunAmerica leading provider of life assurance, savings products, annuities and
mutual funds, in addition to its biggest US insurance competitor (American General Insurance).

10 This point was not lost on David Schiff in his 1993 article ‘Swaps and Derivatives: AIG Hits Hyper-
space’. Schiff subsequently highlighted a number of other dubious AIG dealings, including a reinsur-
ance deal called Coral Re involving the giant Canadian Brewer Molson Companies whose CEO
coincidentally joined the AIG board shortly afterwards, as well as Brightpoint that paid AIG about
$15m in monthly premiums to retroactively cover an imaginary loss. AIG then made a payment of
$11.9m that enabled Brightpoint to overstate its earnings by 61 per cent and so conceal the scale of
its unanticipated losses. As Boyd (2011, p. 109) notes, this deal was remarkable since AIG allowed a
longstanding subsidiary to risk the reputation of the company for a few million dollars in premium.
It turned out to be even more remarkable when Schiff discovered that the ‘Loss Mitigation Unit’ of
the subsidiary was openly advertising its services on AIG’s website. For this, AIG was penalized $10m
by the Securities and Exchange Commission. According to Boyd (2011, p. 110), Greenberg, the CEO
of AIG, ‘seethed at what he saw was the lack of proportion shown by the SEC and to an extent his
board, who expressed displeasure to him in no uncertain terms’. This was to become a recurrent
theme of Greenberg’s attitude to regulators (see Braithwaite, 2015) and ‘disloyal’ members of the AIG
board.

A similar scam was undertaken in 2001 to provide banks with balance sheet relief. This was available
though a product termed Contributed Guaranteed Alternative Investment Trusts (C-GAITS). Although
Ernst & Young were initially content to suggest that these instruments were congruent with accounting
standards, they withdrew this advice but AIG continued to market this product without drawing clients’
attention to the potential accounting risk. By offloading $762m in three separate C-GAITS deals, PNC
Financial Services Group was able to report a 52 per cent higher net income, for which AIG received
$39.21m in fees (see www.sec.gov/litigation/complaints/comp18985.pdf retrieved 26 March 2015).
The SEC settled for payment by AIG of $126m, and this was a ‘deferred prosecution’ to indicate that
no one would be indicted so long at AIG complied until January 2006. This had a depressing effect
upon the share price and further spooked the board. Even a pro-Greenberg board members is reported
to have said of this period: ‘No one thought that Brightpoint and PNC were the only deals that were
[problematic]. The company was making money but we weren’t sure where the next headache might
come from’ (Boyd, 2011, p. 117).

11 When Cassano’s contract was terminated in 2008, no attempt was made by AIG to recover any of his
compensation. Indeed, he was allowed to retain up to US$34m in uninvested bonuses and negotiated a
US$1m per month retainer (see www.propublica.org/article/former-aig-exec-at-center-of-melt-
down-got-paid-millions-for-little-work-101. Retrieved 24 July 2015).

12 The deal involved obtaining a loan of $500m from Gen Re, which looked as if it was a payment to
reinsure an equal amount of risk but was deployed to improve a decline of $59m in AIG’s general
reserves that had sliced off $6 from its $99 share price.

13 The transformation of investment banks from partnerships into proprietary companies is important as
it transfers risk, as well as reward, to shareholders. With this change, executives (no longer partners) have
less direct personal interest in understanding and supervising risk; and they also find themselves under
greater external pressures to maximize profitability.
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Appendix A: Collateralized Debt Obligations (CDOs)

CDOs are a form of bond whose complex structure was developed in the world of corporate
debt. The first CDO was issued in 1987 but it was the late 1990s before they became established.
By 2004, the global issuance of CDOs had reached $154bn and this increased rapidly to $520bn
in 2006. In 2009, the global issuance of CDOs fell to $4bn. Mortgage-based CDOs have difter-

ent risk classes comprising a number of tranches (junior, mezzanine, senior and super-senior)

that offer different rates of return that, in the case of the most junior, high-risk tranches can be

at least 12 per cent and as high as 1520 per cent (see figure below).

Mortgages

Mortgage-backed security
a.k.a. “Collateralized Debt Obligation”
(divided into “tranches”
Mortgage and sold at dif. levels of risk)
Pool

— 12%

Risk

—> 9%

— 7%

\ / Expected
Return
a.k.a. “Derivatives”
(broken up into groups and “derived”
from the original pool)

©2008 Wade T. Brooks

Source: http://en.wikipedia.org/wiki/File:Mortgage_backed_security.jpgSS (retrieved on 3 May 2016).
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If you took a million subprime mortgages, sliced ’em up, and shuffled the pieces around
into smaller, seemingly random groups, you’d get CDOs — collateralized debt obligations.
The idea was that they lowered the risk involved, which allowed for AAA ratings. It was
all modeled on a mathematical formula called the Gaussian copula function, which looked
something like this: Pr [TA< 1, TB< 1] = F2(F—1 (FA(1)), F~1 (FB(1),) (g). By 2006
some $4.7 trillion in CDOs had been sold. But there was just one small, tiny, little problem
with the formula: it was based on “correlation,” meaning you could predict the future by
looking at the past. And in this case, the gamma function — g — was deduced from projec-
tions that house prices would continue to rise indefinitely, at the same rate as they had in
the recent past. Obviously, they didn’t. Which is why, when the first subprime mortgages
began to default, the whole crazy apparatus that held up our financial high-wire act came
tumbling down.

(Feirstein, 2009)
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Appendix B: The wonders of securitization

In November 2003, when speaking on behalf of the American Securitization Forum to the
‘Hearing on Protecting Homeowners: Preventing Abusive Lending While Preserving Access to
Credit’ at the House of Representatives, Cameron L. Cowan, a Partner of Orrick, Herrington,
and Sutclifte, LLP, declared that:

The success of the securitization industry has helped many individuals with subprime
credit histories obtain credit. Securitization allows more subprime loans to be made because
it provides lenders an efficient way to manage credit risk. . .Regulation that seeks to place
disproportionate responsibilities on the secondary market will only succeed in driving away
the capital loan purchasers provide in the subprime market.

He continued:

I urge Congress to move with great care as it addresses the problem of predatory lending.
The secondary markets are a tremendous success story that has helped democratize credit
in this country. Well intended, but overly restrictive, regulation in this area could easily do
more harm than good.

Source: http:/ /financialservices.house.gov/media/pdf/ 110503 cc.pdf
(retrieved 3 May 2016)

Appendix C
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Reconceptualizing financial
innovation

Frame, conjuncture and bricolage

Ewald Engelen, Ismail Ertiirk, Julie Froud,
Adam Leaver and Karel Williams

This chapter argues for a reconceptualization of financial innovation which, as culprit and
victim of the current crisis, is now damned by those who once praised it. But what is financial
innovation? The dominant answers from mainstream finance and social studies of finance share
variations on a rationalistic view whereby financial innovation is about improving markets or at
least extending the sphere of rational calculability. Because improvisation is more important than
the dominant perspectives can admit, this chapter proposes a new concept of financial innova-
tion whose three main elements — frame, conjuncture and bricolage — are indicated by the title
of this chapter. The importance of this problem shift is that it highlights the inherent fragility of
this type of intermediary-led financial innovation where things will often miscarry and high-
lights the need for a more radical rethinking about policy responses to the financial crisis that
began in 2007.

‘Too much of a good thing’: a crisis for financial innovation?

In addressing the challenges and risks that financial innovation may create, we should also
always keep in view the enormous economic benefits that flow from a healthy and innova-
tive financial sector. The increasing sophistication and depth of financial markets promote
economic growth by allocating capital where it is most productive. And the dispersion of
risk more broadly across the financial system has, thus far, increased the resilience of the
system and the economy to shocks.
(Ben Bernanke, Chair US Federal Reserve,
New York, 15 May 2007)

Not all innovation is equally useful. If by some terrible accident the world lost the knowl-
edge required to manufacture one of our major drugs or vaccines, human welfare would be
seriously harmed. If the instructions for creating a CDO squared have now been mislaid,
we will T think get along quite well without. And in the years running up to 2007, too
much of the developed world’s intellectual talent was devoted to ever more complex
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financial innovations, whose maximum possible benefits in terms of allocative efficiency

was at best marginal, and which in their complexity and opacity created large financial
stability risks.

(Adair Tisrner, Chairman of the UK Financial Services Authority,

The Economist’s Inaugural City Lecture, 21 January 2009)

The media’s ‘credit crunch’ of summer 2007 turned into a financial crisis of bank failure and
bailout in autumn 2008 which then provoked a recession in 2009 and after. The results so far
include not only huge write-offs of financial capital but also perhaps the largest, fastest destruc-
tion of intellectual capital in the past 100 years. Crunch, crisis and recession directly challenge
the pre-2007 received wisdom about how, in the words of one elite investment banker, ‘an
innovations-based explosion of new financial instruments was a huge plus for market efficiency’
(Financial Times, 27 October 2008). The first of the opening quotations, from Ben Bernanke
(2007), illustrates how establishment figures uncritically praised the economic benefits of finan-
cial innovation right up to the credit crunch.They have, of course, since discovered that financial
innovation can be less benign, and the second quote from a keynote speech setting out new
principles of financial regulation from British establishment figure Adair Turner (2009) is an
acerbic rejoinder to any contention that financial innovation has brought significant social and
economic benefits. The consensus has thus now shifted so that by January 2009 Ben Bernanke
had discovered that innovation can undermine the financial system and bring down a capitalist
economy. This is, most obviously, a crisis of financial innovation because securitization represents
innovation whose outcomes include frozen markets, failed and bailed banks and blocked credit.
Significantly, it is also a crisis_for financial innovation because these events have forced media com-
mentators, politicians, officials and regulatory organizations to revalue this notion of innovation
or at least to question the ability of banks and other institutions to manage innovation in the
general interest.

The pre-crisis consensus on the benefits of financial innovation was such that regulators and
officials were concerned to encourage more innovation and rehearse its many benefits. Con-
sider, for example, the following views and positions all taken in the first half of 2007, weeks
before the crisis started. The Financial Services Authority (FSA) in the UK was concerned that
regulatory reforms should ensure that ‘the UK continues to be Europe’s recognized centre of
financial innovation’ (FSA, 2007). When praising financial innovation in his May 2007 speech,
Ben Bernanke argued that ‘in some respects financial innovation makes risk management easier’
because it can be ‘sliced and diced, moved off the balance sheet and hedged by derivative instru-
ments’ (Bernanke, 2007). His line about the ‘great benefits of financial innovation’ was echoed
in a paper by Bank of England authors which argued that ‘in recent years, there has been much
greater scope to pool and transfer risks, potentially offering substantial welfare benefits for bor-
rowers and lenders’ (Hamilton, Jenkinson and Penalver, 2007, p. 226), including increasing ‘the
availability of credit to households and corporations’ through a wider ‘menu of financial prod-
ucts’ (ibid., p. 230). While for Adrian Blundell-Wignall of the OECD, ‘sub-prime lending is a
new innovation ... the big benefit is that people who previously could not dream of owning a
home share in the benefits of financial innovation’ (Blundell-Wignall, 2007, p. 2).

With the credit crunch and problems about subprime after August 2007, this triumphalism
about financial innovation was grudgingly revised and, in the first year of the crisis, the ‘too
much of a good thing’ alibi was developed: an emerging crisis of financial innovation was
reconciled with established views about the benefits of financial innovation by arguing that the
problems were the result of foo much (or the wrong kind of) innovation. Thus the Bank for
International Settlements (BIS) in its 2008 Annual report accepted that securitization and the
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‘originate-to-distribute’ model had not spread risk bearing because ‘the way in which they were
introduced materially reduced the quality of credit assessments in many markets and also led to
a marked increase in opacity’ (BIS, 2008, p. 8; see also Jenkinson, Penalver and Vause, 2008). This
alibi initially softened criticism of financial innovation. As a Financial Times editorial argued,
financial innovation was not ‘mistaken in principle’ because the problem was not turning mort-
gages into bonds but ‘using securitization as way to dodge bank capital requirements, multiply
fees and dump bad loans onto others’ (30 December 2008). Second, if the problem was too
much of the wrong kind of financial innovation, it was noted that regulators should guard
against over-eager responses that might lead to too little innovation. The IMF’s Global financial
stability report of October 2007 argued that ‘while recognizing that financial regulation needs to
catch up with innovation, some Directors emphasized that actions to strengthen regulation
should not stifle the creativity and dynamism of financial markets’ (IME 2007, p. 126).

After the collapse of Lehman in September 2008, governments had to guarantee deposits and
recapitalize banks in Europe and America. Understandably the balance of mainstream opinion
then shifted, became much more hostile to financial innovation and more personalized with
populist attacks on greedy bankers. Journalists in the financial press still used the alibi about
the wrong kind of innovation and the language about costs and benefits: thus John Plender in
a Financial Times feature (5 January 2009) described the ‘double-edged nature of financial
innovation . .. throughout the ages’. But the politicians and intellectuals debating re-regulation
and ‘new financial architecture’ are now much less kind. Most notably, several eminent main-
stream economists have attacked financial innovation and flatly recommended less innovation.
For example, Jagdish Bhagwati of Columbia University argued that financial innovation was
unlike non-financial innovation because it generated more upheaval: ‘with financial innovation,
the downside can be lethal — it is “destructive creation” (Financial Times, 16 October 2008).
As implied in the opening quote from Adair Turner, we are now in a world where we can appar-
ently distinguish good innovation from bad, while in December 2008 the Nobel Prize winner
Robert Solow recommended ‘a regulatory system aimed at insulating the real economy from
financial innovation insofar as that is possible’ and accepted ‘that may require limits on the
freedom of action of commercial banks’ (Financial Times, 16 December 2008).

The (changing) consensus view is only a matter of making interpretative concessions after
the agreed facts have changed. And there is something comic about how after 2007 journalists,
officials, regulators and academics have salvaged as much as possible of their earlier positions on
financial innovation when most of them acted like bishops blessing battleships. But the changes
do raise some serious questions: how can there be too much of a good thing and how can such
apparently good things suddenly (and quite unexpectedly) turn bad? There are also some inter-
esting intellectual issues here. If everyone can agree that securitization and derivatives are
examples of innovation, just what is (and is not) innovation? Where did ideas about financial
innovation come from and why did the phenomenon enjoy such a positive reception for so
long? When we answer these questions in the rest of this chapter, we find that media reports and
the publications of official regulatory bodies reflect or at least are coherent with academic defi-
nitions. The arguments in these documents are tendentious because they represent financial
innovation as a kind of heroic rationalism. Hence our main objective in this chapter is to propose
a new concept of financial innovation whose three main elements of frame, conjuncture and
bricolage combine to explain the fragile and variable results of financial innovation.

The chapter which develops these arguments is organized in a relatively straightforward way.
The second section deals with academic representations of financial innovation in mainstream
finance, as well as on the critical periphery in social studies of finance and financialization.
Behind the concepts of ‘financial engineering’ and ‘performativity’ is a set of rationalistic
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assumptions which financialization rejects without finding an alternative concept of innovation.
Section three argues that all these perspectives fail to engage with the improvisatory character
of financial innovation. Sections four, five and six then propose our alternative account of finan-
cial innovation: section four outlines our ideas about a macro-frame of structural conditions,
while section five outlines the changing field of conjunctural opportunities within which
section six presents innovation as a work of bricolage. The concluding section explains how the
re-conceptualization of financial innovation proposed in this chapter has implications for our
understanding of the current financial crisis.

Current concepts of financial innovation: mainstream finance and
social studies of finance

What is recurrently ... described and celebrated as (financial innovation) ... is, without
exception a small variation on an established design . .. The world of finance hails the inven-
tion of the wheel over and over again, often in a slightly more unstable version. All financial
innovation involves, in one form or another, the creation of debt secured in greater or lesser
adequacy by real assets.

(Galbraith, 1990, p. 19)

J.K. Galbraith would no doubt have dismissed derivatives and private equity in the mid-2000s
as trivial variants on the junk bonds and leveraged buy-outs (LBOs) which he disparaged in
1990. His scepticism was theoretically grounded in heterodox political economics because
Keynesian ideas about speculation or Minskian ideas about credit cycles both emphasize recur-
rence which devalues the differences and novelties of each new cycle in finance. This is import-
ant because it shows that financial innovation in the late 1980s was not an idea whose time had
come but a metaphor making its way in a sceptical world. And this section tells the story of the
two groups of academics who then promoted the concept: the financial economists put finance
theory and theorists at the centre of a heroic process of extending and completing financial
markets, while the social studies of finance produced an ethnography and history which did not
break conclusively with the assumptions of the financial economists.

The first paradox here is that, with some exceptions (e.g. Molyneux and Shamroukh,
1999), the literature on financial innovation does not draw on the huge literature about (pro-
ductive) innovation by mainstream and heterodox economists. Put another way, the main
contributors to this (productive) innovation literature have not maintained Schumpeter’s
broad interest in finance. His 1934 text, The Theory of Economic Development, contains extensive
discussion of credit and capital in the economic system and the growth of firms, as well as
some discussion about money markets and their potential as a source of income. But, as
O’Sullivan (2002) has noted, the links between finance and innovation have been ‘largely
neglected’ in recent times, or dealt with very narrowly as institutional economists of different
kinds are mainly interested in the role of financial institutions and markets in sustaining inno-
vative productive processes and systems. Hence there is discussion of the role of venture capital
(for example, in Lazonick, 2002) and of nationally specific firm finance relations that give rise
to ‘national systems of innovation’ (see, for example, Nelson, 1993; OECD, 1997). If finance is
seen as an input with consequences for production, the issue of innovation within finance is
marginalized or denied. And this is manifest in the varieties of capitalism literature, including
Hall and Soskice (2001) and Amable (2003) whose idea of national varieties resting on insti-
tutional complementarity effectively denies the possibilities of finance-led change (see also
Engelen and Konings, forthcoming).
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Hence, it was financial economists like Merton Miller (1986) who explicitly coupled the
terms ‘finance’ and ‘innovation’ in the 1980s to create a leading metaphor. Their linguistic
coupling was foundational because it associated developments in financial products and markets
with standard economic ideas about innovation as a process with positive outcomes. Innovation
can create losers as well as winners, but the standard economic definition of innovation is as
something that results in a higher level of economic welfare, through enhancing either static
efficiency or dynamic efficiency. In effect, the metaphor was positively charged and imparted a
bias in favour of financial innovation when, as Merton claimed, there was a lot of it about.
Writing in the mid-1980s, Miller asked the question, ‘can any twenty-year period in recorded
history have witnessed even a tenth as much new development?” (Miller, 1986, p. 460). Later
writers remind readers of Miller’s assertion that innovation cannot continue at the same pace
and argue that it has indeed done so (Tufano, 2002).

But what exactly was innovation and how did it generate beneficial outcomes? The connec-
tion between innovation and more economic growth is explicitly made in some of the financial
economics literature: for example, Miller (1986) defines financial innovation as something that
produces economic growth in excess of what would otherwise occur. However, the financial
economists were theorists of efficient markets (not modellers of contributions to economic
growth). The financial economists thus added a link in the argument and, as theorists of finan-
cial markets, defaulted onto the idea that financial innovation is everything that makes financial
markets more efficient and extends the sphere of financial markets; which, prima facie, should
deliver higher growth and welfare gains. By the 2000s, with the hockey-stick growth of deriva-
tives and other instruments, this definition had crystallized into the idea that the project of
financial innovation in our time was the marketization of risk. And this definition was taken up
by many, including behavioural financial economists like Robert Shiller, who did not believe in
efficient markets and rational actors. Shiller defines ‘radical financial innovation’ as ‘the develop-
ment of new institutions and methods that permit risk management to be extended far beyond
its former realm, covering important new classes of risk’ (Shiller, 2004, p. 2).

This problem shift onto financial innovation as marketization creates at least three major
problems: first, it makes the definition of financial innovation circular and tautological; second,
it narrows the field of possible drivers of innovation; and, third, it encourages claims about
benefits which have low empirical content.

1 The tautological problem is obvious if we consider Miller’s claim that ‘any surviving,
successful innovation must have reduced deadweight transaction costs and expanded the
reach of the market’ (Miller, 1986, p. 463). In effect, any financial innovation that survives
must have done so because it is truly innovative and has improved market efficiency. This is
qualified in a modest way by Van Horne, who recognizes that ‘enthusiasm’ may ‘allow
certain deals to be masqueraded as financial innovation’ where aggressive ‘promoters’ earning
‘handsome’ fees can temporarily confuse markets (Van Horne, 1985, p. 626), but that on an
ex post basis such products would not be whatVinals and Berges (1988) denote as ‘pseudo-
innovation’. However, this is only a qualification to the tautological assertion that what
survives must be innovative.

2 Logically, the narrow definition implies narrow causes as financial innovation responds to
market signals, market failure and exogenous variables like technical change. Miller’s early
work applies a financial economics framework which highlights regulations and taxes as the
‘impulse’ to innovate (see also the idea of ‘regulatory dialectic’ discussed in Artus and de
Boissieu, 1988, pp. 108 9), while Merton (1995) adds computer and technological advances
as well as finance theory to the list of causes. Silber’s economics-based approach includes
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discussion of specific factors that can explain particular innovations (Silber, 1983, p. 91).
As noted by Tufano (2002) and Ross (1989), much analysis is dominated by the idea that
innovations are optimal responses to either market problems or arbitrage opportunities and
that, significantly, they are often ‘institution-free’ (Tufano, 2002, p. 9).

3 Itis easy to list but hard to measure the benefits of innovation. According to Tufano (2002),
it is possible to measure the (considerable) benefits of retail process innovations that reduce
transaction costs like ATMs or smart cards but, more generally, it is more challenging to
measure the social welfare effects of new instruments in the wholesale markets. Where
measurement attempts have been made, as with those collected in Allen and Gale’s (1994)
volume, the evidence suggests eftects are mixed and complex: thus, with tools like short
selling, there may be welfare gains from very limited use, but such gains are lost when the
tactic is used without limit.

But, if we leave these problems to one side, financial economists do have a strong, simple and
positive story about financial innovation, which serves as authority and source for all those pre-
2007 lists of benefits by establishment figures. It is a rationalistic (indeed functionalist) account
of financial innovations. New products and services allow funds to be moved across time and
place, or to be pooled, risk to be managed, or asymmetric information or moral hazard problems
to be addressed. And all this ultimately serves the teleological aim of constructing in the real
world a perfect set of financial markets, making true the almost religious promise of instanta-
neous market clearing (see, for example, Merton, 1992). Within this frame, the work of financial
innovation is a prosaic but heroic activity whose quality is captured in the notion of financial
engineering used by some financial economists to suggest an apolitical, mechanical view of inno-
vation focused on solving what are essentially technical problems of markets around informa-
tion, pricing and so on.

The idea of financial engineering encourages lists of innovations and a cult of the engineer
with Robert C. Merton playing the part of Isambard Kingdom Brunel. Hence we have classi-
fications of types of financial innovation according to what they are designed to do (BIS, 1986;
White, 1996), as well as shortlists of the most important innovations of recent times, with dif-
ferent academics arguing for their favourites (Miller, 1986). And, at this point, the financial
economists themselves enter their own story because, if innovation is the completion of the
market, those with technical hypotheses and algebra about markets and valuation surely have a
privileged role in the remaking of the world. This is supported by chronology and popular
history. Chronology is important because the huge expansion of derivatives trading after the
1980s postdates Merton’s (1973) formulation of the Black—Scholes model and predates wide-
spread use of the formula in valuing options and derivatives. All this was turned into popular
history with Bernstein’s Capital ideas about the migration of finance theory from academe to
Wall Street as leading financial economists promoted a kind of modernization of finance
theory which made Wall Street ‘vital and productive’ (Bernstein, 1992, p. 2). Bernstein’s account
is an explicit celebration of what is characterized here and elsewhere as a ‘revolution’ (see, for
example, White, 1996, p. 6) whose heroes are the talented finance academics with ideas and
new formulae.

Meanwhile, other parts of social science have taken up new ways of understanding finance.
Social studies of finance have attracted a new generation of social constructionist sociologists
with ethnographic and historical interests in describing and understanding what financial econ-
omists, traders and markets are about (see, for example, Knorr Cetina and Preda, 2004). At the
same time, shareholder value and financialization have been taken up as interdisciplinary objects
by an assortment of radicals from political economy and cultural economy (see, for example, the
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readings in Ertiitk ef al., 2008). We would expect these academics to present a quite different
account of financial innovation because their work gives due weight to the sociocultural, and
does not construct the economy in terms of obstacles to market clearing. Furthermore, research
from the social studies of innovation field has challenged notions that innovation is ‘technology’-
led and suggested caution about claiming the significance of new technologies in advance of
the historical analysis that so often paints a more complex picture of effect (Edgerton, 2008).
However, while the critical accounts of social studies of finance and of financialization are
different, they do not succeed in breaking with the underlying heroic rationalism of the financial
economist’s account; or, more exactly, only the analysts of financialization dissent and they often
do so by turning heroes into villains.

The social studies of finance have been both liberated and constrained by its founding prob-
lem shift towards social constructionism. An earlier generation of liberal sociologists protested
that the categories of mainstream economics crudely misrepresented the complex world. Under
French influence from Latour and others, social studies of finance in the 2000s have analysed
how the categories of financial economics format the practical world. Thus, in MacKenzie’s
(2006) metaphor, theory is an engine not a camera so that financial theorems are characterized
as ‘producers’ of market behaviour and prices, instead of ‘cameras’ which merely depict what is
ontologically given. From this perspective, Black—Scholes and derivatives trading provide the
perfect example, and Mackenzie (2006) has produced a nuanced and impeccably sourced history
of all this which effectively provides scholarly support for a heroic view of theory-led financial
innovation that is adumbrated by the finance literature and developed in the earlier popular
histories. The a priori of this kind of approach is epitomized by the concept of performativity
which is now widely used in social studies of finance. In general, the concept encourages studies
which elaborate how economic theories and finance formulae are at the root of financial tech-
niques and infrastructure, which have become the great facilitators of the recent development
and spread of financial markets.

Performativity brings a new insight and there are several different variants on the concept
which in English usage from Austin onwards recognizes misfires and mis-executions. But we
doubt whether any of the concepts provides a sufficiently broad base for explaining financial
innovation. Certainly, the preoccupation to date with the performativity of economic theory
provides a very narrow lens. Unless one assumes that economic theory has some kind of onto-
logical privilege which guarantees its primacy, the practical world is presumably one where
multiple half-realized projects with contradictory discursive bases contend and coexist. In that
case, we would expect problems arising from incremental change and interacting projects as well
as a much larger role for ‘unintended consequences’ than most heroic rationalists would admit.

From this point of view, the financialization literature is interesting because it broadens the
focus to consider many things other than the role of economic theory in financial innovation
and generally takes a much more negative view of the consequences of financial innovation. The
political and cultural economists in this group (see Ertiirk ef al., 2008) hold to a view of capital-
ism where power is an important driver. Innovation since the 1980s is generally set in the context
of sharply increasing inequalities of income and the rise of the ‘working rich’ and financial
intermediaries in Europe and the United States (Duménil and Lévy, 2004). Beyond this, there
are sharp differences between cultural and political economists about the nature of power and
the capitalist process. From the cultural side, capitalism can be draped in the post-structuralist
cloak of Foucauldian capillary power (de Goede, 2001, 2005; Langley, 2008), whereas in political
economy from regulationists and neo-Keynesians capitalism is driven by the imperatives of
capital accumulation (Aglietta, 2008; Stockhammer, 2008). Thus, the financialization literature
has no founding orthodoxy but is instead a space of quarrelsome debate (Engelen, 2008).
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The implications for views of innovation are quite interesting because the financialization
literature both recapitulates all the tendentious positions we have previously criticized in finan-
cial economics and social studies of finance and succeeds in producing novelty by inversion as
function becomes dysfunction and the prime movers become villainous intermediaries, not
heroic academics. Financial economists explain innovation functionally as answers to real-world
deviations from neoclassical market models (which ultimately make markets more similar to
those models and hence more efficient); by way of contrast, Marxisant authors like Duménil and
Lévy (2004) come up with a dysfunctional explanation as the interests of capital and the work-
ing rich are served by new kinds of class alliance with intentions and motives read oft postulated
class position. Other authors sidestep this position by emphasizing the incoherence and contra-
dictions of financialized capitalism so that Froud ef al. (2006) represent shareholder value as an
unrealizable project with practical consequences. The same team has led the way in highlighting
the role of financial intermediaries like investment bankers in financialized capitalism (Folkman
et al., 2007). They have dissociated themselves from ideas about intermediary capitalism partly
through ideas about ‘distributive alliance’ where the bankers may not know what they do. But,
in a curious way, they do invert the mainstream view of financial innovation as purposeful and
heroic because the villain of financialization is the self-serving and greedy financier.

Empirical dissatisfactions: the need for reconceptualization

I hit on the idea of a chocolate bar dispenser, but replacing the chocolate bar with cash.
(John Shepherd Barron, inventor of the first ATM,
Financial Times, 26/27 July 2008)

This quote from the inventor of the first cash dispenser raises questions about what innovation
is and how innovation takes place; it highlights the role of analogy and improvisation in the
thinking which led to this important retail development. And this in turn raises the question of
what the innovation is: is the major innovation the ATM, or its precursor the vending machine,
or indeed the lateral thinking on vending that connects a new kind of machine for taking
money out with existing machines for putting money in? The quote also suggests that these
questions are empirical ones which could be answered only after talking to those involved at a
practical level and by considering specific cases. A better concept of innovation cannot be
obtained simply by avoiding the errors of rationalism and such like which were listed in the
previous section.

If we begin by considering practitioners, the first point to make is that there is a large litera-
ture on financial markets and trading practices produced by practitioners or ex-practitioners.
They are not cited by financial economists even though practitioner concepts like Soros’ (2003)
reflexivity or Taleb’s (2007) ‘black swan events’ are widely used. Maybe this is because most of
the insider accounts of business organization and market practice contradict the picture that
arises from the self-knowledge of financial economists. The insider accounts suggest that the
academic accounts overplay the rationality of agents as well as the role of finance theory and or
new ‘technologies of finance’ in the actual practices of finance (Augar, 2001, 2005; Ellis, 2008;
Knee, 2006; Lowenstein, 2001; Taleb, 2007). Haug and Taleb (2008) produce an alternative
history of derivatives trading which emphasizes the importance of practitioner knowledge in
valuing derivatives. They explicitly claim that the expansion of derivative trading did not require
Black—Scholes algebra but could have been based on the heuristics used by traders. Equally
challenging, other authors discuss the quotidian way in which bankers identify profit-making
opportunities and continuously adapt themselves and the organization for which they work to
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changing conditions. These practitioners suggest a picture of improvised financial innovation
which hardly fits with heroic rationality assumptions. At the same time, these accounts do imply
that agents possess differentiated and continuously changing freedoms to exercise their limited
powers (see, for example, Bookstaber, 2007; Dunbar, 1999).

If we then seek empirical cases, the problem is to find cases produced by authors who do not
subscribe to the heroic rationalist assumptions that colour the more intellectualized accounts of
the wholesale markets. In the period since the crisis began, we can turn to forensic journalism
and newspaper accounts of where things have gone wrong and large losses have been chalked
up. Here we will consider the case of Deutsche Bank which in the fourth quarter of 2008 issued
a profits warning about a $4.8 billion loss after its proprietary traders had lost altogether some
$2 billion in 2008. One star trader (Boaz Weinstein) apparently lost more than $1 billion, mainly
in the final quarter before leaving to pursue opportunities elsewhere (Wall Street Journal,
15 January 2009). It is more difficult to find descriptions of things going right before 2007. But
business school strategy cases and ‘how to do it’ teaching materials do present what might be
called innocent descriptions of innovation in action, Here we will consider an IMD case (2008)
which focuses on how J.P. Morgan successfully securitized some /850 million of Royal Bank
of Scotland (RBS) subprime mortgage loans and took them oft the RBS balance sheet. The two
illustrative cases confirm the insights of practitioners but also suggest that financial innovation is
not a discrete technical item but an improvised connection which takes the form of a chain of
transactions within a configuration of asset prices and flows of funds.

The Deutsche Bank profits warning was a shock for stock market analysts and journalists.
Deutsche had sustained relatively little damage in the first year after summer 2007 and this was
widely attributed to the controlling intelligence of its senior investment bankers, under the
leadership of Anshu Jain. Deutsche Bank may well have internal controls which prevent unau-
thorized trading of the kind practised by Jerome Kerviel at Société Générale, but the profits
warning showed that Deutsche could not anticipate how shifts in flows of funds and asset prices
would undermine a short, simple chain of offset transactions, where the profits had been reliably
made by applying funds to earn more than it cost to source them from a previous trade. The
best-known example of this in the 2000s was the yen carry trade but Deutsche and other banks
had a variant, as described in the Wall Street Journal Europe, 15 January 2009. They borrowed to
buy corporate bonds and then hedged the investments with derivatives because credit default
swaps (CDS) allowed them to buy insurance against defaults on the bonds; the trade was profit-
able as long as the default insurance cost less than the corresponding income from the bonds. This
all went wrong after the de facto nationalization of AIG and then the failure of Lehman Brothers
in September 2007. With frozen credit markets the traders could no longer borrow to buy bonds
and the price of CDS insurance rocketed. The secondary consequence was that bond prices then
fell sharply, inflicting capital losses on all the players in the offset trade in bonds and CDS.

Our second illustrative case concerns a J.P. Morgan securitization of subprime loans for RBS
in 2006 which depends on a much more complex long chain of transactions which is described
in Figure 5.1 (IMD, 2008). Technically the chain is a synthetic CDO (collateralized debt obliga-
tion) using two special purpose vehicles with SPV1' (termed ‘sequils’) providing the funds and
SPV2 (termed ‘mincs’) providing first-lost credit enhancement to SPV1. These transactions
comprised a package (‘sequils/mincs’) that J.P. Morgan had introduced in 1999 and which had
been successfully repeated for many other clients.

Any consideration of this chain brings out how it is both contingent and historically deter-
mined, lucrative yet fragile. The initiator is RBS, which is under pressure to improve capital
adequacy under the Basel II regulatory framework by shifting subprime loans oft the balance
sheet. The result is a kind of alchemy as subprime loans go into the process and investment grade
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paper comes out. This is very different from the original 1980s securitizations by Freddie Mac
and Fannie Mae of mortgages or by Ford and GM of car loans, where it is the best-quality debt
(in terms of default risk) that is passed on to allow credit expansion. The alchemical result for
RBS depends on three techniques. The first of these is tranching to create different classes of
coupon with some classes of coupon more remote from default. Second, a swap guarantee, which
is a kind of insurance against default on the principal, is given by Morgan Guarantee Trust whose
triple A rating then provides an uplift. Third, a further guarantee, which acts as a re-insurance
scheme for Morgan Guarantee Trust, is a shell vehicle which attracts investors by offering them
triple B returns on their principal which in turn has been invested in triple A securities.

This tiering of two SPVs and swap guarantees is the historically determined result of a
decade’s improvisation. J.P. Morgan has been doing this kind of securitization for seven years
(IMD, 2008) and the separation of the funding and credit risks reduces the liabilities of Morgan
Guarantee which would otherwise overwhelm its triple A rating. But it is also (just like Deutsche
Bank’s offset trade) contingent because its rationale and outcome depend on the prices paid and
the flows of funds from investors into the coupons issued by SPV1 and SPV2. This, in turn,
depends on market conditions, as well as on custom and regulation that prevents insurance
companies from buying triple B coupons from SPV2, whose purchasers will include hedge
funds (borrowing from banks like RBS). The practical limit is that the gain from the alchemy
must be larger than the intermediary fees paid at each step and within this limit it is possible to
conceive of securitization packages involving three or four SPVs to deal with loan guarantees
and risks of difterent kinds.

In both Deutsche Bank’s short chain and J.P. Morgan’s long chain, some agents have to do
the maths on what the derivatives are worth, probably (but not necessarily) using Black—Scholes.
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The results of such calculations may have determined prices or served as a reference point, with
Black—Scholes or another heuristic providing the same service as the trade price guide for the
bidder at car auction. But the existence and saleability of the derivatives and their utility to the
fee-earning coalition of intermediaries depends on all the conditions whose complexity emerges
in the long-chain case. The chain exists in a ‘field’ strewn with techniques, cognitions, regula-
tions and other social artefacts that may serve as the ‘ready mades’ feeding into the assemblages
resulting from attempts by well-situated, but ‘cognitively handicapped’, agents to solve discrete
problems. There are two important implications: first, innovation is not a substantial technical
item but a series of chains or sets of relations; second, the intellectual task is to understand the
conditions around the innovation chain which determine the form and complexity of innova-
tion and, just as importantly, generated a multiplicity of fragile long chains in the years before
2007. On this basis, our alternative account of financial innovation seeks to develop some under-
standing of the conditions of existence of financial innovation.

Macro-frame: general conditions

I have directed Secretary Connally to suspend temporarily the convertibility of the dollar

into gold or other reserve assets, except in amounts and conditions determined to be in the
interest of monetary stability and in the best interests of the United States.

(Richard Nixon announcing the floating of the dollar,

Address to the Nation, 15 August 1971)

Almost everybody who writes about financial innovation includes a descriptive list of general
conditions which have enabled financial innovation since the 1970s. The quote above from
Richard Nixon, announcing the 1971 floating of the dollar, is apposite because the end of the
Bretton Woods fixed exchange rate system figures prominently on all such lists. Like Konings
(2008), we would disagree with those who credit the breakdown of Bretton Woods with epochal
significance (see, for example, Helleiner, 1994; Stockhammer, 2008). But we agree with those
from right across the policy and discursive spectrum who argue or assume that general structural
conditions of the kind discussed in this section collectively help to explain the rise of ‘finance’
in economic and political terms. In our view the changing structural conditions are relevant
because they provide a kind of macro-frame around innovation and hence we describe them
below before we go on to argue that such lists of facilitative conditions can only be part of an
explanation of innovation.

The first condition has to do with the long-term process of state restructuring in response to
the crisis of Keynesianism in the late 1960s/early 1970s. Forced by the spontaneous growth of
the stateless Eurodollar market, states increasingly lifted earlier restrictions on cross-border
financial transactions, resulting in the gradual development of a truly international market in
foreign exchange contracts, which has transformed itself as an international interbank market,
providing banks and other financial agents with sufficient liquidity and serving as the main
supplier of the raw commodity out of which financial innovations were moulded (Grahl and
Lysandrou, 2003; Helleiner, 1994). During the next two decades, the subsequent transnational-
ization of bond, equity and derivatives markets duly followed.

The unevenness of deregulation, as well as the continuing relevance of the state and national
regulatory traditions, opened up numerous opportunities for ‘regulatory arbitrage’, which by the
1990s were being exploited by nimble players like hedge funds, private equity funds and other
private capital-containing vessels domiciled in offshore financial centres. Periodic attempts to
re-regulate financial markets, mostly in response to high-profile crises, were quickly undermined
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by the use of new techniques and instruments or by playing off different jurisdictions against
one another. The knowledge, expertise and foresight of public regulators was increasingly not
up to the task and Basel II capital adequacy requirements encouraged banks to develop the
‘originate-and-distribute’ practices that failed after 2007 (see Singer, 2007).

Second, financial pressures and ideological attractions have from the 1970s onward forced
governments to retrench the post-1945 welfare arrangements they had set up to make amends
for the great European wars and mass unemployment (see Judt, 2005). As a result, households
across the Western world have seen state-backed guarantees eroded and have increasingly been
obliged to turn to financial markets to gain access to goods such as housing, higher education
and protection against unemployment or ill health (Hacker, 2006; Manning, 2000). This ‘Big
Risk Shift” has not only provided banks and other financial agents with an increased demand for
financial debt instruments (credit cards, mortgages, loans) but also ensured a steady supply of
new and stable income streams, a precondition for large-scale financial innovation (Leyshon and
Thrift, 2007).

Third, as a result of pension reforms (the global replacement of pay-as-you-go systems by
pre-funded pension systems), international trade imbalances and rising commodity prices (espe-
cially oil), there is a growing ‘wall of money’ facing global financial markets that is looking for
investment opportunities. Prior to the September 2008 meltdown the volumes were truly stag-
gering. The IFSL (2008) estimated total pension savings under management by pension funds in
2007 to be around $28.5 trillion. Mutual funds and insurers managed a further $27.3 trillion and
$19.1 trillion respectively. Private equity and hedge funds had assets under management totalling
$0.8 trillion and $1.9 trillion respectively. The fastest growth in assets under management, how-
ever, was booked by so-called sovereign wealth funds. At the high tide in late 2007 they managed
assets in the order of $6.1 trillion, most of it deriving from rising commodity prices and the rest
from foreign exchange reserves that are caused by global current account imbalances. In a recent
report, the McKinsey Global Institute (2007) estimated that the size of these assets may reach
over $15 trillion in 2012. It is, of course, the upscaling in the use of particular financial instru-
ments as well as in the size of funds that has meant that the effects of financial innovation are felt
widely as chains unravel.

Fourth, technological developments have been key for the growth and dispersion of modern
financial products and markets. In wholesale as well as retail markets the introduction of new
information and communication technologies (ICTs) has spawned new products and services,
new modes of distribution and new techniques of pricing and risk management. No matter
whether it is ATMs, ALM-models, remote access to the mainframes of exchange platforms,
option price theory, the use of optic fibres to enhance transaction speed, automated or logarith-
mic trading, credit scoring, real-time information services (Bloomberg and Reuters) or the new
HP Blade Workstation designed for hedge fund use, in all instances ICTs have allowed the rapid
and radical transformation of the world’s financial markets. In a general sense, it has been the
virtualization of trade and the digitization of financial data that made up the precondition for
the broadening and deepening of the financial markets. Only when the trade in claims on
(future) income streams was decoupled from its physical carrier (the ‘coupon’ of Hilferding’s
time) could upscaling take place.

Finally, the development of new theoretical paradigms within economics has added substan-
tially to the construction of a standardized set of techniques that allow anonymous traders,
seated behind batteries of desktop screens, to legitimate their activities to an easily impres-
sionable outside public and to recognize each other’s expertise in the blink of an eye.The rise of
finance as an economic subdiscipline, as described by MacKenzie (2006), has not only spawned
a number of Nobel Prize winners but also a large number of mathematical formulae, models and
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theorems (Black—Scholes theorem; capital asset pricing model; option pricing model; value at
risk), which can quickly be adopted and deployed in the new digital environment described
above. While the heroic rationalist account almost overemphasizes the importance of these
symbolic equations, they have increasingly become embodied in the financial technologies and
discourse that surround present-day traders, bankers and analysts.

Taken together, these developments, which mix some intended policies with many unin-
tended consequences, have resulted in a financial world in which funds are plentiful, capital is
mobile, trading can easily be extended and there is a perpetual search for the next ‘new, new
thing’. These conditions are framework-setting and, as of early 2009, appear nearly irreversible
in that finance continues to feed off mass savings in a deregulated, virtualized and border-
crossing world even after the crisis. But these frame conditions are too general to explain the
varying forms and direction of financial innovation in successive periods since the early 1980s.
Or, put another way, within this general frame of facilitative conditions, the questions are about
what happens, where and how. Our answer to these questions in the next two sections invokes
Braudelesque ideas about conjuncture (between events and the longue durée) as the relevant
span of time and to Lévi-Straussian ideas about bricolage as the unscientific process of improvi-
sation. Together these concepts add two more conditions of innovation which help us to under-
stand how financial intermediaries respond to opportunities created by specific sets of asset
market conditions and retail identities and recently did so by creating long, fragile chains of
innovation.

Meso-field: the conjuncture

We live in an era of very low predictability.
(Tony Blair, 8 January 2009, Paris, ‘New World,
New Capitalism’ conference)

Tony Blair’s post-crisis complaint conflates two separate developments. First, capitalism has been
malfunctioning for all of us after the financial crisis and not responding to policy intervention.
But also capitalism is not behaving as Blair expected it would to deliver growth and maintain
employment. Blair and other members of the Western political class are surprised because they
had an epochal concept of capitalism and no concept of conjuncture and therefore wrongly
supposed that the conjunctural results of the 1990s or 2000s had epochal durability. If the dis-
tinction between (quasi-epochal) frame and conjuncture is important for social democratic
analysis, it is crucial for understanding innovation which of course requires a (temporal and
geographic) field where predictability and repeatability can be organized for a while. If facilita-
tive conditions like deregulation, digital technology and changes in welfare provision constitute
a sort of semi-permanent background frame, financial innovation also operates within a (more
rapidly changing) conjunctural foreground whose field provides a distinct set of conditions
around, for example, asset prices or retail products. Our argument is that the conjuncture is an
important condition of innovation because it structures the immediate possibilities for and
limitations of innovation.

Conjuncture can be understood as a distinctive but unstable combination of circumstances
within which events and episodes happen to produce more quasi-resolution than permanent
crisis. Our usage draws on Braudel (1982) in that it invokes the idea of multiple overlaid times
and emphasizes the significance of something between events and the longue durée something
astrological insofar as continuously changing arrangements of heavenly bodies have putative but
unclear effects on earthly agents who may be influenced more by reading their horoscopes.
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As a meso-economic field, a conjuncture is typically a four- to seven-year period partly defined
by a capital market configuration of asset prices, flows of funds and interacting (competing,
colluding) intermediaries. It is, in turn, supported by grand narrative, enacted by performance of
key actors and then charged by mass subjectivities in societies like the US and UK where half
have stock market savings and 70 per cent own houses. The narrative and performative elements
ensure each conjuncture typically runs through a cycle of exuberance and asset price bubbles
which fits with Keynes’ and Minsky’s perceptions about how market sentiment and lending
behaviour determine changes in liquidity and asset prices so that the decision outcome connec-
tion is very variable. The agents include the masses and their representatives (states, mutual funds,
pension funds and asset managers) as well as the elites.

Typically each new conjuncture crystallizes itself around different coupon instruments. The
early 1980s saw the rise of the so-called secondary debt market, a newly constructed market for
financial products where debt papers from sovereign debt holders were being recycled, generat-
ing great profit opportunities for many of the worlds’ largest banks. In the second half of the
1980s that was overtaken by the junk bond craze and the leveraged buy-out madness that ended
with the battle for RJR Nabisco between KKR and a number of other investment teams (see
Burrough and Helyar, 1990). The early 1990s saw the rise of telecommunications and media as
a new node for financial speculation which increasingly focused on equity, especially tech stock
new issues which gradually became the Internet bubble in the late 1990s (Knee, 2006).The early
twenty-first century gave rise to a new conjuncture, dependent on leverage and characterized
by the use of derivatives with the securitization boom and the simultaneous rise of new actors —
hedge funds, private equity funds and, in their wake, sovereign wealth funds.

In understanding these dynamic processes, we would argue against any general view that
innovation drives the conjuncture. This is implicit in the conventional view of non-financial
technical change in the broader economy, which supposedly slowly realizes the benefits of major
innovations like electrical power. These arguments are central to ideas about economic growth
implicit in work on business cycles and larger Kondratieff waves, also taken up by Schumpeter
in the 1930s. The ‘too much of a good thing’ view of financial innovation represents a variant
on that because innovation supposedly first helps to price risk and complete markets, then over-
shoots and ultimately helps to undermine certainty and paralyse credit markets, before they are
turned into the stocks in trade of a new generation of market players embarking on the con-
struction of a new set of financial innovations.

Rather, in our view, conjunctural opportunity structures the possibilities and limits of inno-
vation and, in emphasizing this point, we endorse Schumpeter and others who emphasize the
role of environment and context in innovation. The conjuncture after 2000 was not driven by
the rediscovery of leverage (or borrowing to increase gains over an asset price cycle) which had
previously figured in the late 1980s period of junk bonds. It was initiated by the US Federal
Reserve’s interest rate cut after the tech stock crash in the 2000s which made funds cheap and
leverage more worthwhile. Improvisation then extended the field of application in the 2000s as
debt was sold to banks using originate and distribute models, just as various techniques were carried
forward into the 2000s from the 1980s, when US private equity general partners had first used
limited liability partnerships to create two classes of equity holders, general and limited partners.

However, it is also the case that the conjuncture can be brought to an abrupt halt by the
unintended consequences of financial innovation. A period when the specific forms of innova-
tion and the conjuncture are mutually reinforcing regularly comes to an end with crisis, as was
the case in 2008, and as has been demonstrated time and again by economic historians writing
on the history of financial crises over the past 600 years (Galbraith, 1988; Kindleberger, 2000;
Reinhardt and Rogoff, 2008). If innovation helps to shape the end of each conjuncture, so the
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form of the next conjuncture will in turn help define the opportunities and constraints for new
kinds of financial innovation. It is also the case that in the next phase, as in previous ones, the
conjuncture is shaped by narrative and politics as much as by technical finance and economics.
Thus a conjuncture where the growth of financial markets is seen as conferring social as well as
economic benefits is replaced by one where new financial architecture and re-regulation reining
in unfettered finance are central to the narrative.

It should be clear that we are not arguing there is a functional, mechanical and automatic link
between the conjunctural context and outcomes but think that, in a preliminary way, innovation
could be defined as the attempt by financial intermediaries (within a given frame) to find profit
by exploiting a conjunctural opportunity and to stop loss by recognizing conjunctural change
in real time. The necessary qualification is that this is done under specific meso-technical and
political conditions which give innovation its distinctive character and together define two kinds
of collective imperative for senior intermediaries whose starting positions are typically them-
selves the transient legacy of previous periods of change. First, they must mobilize resources and
upscale quickly to capture high margins before commodification sets in later in a short product
cycle, generally four to seven years. Second, they must organize a political division of labour or
ownership which diverts cash to well-positioned elite intermediaries (Godechot, 2008).

In the absence of a general system of property rights in financial innovation, novelty and
rapid upscaling are critical because doing the same thing year after year brings in imitators and
encourages commodification which reduces first-mover high profits for the institution and high
bonuses for the individual. While newness in itself is no guarantee of success, novelty matters
within each conjuncture. This incidentally also limits collective memory and respect for older,
established members among intermediary groups. More exactly, what matters is scalable diftfer-
entiation because the high margins on financial innovation are generally taken early in the
product cycle. In a world where profit arithmetically equals margins times volume, the interme-
diaries of the financial sector (just like big pharmaceutical firms) need not have striking origi-
nality but can instead pursue differentiation and mass sales through a succession of blockbusters.
The last conjuncture’s blockbuster was securitization in the wholesale markets which spawned
umpteen differentiations that could be scaled up, generating large volume and fees, above all
because they connected with retail feedstock from mass saving and borrowing. As in pharma, the
new blockbuster is often only trivially different from its precursors and competitors. Thus, the
technique of securitization was not new because it dated from the 1930s and was first used on
any scale in the US housing market in the 1970s. In the 1980s the BIS (1986) identified securi-
tization as a key financial innovation yet it took another decade or more for its use to become
widespread (Gotham, forthcoming). As Ertlirk and Solari (2007) emphasize, upscaling was asso-
ciated with institutional change as the banks reinvented themselves, with retail banks less depen-
dent on intermediation as they shifted into the selling of mass financial products which generated
retail feedstock. Meanwhile investment banks increased proprietary trading activities in whole-
sale markets including (new) instruments like derivatives.

But the conditions here are as much political as technical because elite intermediaries oper-
ate partly by targeting high returns in new upscalable activities and partly by constructing
political divisions of labour and ownership which redistribute rewards to those like the head of
the dealing room or the private equity general partner who position themselves to capture a
substantial share of the returns. If we then distinguish between the position and the person
occupying that position, we can guard against any tendency heroically to overestimate the effi-
cacy of the individual agent. The rise and fall of various bonus-reaping positions in different
conjunctures falls outside the agentic powers of any one individual. However, given a particular
conjuncture and the hierarchy of positions that conjuncture entails, a strategic game takes place
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that is usually won by those with the properties required by these specific positions. Of course,
the nature of those positions, the kind of individual properties (and hence people) required is
very much determined by the conjuncture.

The political division of labour is emphasized by Godechot (2008) in his seminal article
which represents the head of the dealing room as someone, like the putter-out in the industrial
revolution, who creates a division of labour from which he benefits because the head makes
himself indispensable as the only person who understands the whole business. In a related kind
of argument, Froud, Johal, Leaver and Williams (2008) suggest that the general partner in private
equity organizes a hierarchy of claims. Returns to debt are capped so as to benefit equity hold-
ers and subordinate outside equity investors disadvantaged under the 2 and 20’ fee structure
which generates handsome cash returns for the general partner regardless of success. In a second
attempt at definition, financial innovation could be described as a political game of positioning
played by initially well-situated and then well-adapted elite intermediaries. However, success in
any one round of the game is no guarantee of success in the next as redundant heads of dealing
rooms and embarrassed private equity partners now know;and success in any one round depends
on some work of improvisation.

Bricolage (not rationality)

Als long as the music is playing, you’ve got to get up and dance. We’re still dancing.
g playng,y g getup g
(Chuck Prince, CEO of Citigroup, Financial Times, 9 July 2007)

Chuck Prince’s now infamous remarks, a few weeks before the start of the credit crunch in the
summer of 2007, gives us financial innovation in one image as a dance to the music of the time.
Our qualification would be that the music is not in strict tempo and the dance movements are
improvised. Our analysis of the frame and conjuncture conditions in the previous two sections
brings out the complexities of time(s) but we must now consider the agent’s work of flexibility,
creativity and opportunism along the innovation chain. We understand this as bricolage but not
in the common usage where bricolage associates with do-it-yourself bodging and making things
from junk. Instead, we would use bricolage in a more precise Lévi-Straussian sense where, in
terms of thought process, bricolage is opposed to the scientific mode of thinking, encompassing
in this case both fechné and episteme, and seems to be, in its practical orientation and its implicit
criticism of the end means model of human action, more related to metis as described by the
anthropologist James Scott (1998).

The term ‘bricolage’ has been previously and occasionally used in financial journalism or
social studies of finance. Thus, Nicholas Hildyard (2008), writing for the Cornerhouse NGO,
uses ‘financial bricolage’ as a descriptor of what finance was doing before the crash. More
analytically, a concept of bricolage figures in the work of social studies of finance authors like
MacKenzie or Beunza and Stark. MacKenzie (2003) uses the notion of bricolage and assimilates
it into a rationalist frame as theoretically guided (not ‘random’) bricolage. Beunza and Stark
(2003) too have employed ‘bricolage’ to describe the micro-level responses of financial agents to
changing circumstances. In their narrative, bricolage is synonymous with ‘improvisation’, a
mode of human action that functions as a fall-back when rational designs fall apart and as such
is seen as a ‘derived’ or second-best type of human activity. Our concept of bricolage is rather
different because we see it as a stand-alone activity which is in no way a poor substitute for
(more) rational ways of knowing.

This is the point that Lévi-Strauss makes when he distinguishes rationalistic science from
bricolage as a ‘parallel mode of acquiring knowledge’ (1966 [1962], p. 13). Bricolage involves
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‘build[ing] up structures by fitting together events, or rather the remains of events, while science,
“in operation” simply by virtue of coming into being, creates its means and results in the form
of events, thanks to the structures which it is constantly elaborating and which are its hypotheses
and theories (Lévi-Strauss, 1966, p. 22). Lévi-Strauss distinguishes between the scientist and the
bricoleur ‘by the inverse functions which they assign to events and structures as ends and means,
the scientist creating events (changing the world) by means of structures and the “bricoleur”
creating structures by means of events’ (ibid., p. 22). Lévi-Strauss’s characterization of ‘science’ is
inadequate or even sometimes misleading, that is not immediately a problem because the
important point is his insistence that there is no implied negative value judgement of or inferred
inferiority in bricolage compared with ‘science’.

Of course, the notion of bricolage has been incisively used in areas of innovation outside
finance. For example, Ciborra (2002) challenges heroic notions of the development of ICTs in
helping firms establish a competitive advantage, emphasizing imitation rather than originality as
the main force explaining development and uptake of new technologies. Using examples
including the precursors to the internet, Ciborra argues that strategic information systems
emerged where ‘early adopters are able to recognize, in use, some idiosyncratic features that were
ignored, devalued or simply unplanned’ (Ciborra, 2002, p. 44). With bricolage, ‘the practices and
the situations disclose new uses and applications of the technology and the things’ (Ciborra,
2002, p. 49); according to Ciborra, such practices are ‘highly situated’, exploiting local context
and resources (ibid., p. 50).

We argue that bricolage has a particular double relevance to the process of financial innova-
tion because it both describes the result of innovation, which in recent conjunctures has become
a series of fragile long chains and it also characterizes the activity of innovation by the bricoleur
at one nodal point in a chain. In emphasizing bricolage in this way we are challenging the
dominant perspective on financial innovation in mainstream finance, social studies of finance
and Marxist political economy which, all in different ways, argue or imply that science (repre-
sented by finance theory) or some other form of rationality (like class interest calculation) either
is financial innovation or drives financial innovation. Against this, our argument is that financial
innovation is contingent, resourceful and context-dependent, because bricolage in each new
conjuncture reconstructs a world that escapes all rationalistic schemas. This point is practically
important because it implies the problem lies with the current form of innovation (not too
much innovation of the wrong kind): bricolage in a rapidly changing conjuncture produces
inherently fragile long-chain innovation.

If we look back at the past conjuncture, the process of innovation could be defined holisti-
cally as a kind of supply-side bricolage to escape demand constraints through devising products
which are either expandable or universal at the retail level and which connect the most mundane
transaction to wholesale markets in the ‘capitalization of everything’ (Leyshon and Thrift, 2007).
The universal financial product for the firm is the hedge because, as long as exchange rates,
interest rates, fuel and commodity prices fluctuate, most firms will want to do some hedging.
Meanwhile, at the retail level, consumers (hope to) escape the tyranny of earned income through
taking out universal products such as pensions, revolving loans, mortgages and other financial
products. A third piece of financial technique feeding into the bricolage of the twenty-first
century was the security. Transforming illiquid and opaque income streams like mortgage
payments, credit card payments, car loan payments and so on into tradable assets through the
technique of securitization opened up huge fee-earning possibilities for financial intermediaries
that stretched many different financial markets. The technical nature of the innovations after the
mid-1980s was that, on the basis of this demand, in the last conjuncture it was possible to tier
wholesale financial transactions one upon the other. Hedging transactions led to an almost
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infinite number of further derivative contracts of different kinds, just as retail loans to house-
holds provide the feedstock for CDOs and so on.

In this way, finance feeds finance in numerous (connected) long chains on a basis of precari-
ously self-acting retail subjectivities, and consequently wholesale inventiveness and finance are
not constrained by lack of demand until the conjuncture ends as the long chains collapse. On
the upswing in the last conjuncture, the boosters celebrated the capacity of long chains to
disperse risk without understanding the fragility of such chains because they had many points
of disruption. If it had not been retail subprime mortgages and wholesale mortgage-backed
securities, it would have been something else. If financial innovation did not produce a system,
what went wrong was not a ‘system accident’ in the sense discussed by Charles Perrow (1999)
and others in their analysis of Challenger, Three Mile Island and other catastrophes where the
‘unanticipated interaction of multiple failures’ leads to a failure of organizational intelligence.
As our two examples illustrated, there never was a system or systems, only a ramshackle series of
chain connections between heterogeneous objects found, constructed and imagined by a
multiplicity of individuals and groups whose conduct was only temporarily aligned. Thus secu-
ritization of home loans and private equity, for example, were part of different long chains of
financial innovation but they interconnect in several ways. Both are dependent on credit as the
emblem of the conjuncture and the continuing willingness of overlapping buyers in these
markets to take up unbundled debt products. Moreover, any crisis of confidence associated with
financial products in one chain has contagious effects in others, though this point has not been
understood by those who talk as though the banks have a quantum of bad assets as they origi-
nally had a small parcel of subprime lending.

Agents use justifications about marketizing risk, diversifying portfolios, maximizing returns
or optimizing rewards, but these rationalizations are (just like shareholder value in the giant
corporation) not realizable programmes, only rhetorics with effects. The practical issue for inter-
mediaries is that a long chain of activity has a multiplicity of points or nodes where well-placed
intermediaries are confronted with ever-changing conditions in each new conjuncture. The
bricoleur is then the individual or group which turns the nodal possibility into a profitable
position by using whatever instruments are to hand to create a business model from product or
process. The ‘bricoleur’ is adept at performing a large number of diverse tasks; but, unlike the
engineer, he does not subordinate each of them to the availability of raw materials and tools
conceived and procured for the purpose of the project. His universe of instruments is closed and
the rules of his game are always to make do with ‘whatever is at hand’, that is to say with a set
of tools and materials which is always finite and is also heterogeneous because what it contains
bears no relation to the current project, or indeed to any particular project, but is the contingent
result of all the occasions there have been to renew or enrich the stock or to maintain it with
the remains of previous constructions or destructions (Lévi-Strauss, 1966, p. 17).

This conceptualization is radical because it implies that the work of financial innovation does
not have a one-on-one correspondence with or any necessary basis in a specific knowledge or
technology; new instruments are less central than they seem to be in much obsessive recent
discussion of the credit crunch because instruments are only part of the process and often
conjuncture-specific. Not all acts of bricolage have the same outcomes: only some bricolage
involves and implies a conceptual shift in the nature of products or a redefinition in the relation
between products, parties and markets, while similar forms of bricolage in different conjunctures
can give rise to divergent outcomes. Finally, it is worthwhile remembering that bricolage is a
way of reconceptualizing what agents do, whereas innovation in financial economics is a term
of praise used by third parties to denote the assumed qualities of a new product and which, in
retrospect, is attached to the heroic innovator or heroic technique as a title of praise. Innovation
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in this last sense is an illusion to be dissipated or, at least, understood in social constructionist
terms as something ‘in the eye of the beholder’.

(Interim) conclusion

The re-conceptualization of financial innovation set out above is an argument rather than a
report on the results of primary research. In the next stage, empirical work will play an essential
role in exploring and developing this conceptualization further, but our intention in this chapter
has been to focus on the concept because many academic understandings of financial innovation
have been characterized more by assertion than by interrogation. The imperative to understand
financial innovation is not purely academic; as politicians and regulators seek to outline new
regulatory regimes and political frameworks for the finance sector, these are partly framed by the
implicit assumptions about what exactly happened. While interesting texts written by journalists
and former insiders are emerging which provide first-hand accounts of specific decisions, actions
and personalities (see, for example, Tett’s Fool’s Gold, 2009, which focuses on Morgan Stanley),
these do not provide any broader conceptualization that puts such micro-level detail into a
meso- and macro-context.

By way of a conclusion to this conceptualization stage of our work, we have argued that
financial innovation is not what it seems or, more precisely, not as it has been represented in a
rationalistic frame. It is not the functionalist answer to real world deviances of financial markets
from the neoclassical market model nor is it the product of heroic academic theorists or inter-
mediaries. Instead, it is the outcome (or the emergent property) of the accidental coming together
of structural preconditions, conjunctural situations and a repository of techniques, heuristic
devices and skills that together form the resources of the cadre of (successful and unsuccessful)
bricoleurs whose innovation is constructing chains.

As such, this view of innovation looks strikingly similar to the famous ‘new combinations’
definition of innovation given by Schumpeter in his 1934 classic. According to Schumpeter,
there was nothing heroic about innovation nor could it be predicted or facilitated because
entrepreneurs are lucky as much as smart. Innovation allows us to do things we could not do,
combines different elements of the everyday and stumbles into novelty which, under happy
conditions, is valued by others in hindsight as a true innovation. Our chapter shows how we
can come to similar conclusions without buying into the premises of Austrian economics about
the cognitive handicaps of human agents and the unintended information-processing capacities
of collective arrangements such as markets. And Schumpeter’s work raises many issues which
remain relevant to future research on financial intermediaries which needs, for example, to
consider the role of those who are outsiders by cultural identity, work history or generation.
What is quite striking is that there is much that scholars of financial innovation can learn from
those who have looked at other kinds of technology, including Edgerton’s (2008) argument that
it is the uses not the apparent inventions that should be the focus or Barry’s (2001) concept of
anti-invention which emphasizes private interests in the process of technological change of
many kinds.

The redefinition of innovation points up the futility of castigating bankers and financiers for
their ‘greed’” and turning the credit crisis into a morality play that calls into question the values
of our so-called ‘narcissistic societies’. No doubt, many investment bankers and hedge fund
managers behaved egregiously and some were greedy. But that does not mean intermediaries are
solely to blame for the banking crisis. At the level of individual agency, the main distinguishing
characteristic of financial intermediaries is that they are well positioned to extract value from the
chains of innovation, though they are all dancing to an irregular tune and must fear what happens
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when the music stops. Of course, when long chains of innovation fall apart there are many real
losers, but the challenge is to avoid simple narratives of blame and causality which may be polit-
ically convenient but which in practice imply rather narrow prescriptions focused on the struc-
ture of compensation packages for bankers and traders, the regulation of particular financial
instruments and so on.That is not to say that such proposals lack merit but equally they do not,
even collectively, imply any radical response to the nature of the crisis. The questions asked by
politicians, regulators and academics should be not simplistic ones about who is to blame, but
they should be about the inherent fragility of bricolage in a changing conjuncture.

If, in quasi-moral terms, it is this whole form of innovation which is to blame, then it will
be difficult to find regulatory ‘solutions’ to financial innovation. Many argue for a re-regulation
of financial markets without recognizing the frame and conjuncture nature of innovation.
The problem is that, in each new conjuncture, the regulators find themselves in the position of
generals fighting the last war against irregulars who improvise new tactics and strategies. Most
proposed solutions do not address the underlying, structural conditions, in particular the global
‘savings glut’.

As long as there are huge amounts of savings and loans to process, there will be new oppor-
tunities for well-situated agents to practise bricolage. Many of the (discredited) household
names of the financial markets of today will reinvent themselves to suit the new conjuncture of
tomorrow, just as new groups of financial intermediaries will emerge with the opportunities a
new conjuncture brings. It is less certain whether their critics have the same capacity for rein-
vention. A more effective response requires a narrative that goes beyond moral indignation
about the consequences of bricolage and engages with the frame and conjuncture that facilitate
its particular form.

Note

1 An SPV (special purpose vehicle) is a legal entity specially created to fulfil some legal and/or financial
function. It may be wholly or partly owned by another legal entity, such as a public company. SPVs are
commonly used in securitization to separate the parent legally from the obligations that arise from the
securitization.
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Europe’s toxic twins

Government debt in financialized times

Daniela Gabor and Cornel Ban

This chapter explores the links between the systemic shift to market-based finance and states’
fiscal policy constraints. We draw on the literature on ‘financialization’ to introduce the concept
of the ‘collateral motive’ — investors’ demand for government bonds to mobilize as collateral in
secured funding markets — and connect it to the shift to transnational, market-based, collateral-
intensive banking. The resulting interdependence between banks and states has played a pivotal
role in fiscal policy convergence around austerity. This policy outcome cannot be fully under-
stood without analysing the processes through which impatient collateral management ignited
a run on sovereign bond markets. Sudden stops left Eurozone governments as the only actors
who could attempt to stabilize sovereign debt markets via austerity, at least until Mario Draghi
promised to do whatever it takes.

Introduction

it is often forgotten that collateral does not move by itself ... essentially, in the world of
collateral, the bank funding desk is the pump.
(ICMA European Repo Council, 2014)

Since the European sovereign debt crisis, it is common to deplore, pontificate about and seek to
separate the toxic twins of Europe: governments and their banks, tied together in a deadly
embrace through government bond markets. In the European periphery, the argument goes,
worsening sovereign creditworthiness translated into poorly performing government bond
markets that in turn showed up on the balance sheet of their (weak) banks, harming lending and
exacerbating the crisis. Poor bank performance raised the prospect of bank rescues and so on, in
a ‘diabolical bailout loop” (Brunnermeier ef al., 2015).

For all their virtues, such accounts sideline the structural changes in finance that have bonded
governments to their banks. Contrary to the common wisdom of a ‘toxic’ pact ‘we guarantee
your liabilities, you buy our debt’, we stress the importance of the shift to market-based banking
and financial innovations that transformed government bonds into high-quality collateral for
raising short-term market funding. This has left the bond markets of European sovereigns
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increasingly vulnerable to sudden stops in capital flows. Without explicit central bank support,
sudden stops pressure governments to adopt fiscal consolidations.

In this chapter we develop this argument by extending Ian Hardie’s (2011) framework for
analysing the financialization of government bonds markets in emerging countries. We intro-
duce an additional dimension of investor loyalty in sovereign bond markets, which we term the
collateral motive — investor demand for government bonds to meet funding or regulatory needs —
and we link it to the increasing dominance of collateral-intensive banking models (Gabor
and Ban, 2015; Cetorelli and Goldberg, 2012; Engelen et al., 2011; Hardie and Howarth, 2009;
Pozsar et al., 2010). In sum, demand for sovereign bonds to use as collateral for the funding of
the financial sector deepens government bond markets while eroding investors’ loyalty. Sover-
eign risk affects banks’ funding conditions such that banks’ loyalty towards foreign or own
governments is closely tied to the collateral (and safe asset) qualities of that debt. Changing
perceptions of collateral quality forces governments to adopt fiscal austerity unless central banks
commit to reverse the sudden stop. Absent a central bank willing to do so, as countries in the
Eurozone have found out, and austerity appears as the only policy solution.

Austerity and financialization in government bond markets

The idea that sovereign bond markets constrain governments is not new. In a well-known
scholarly account, Mosley (2000) persuasively showed that international financial markets can
‘react dramatically’ to government policies, but only do so in response to volatility in inflation
or budget deficits. Confronted with such dramatic reactions, governments may have to please
markets even if these are suspected of speculative intentions (Corsetti et al., 2012).Yet this is a
self-defeating strategy when markets anticipate fiscal tightening to have negative growth
consequences, further affecting government revenue and public debt sustainability. As a result,
markets become ‘schizophrenic’, increasingly unable to distinguish between fundamentals and
uncertainty in the pricing of sovereign risk (de Grauwe and Ji, 2012), a view accepted as far as
the IMF (Ban, 2015). Doubts about the government’s ability to service its debts become self-
fulfilling (Gros, 2012), a development which in the Eurozone crisis helped bolster the ‘expan-
sionary austerity’ thesis within influential niches of the EU crisis management elites (Helgadottir,
2015; Blyth, 2013).

In these accounts, the ‘market’ is conceived of as a black box to which governments feed
austerity plans and out come conflicting signals. But this black box that cannot explain why
Spanish banks continued to buy Spanish government bonds or why French banks stopped doing
so in early 2012, nor can it incorporate analytically the pervasive concerns with the interdepen-
dence between sovereigns and their banking systems, so often voiced in the European crisis
(Buiter and Rahbari, 2012; Acharya and Viswanathan, 2011). Ian Hardie’s (2011) research on the
financialization of sovereign bond markets in emerging countries can unpack this black box
because it explicitly considers the links between distinctive types of market participants, struc-
tural market features and governments’ ability to undertake discretionary fiscal policies.

The core of Hardie’s argument is that bond markets that attract short-term investors make it
hard for governments to adopt countercyclical policies in recessions. Hardie defines financializa-
tion as ‘the ability to trade risk’, a process that affects both the market structure and market
actors. The financialization of market structure is functionally equivalent to its liquidity: liquid
markets increase the ability to trade risk because they allow frequent selling and buying with
minimum price changes. It is such markets that attract impatient investors guided by short-term
strategies. The increasing presence of financialized investors increases market liquidity, further
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financializing the market structure. In contrast, loyal investors that buy government bonds to
hold to maturity have little incentive to trade and thus reduce market liquidity. As Hardie put it
‘more (less) financialised investors are likely to increase (decrease) the financialization of market
structure and more financialised markets attract more financialised investors’.

Critically, financialization puts new constraints on the state. Impatient investors undermine
government debt sustainability because they tend to exit sovereign bonds markets rapidly when
confronted with uncertain conditions. Conversely, loyal investors act as a stabilizing factor in times
of crisis, preserving governments’ ability to borrow. Although Hardie (2011) does not use the term
explicitly, the distinction between loyal and ‘impatient’ investors sheds light onto the anatomy of
sudden stops in sovereign bond markets, contributing to a growing literature that attributes sudden
stops to resident capital flight (Rothenberg and Warnock, 2011) or to non-resident withdrawal
from high-yielding markets (Gabor, 2012; Broner ef al., 2011). If patient finance is what states need
in hard times, the important question then becomes what makes investors loyal during a crisis.

Hardie’s comparison of domestic banks in Brazil, Lebanon and Turkey suggests that loyalty
has several regulatory and structural dimensions. The first is relative exposure. If banks hold signif-
icant portfolios of government debt relative to their overall balance sheet or the market size, they
will face difficulties in exiting during a crisis. Regulatory caps on daily sale volumes or abrupt
price changes, if banks try to sell large volumes, will cement banks’ patience even when a sudden
stop is anticipated. Some banks may not even have the option of exiting because their sovereign
holdings are too high to liquidate. In contrast to the home bias™ literature that questions the
benefits of banks’ preference for home sovereign debt (see Fidora ef al., 2007), the financializa-
tion lens suggests that the higher the relative exposure, the more loyal the bank and the lower
the possibility that a sudden stop materializes.

Second, investors will be more loyal if they do not have placement alternatives readily available.
In many less developed financial markets, banks have access to a narrow range of financial
products, often with lower returns that government bonds. Therefore, even if banks can meet
exit costs, they will remain loyal to preserve long-term profitability. Finally, a further important
element is the ability to avoid mark-to-market valuation. Banks will buy during periods of market
distress if they can hold sovereign bonds in the banking book rather than the trading book,?
because the latter values bonds at market price (as opposed to the original buy value), exposing
banks to market volatility. Conversely, holding bonds in the banking book discourages banks
from selling since the sale would be accounted at market price, usually lower in a crisis (bar
exceptional circumstances when a possible default is expected). Thus, banks that hold assets to
maturity in the banking book are unlikely to lend these to impatient traders for shorting because
the banking book valuation reduces the appeal of market volatility. In short, governments face
significant challenges for funding deficits in financialized markets where investors have low
relative exposure, readily available alternative investments and are subject to mark-to-market
accounting practices.

Hardie warns that his insights did not directly apply to high-income countries because of
their ‘safe-haven status’. Even impatient investors prefer the liquidity of such government bonds
during crisis, a widespread view in the literature (Dow, 2012), at least until the European sov-
ereign debt crisis. Safety becomes the overriding motive for holding bonds, and trumps the
determinants of loyalty discussed above. Without the constraint of bond markets, governments
decide the fiscal path a la varieties of capitalism, as described above.

However, we argue, Hardie’s theoretical framework can enrich the ‘flight to safety’ account
if it includes an additional dimension of investor loyalty arising from the shift to collateral-
intensive (shadow) banking. We term this the collateral motive: investors mobilize government
bonds as collateral to access secured funding markets.
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The collateral motive and the financialization of government bond markets

The framework we propose ties the collateral motive to fiscal policy choices in Europe in three
steps. First, we explain how the changing nature of banking in high-income European countries
during the decade prior to the crisis transformed sovereign bond markets into collateral markets
and governments into providers of the most desired type of collateral — safe assets. Then, we
show how in these conditions collateral management cultivated investor disloyalty, generating a
coordination problem involving governments and their banking systems. We conclude by argu-
ing that in the particular conditions of the European monetary union, this coordination prob-
lem could only be resolved by frontloading fiscal consolidation.

It is now widely agreed that banking models in high-income countries have changed. The
outdated view of banks simply gathering domestic savings to lend out to domestic companies
has been replaced with banking as an increasingly transnational, market-based and collateral-
intensive activity (Gabor and Ban, 2015; Hardie ef al., 2013; Gourinchas and Jeanne, 2012;
Engelen ef al., 2011). The IMF now treats global banks as key nodes in complex cross-border
networks of international finance, super-spreaders of systemic risk though complex business
models that involve yield search, tax and regulatory arbitrage (see Gabor, 2015). Transnational
banks move liquidity through internal capital markets (Cetorelli and Goldberg, 2012) and rely
on diverse strategies of funding (Bruno and Shin, 2012; BIS, 2011). Their leverage decisions
have a significant impact on monetary conditions in developing countries (Bruno and Shin,
2012), reducing policy autonomy to a dilemma of either free capital flows or independent
monetary policy (Rey, 2015).

These trends can be confirmed empirically by comparing the sources of funding for large
banking systems (see Figure 6.1). Indeed, most European banking systems, whether from ‘bank-
based’ or ‘market-based’ capitalisms, met less than half of their funding requirements from their
traditional source, customer deposits, with France and Italy least reliant on deposit activity.
Instead banks have turned to market funding, from the issue of debt securities® or direct borrow-
ing on wholesale money markets, either domestic or cross-border (Hardie ef al., 2013; Praet and
Herzberg, 2008). Transnational banking also affects smaller banks without access to international
markets. Transnational banks can easily channel foreign liquidity into domestic money markets
and ease funding conditions for smaller banks even when the central bank attempts to tighten
the monetary policy stance (Gabor, 2015; Bruno and Shin, 2012).

Private repo markets have quickly become the largest global source of wholesale funding
(FSB, 2012; Gorton and Metrick, 2010). These are over-the-counter markets where the repo
lender exchanges cash for assets (collateral), and commits to re-sell that collateral to the bor-
rower at a later date (a day, a month or more). Global repo markets grew, on average, at almost
20 per cent between 2001 and 2007, driven by similarly rapid expansions in the US and Europe,
a manifestation of the rapid growth in shadow banking with its collateral-intensive nature
(Gourinchas and Jeanne, 2012).* Regulators applauded this growth because of the improved risk
management provided by repo transactions. Since the lender becomes the legal owner of the
underlying collateral, in the event of the cash borrower’s default, the lender can recover her loan
by selling the collateral. For example, the European Directive 2002/47/EC® removed obstacles
to the cross-border use of collateral in European jurisdictions, citing improved distribution of
liquidity and risk management (see also The Giovannini Group, 1999).

The most common collateral in secured transactions is a ‘safe asset’ that typically satisfies two
conditions. First, it trades in highly liquidity markets. Higher liquidity implies less price volatility,
which maintains the value of collateral close to that of the cash loan. Second, it is of high
quality. Lower-quality assets require a higher haircut, which is the difterence between the value
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Figure 6.1 Share of customer deposit in total bank funding, June 2010

Source: BIS statistics.

of the cash loan and the value of collateral posted, to protect the lender against the risk that a
rapid fall in the value of the collateral would result in loses if the cash borrower defaults. Prior
to the crisis, the sovereign bonds of highly developed political economies best satisfied these
conditions (Gorton and Metrick, 2010).

The pre-crisis growth in repo markets generated an increasing demand for safe assets as eli-
gible collateral. When issuers of high quality sovereign debt did not satisfy the demand, responses
varied depending on specific institutional and regulatory contexts. One avenue involved collat-
eral mining® (Pozsar and Singh, 2011) that ‘unearthed’ sovereign debt instruments from ‘buy to
hold’ portfolios of patient investors (such as pension funds) and introduced them in collateral
portfolios. Similarly, collateral managers used the same sovereign debt instrument in various repo
transactions if legal provisions allowed reuse (Singh and Stella 2012). Furthermore, according
to the ‘safe assets’ literature, a collateral motive underpinned the production of structured secu-
rities at the core of the US financial crisis.” Shadow banks produced structured securities to
address the shortage of the typical safe assets, US sovereign debt, prior to 2008 (Pozsar, 2011).
Put differently, shadow banks increased leverage by generating structured securities that could
be used as collateral in repo markets (Gorton and Metrick, 2010).

In the European markets, collateral demand triggered distinctive solutions to a similar
problem. The rapid growth in European repo markets accompanying transnational banking
could not be supported by the conservative fiscal stance of the primary ‘safe sovereign’, Germany
(Bolton and Jeanne, 2011). Basically, Germany could not generate enough debt relative to the
demand for it. To solve this problem, the European Commission proposed to address the short-
age by regulatory reforms (The Giovannini Group, 1999). The Financial Collateral Arrange-
ments directive 2002/47/EC provided a unified legal framework for the cross-border use of
collateral and the essential techniques in collateral management (including reuse, substitution
and collateral netting) that meant equal treatment of Eurozone sovereign debt in repo transac-
tions® (Hordhal and King, 2008).The intention was to transform the bond markets of ‘non-core’
sovereigns into collateral — or safe asset — markets, and thus harness the forces of financial inno-
vation to the European project of financial integration.’

At first, financial markets confirmed the Commission’s expectations. Sovereign bond mar-
kets across Europe quickly became important sources of collateral. According to BIS (2011),
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up to 90 per cent of outstanding sovereign debt issued by Ireland, Italy, Greece, Portugal and
Spain circulated as collateral in private European repo transactions before Lehman’s collapse.
The sovereign bond markets of these countries together provided around 25 per cent of
sovereign European collateral, a share comparable to that of the ‘safe’ sovereign, Germany
(ICMA, 2011).That European banks could raise repo funding on identical terms with German,
Greek or Italian sovereign collateral testified to the success of the financial integration project
(Hordahl and King, 2008). What later the European elites dubbed as the toxic twins of
European finance, the ECB celebrated as evidence of the success of the repo-driven financial
integration project.

In other words, banks (and other investors) did not enter European sovereign bond markets
because of an ‘accidental’ yet collective mispricing of credit risk, as is the standard account of
pre-crisis sovereign yield convergence (De Santis and Gerard, 20006). Instead, the collateral
motive became an important driver of demand for European government bonds because European
banks could access wholesale market funding by using collateral other than that issued by their
own governments.

Indeed banks increasingly relied on other European government bonds as collateral to raise
funding from other European financial institutions. According to ECB data, the share of own
government collateral posted in private funding arrangements declined from 63 per cent in
2001 to 31 per cent in 2008, as other euro area institutions became the main counterparties.
The collateral motive improved the liquidity of sovereign bond markets and helped ‘periphery’
sovereign debt migrate into the safe asset category, exactly as the European Commission and the
ECB intended.

However, by 2008, policymakers in Europe started to voice concerns about the fragilities
arising from the increasing importance of the collateral motive. Praet and Herzberg (2008)
described the problem in the following steps:

1 ‘Interbank funding is itself becoming increasingly dependent on market liquidity as a
growing proportion of interbank transactions is carried out through repurchase agreements’.

2 “This increasing reliance on secured operations means that (European) banks are mobilising
a growing fraction of their securities portfolio as collateral’.

3 ‘Banks are increasingly mobilizing their traditional government and corporate bond port-
folios to finance less liquid, but higher yielding forms of assets that again can be reused as
collateral’.

4 ‘In periods of stress, margin and collateral requirements may increase if counterparties have
retained the right to increase haircuts or if margins have fallen below certain thresholds’.

5  ‘Asset liquidity may no longer depend on the characteristics of the asset itself, but rather on
whether vulnerable counterparts have substantial positions that need liquidating’.

While Praet and Herzberg (2008) did not use government bonds to illustrate the nexus asset
liquidity/repo funding problems, their analysis does not exclude that possibility. When European
banks mobilized their portfolios of government bonds as collateral (2 and 3), the potential runs
in collateral markets could also include government bond markets in the European periphery (4),
run that reflected more the funding pressures of large European banks involved in US shadow
banking than the fiscal probity of sovereign (5).

Using Hardie’s framework, collateral demand contributed to the financialization of the market
structure for structured securities in the US, and ‘periphery’ sovereigns in Europe. It did so
however at the price of building up the ‘toxic twins’ problem that would only become apparent
in the crisis.
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The collateral motive and investor loyalty

Demand for collateral changes the fundamental determinants of investors’ loyalty vis-a-vis their
sovereigns. Consider the example of commercial banks, traditionally the largest holder of
government debt. As Table 6.1 confirms, banks demanded euro area collateral to diversify collateral
portfolios, sharpening the internationalization of sovereign debt markets (Bolton and Jeanne,
2011). But diversified collateral portfolios conversely reduce banks’ relative exposure — to use
Hardie’s phrase — to both home and foreign sovereign in terms of market size.

In the Eurozone, foreign banks held higher shares of government debt than domestic banks
in all but three countries (Germany, Greece and Spain) by 2010 (see Table 6.1). Even in those
three countries, non-bank investors (hedge funds, pension funds and other institutional inves-
tors) held close to or more than half of outstanding government debt. Where regulatory provi-
sions allowed, buy-to-hold institutional investors (such as pension funds or insurance companies)
chose to lend their securities to collateral ‘miners’, increasing the availability of alternative
instruments.

Taken together, this diverse investor base and the availability of alternative sources of collat-
eral reduced the costs of exit for investors faced with sovereign risk: loyalty became both expen-
sive and counterproductive. Indeed, Angeloni and Wolff (2012) show that European banks
reduced exposure to the five ‘southern’ Eurozone countries in the first nine months of 2011 as
the European sovereign debt crisis intensified. French banks reduced their holdings by almost
22 per cent, and German banks by 15 per cent, mostly by withdrawing from the Italian sover-
eign bond market, the second largest source of collateral in Eurozone!” according to ICMA
(2011) statistics. The French banks’ withdrawal is worth noting because the French banking
system was highly market-dependent, funding around 23 per cent from interbank market
sources for which it required high quality collateral (BIS, 2011 and Figure 6.1). As sovereign
bond markets become collateral markets, the costs of exit in terms of relative exposure and
alternative instruments become smaller, reducing the loyalty of market participants.

The collateral motive decreased loyalty in still more fundamental ways through valuation
practices, Hardie’s third dimension of investor (im)patience. At first sight, accounting practices
in Europe should support investor loyalty. European banks hold only a small percentage of
sovereign debt instruments on trading books that mark to market (Litkanen Report, 2012).
In practice however, banks are exposed to collateral market volatility even when they hold

Table 6.1 Participants in sovereign bond markets (holdings as % of
overall volume, 2010)

Domestic banks ~ Foreign banks ~ Non-bank holders

Austria 6% 18% 76%
Belgium 9% 16% 75%
France 8% 8% 84%
Germany 34% 13% 53%
Netherlands  10% 16% 74%
Greece 19% 16% 65%
Ireland 7% 32% 61%
Italy 9% 12% 79%
Spain 41% 12% 47%
UK 6% 3% 91%

Source: EBA Stress Tests (2010).
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bonds in the banking book because of the nature of collateral management. In traditional bank-
ing, deposit insurance protects the cash lender (the saver) from risks that the counterparty, the
bank, may default. Collateral similarly enables the cash lender in repo transactions to mitigate
counterparty risk (Gorton and Metrick 2010). But collateral does not eliminate all risk for the
lender, in the way that deposit insurance does. Instead, it changes the lender’s exposure from the
counterparty to the market where that collateral trades. To paraphrase Hordahl and King (2008,
p- 40) the main risk in a repo transaction is collateral market risk. If the counterparty defaults,
the lender will fully recover her cash if she can sell that collateral at its posted value, that is if the
market remains liquid and if the collateral has not fallen in value. For this reason, collateral
managers typically worry about the liquidity of collateral markets, be it those of structured
securities or sovereign debt markets, and mitigate these worries by mark-to-market valuations.

By definition then, collateral management is necessarily short-term and impatient regardless
of whether it is either overnight, or at longer maturities. In the latter case, even if the repo has a
three-month maturity, collateral managers still use mark-to-market practices to calculate the
value of collateral portfolios on a daily basis, and trigger margin calls if prices are changing."
Indeed, a key requirement of collateral management is to ensure that the value of the collateral
portfolio remains equal (close) to the cash loan in order to avoid credit risk. If, for instance, the
collateral falls in price, the cash lender will trigger a margin call, asking the borrower to post
additional collateral in order to match the original value of the loan.

For this reason, perceptions of collateral quality become crucial for collateral managers:
margin calls makes ‘volatile’” collateral expensive because it requires borrowers to either hold
(expensive) reserve collateral or have ready access to similar collateral. Collateral managers may
chose ‘cheapest to deliver’ collateral (that they can buy cheaply) but only if they expect prices to
increase in the future. In turn, perceptions of future price volatility associated with a sudden stop
(decreases, equivalent to an interest rate increase) will reduce demand for that collateral because
of the future margin calls on that asset. Thus, mark-to-market practices in collateral management
erode investor loyalty, just as Hardie (2011) described in the case of international investors in
emerging countries’ bond markets.

Collateral managers must respond immediately to changes in either perceptions of collateral
liquidity or overall confidence in valuations. The case of collateral markets supplied by govern-
ments (rather than shadow banks) stands apart because of the particular impact that crisis, financial
or economic, has on government deficits. A crisis increases the fiscal burden either directly through
the costs of bank rescue programmes (and these were high across Europe, see Engelen et al.,
2011) or if it triggers automatic stabilizers (higher welfare payments and lower tax revenue).
Thus government deficits can increase even in the absence of discretionary stimulus measures.
The higher supply of government bonds will push prices down (and yields up) unless private
actors or the central bank increase demand. In a crisis, collateral managers have every incentive
to abandon collateral markets that they perceive to be risky because a fall in the price of that
asset may result in margin calls. Reduced demand reduces market liquidity, increases price
volatility and margin calls further affecting demand — a vicious cycle that can precipitate a run
on a collateral market. In other words, shifting perceptions of sovereign risk or confidence in
valuations may trigger sudden stops in collateral markets.

Collateral damage in the euro crisis

The valuation of complex debt instruments often involves creative practices that retain credibil-
ity while investors remain confident. But financial crises typically erode confidence in valuations
of risk and return (Dow, 2012). For instance, Lehman’s collapse saw rising uncertainty about the
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value of structured securities. What ensued, Gorton and Metrick (2010) showed, was a sudden
stop in the repo segment using structured products as collateral. In conditions of market uncer-
tainty that reduces the value of collateral, collateral managers abandon higher-risk collateral
markets or, if under serious funding pressures, may even resort to fire sales that further add to
price volatility. By the end of October 2008, the only institution that still accepted structured
securities as collateral was the US Federal Reserve, in its extraordinary liquidity injections.

This was a lesson that European policymakers appeared to have learnt from the US debacle
in the early stages of the crisis. Similar to the US, private repo actors began questioning the
‘safe-asset’ tag attached, in this case, to sovereigns with well-documented domestic vulnerabili-
ties (housing boom, high reliance on external funding). Concerns about sovereign risk saw an
increasing shift in collateral demand for German safe assets and away from ‘higher-risk’ sover-
eigns such as Ireland or Greece. Repo transactions collateralized by Irish and Greek bonds fell
in volume, as spreads to German debt widened (BIS, 2011). For all purposes, new concerns with
sovereign risks and its impact on collateral liquidity appeared to ignite a run on the collateral
markets supplied by ‘periphery’ sovereigns (Gabor and Ban, 2015).

However, country-specific factors and contagion from other sovereigns (Caceres ef al., 2010)
became important once the ECB refused to ease tensions in the Greek government bond
market and instead insisted on withdrawing its extraordinary liquidity support for European
banks (Gabor, 2014). In May 2010, the ECB signalled that it would not stabilize collateral markets
if collateral was supplied by sovereigns, fearing a backlash from Northern countries. This started
successive waves of runs on European collateral markets (Gabor and Ban, 2015). Indeed, the BIS
(2011) reported that the share of repo transactions collateralized by Greek and Irish sovereign
bonds halved between December 2009 and June 2010. Later that year, the Irish case offered the
clearest example of a run on a sovereign collateral market that eventually forced the Irish govern-
ment to ask for a bailout.

The Irish run featured a key repo market player named LCH Clearnet. This clearing house,
Europe’s biggest, acts an intermediary in repo transactions, and thus assumes the collateral risk
that a cash lender would face in a bilateral transaction. For this reason, although repo transactions
in Europe are mostly bilateral, strains in a particular collateral market (Irish sovereign bonds) will
see lenders increasingly preferring to move repo activity through the clearing house."? The LCH
Clearnet uses a rigid rule: if the yield on a sovereign bond increases by more than 450 basis
points above a basket of AAA rated assets, it will trigger margin calls. When the Irish yield went
above that threshold in November 2010, LCH raised margin requirements for banks that wanted
to use Irish collateral to 15 per cent. Because Irish banks were not members of LCH, this mainly
affected non-Irish banks holding Irish collateral (that incidentally held far higher holdings than
the Irish banks). The changes in haircuts reduced demand for Irish government bonds, pushing
yields further up, triggering a new margin call (FT Alphaville)." By 21 November, LCH had
tripled the haircuts on Irish debt to 45 per cent. The run on the collateral market (worsened by
short-selling) stopped only once the Irish government asked for an international bailout. Similar
developments underpinned the Portuguese bailout, and the withdrawal of German and French
banks from the Italian government bond market discussed earlier.

The limits of loyalty

The behaviour of domestic banks confronted with a run in the collateral market of their own
sovereign offers a powerful example of why the collateral motive matters. It is worth remember-
ing that in Hardies framework, loyal domestic banks are crucial to preserving fiscal policy
autonomy during crisis. From this perspective, except for Ireland, the periphery sovereign bond
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markets should have benefited from the high ‘home bias’ of their domestic banks compared to
Nordic countries. For example, both Spanish and Italian banking sectors held over 75 per cent
of sovereign debt in home sovereign instruments in March 2010, before the sovereign debt cri-
sis exploded (see Figure 6.2). At first, the benefits of loyal banks became apparent throughout
2009. The ‘home bias’ strengthened as banks used the long-term ECB liquidity to buy higher-
yielding debt of their own governments, and post it as collateral for accessing ECB loans, just
as Hardie’s framework would have predicted.

But once funding conditions tighten, loyalty can became costly in collateral terms. The repo
lenders may attempt to pre-empt a ‘double exposure’ by refusing to lend to a periphery bank
seeking to borrow against periphery collateral. The ECB (2011) termed this the ‘coordinated
risks’ on the repo market between counterparty (bank) and collateral (sovereign debt), or in the
words of a bank collateral manager:

an Irish bank pledging Italian debt as collateral is less desirable from a credit perspective
than an Irish bank pledging AAA-rated security with no correlation to the European debt
crisis. Where firms are declining PIIGS debt, collateral pledgers are sometimes faced with
having to offer higher quality collateral.

(SLT 2011, p. 12)

The ‘coordinated risks’ that affected Spanish (and Italian) banks throughout 2011 prompted
these to curtail credit to the domestic economy (thus worsening the recession) to offset the loss
of access to market funding." It also triggered changes in their collateral strategy: to avoid such
coordinated risks, both Italian and Spanish banks reduced exposure to their sovereigns from
December 2010 to September 2011, the first by around 7 per cent and the second by almost
30 per cent (Angeloni and Wolft, 2012). Banks that manage significant portfolios of sovereign
collateral as part of their market-funding strategies inevitably lose loyalty, in Hardie’s sense,
towards their home sovereign.

When sovereign bond markets become collateral markets, the sovereign-bank loop gets
sharper (BIS, 2011, Acharya et al., 2010). Governments have to absorb the costs of bank
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Figure 6.2 Share of domestic government debt in total government debt portfolios, selected
European banking sectors, June 2010
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restructuring or bank failure because bank runs would destroy the banking system. But if higher
(countercyclical) spending increases sovereign risk, it can disrupt the collateral function of sov-
ereign debt, with adverse effects on banks’ funding conditions, particularly where those banks
are ‘loyal’” banks.

The ingredients for a sudden stop in sovereign collateral markets are therefore always present
because this interdependence between banks and sovereign creates a problem of coordination:
who will assume responsibility for preventing a run on the sovereign collateral market? Private
domestic banks cannot resolve this problem because of the impatient nature of collateral man-
agement discussed above. Central banks may be better candidates because theoretically there are
no constraints to their ability to stabilize bond markets. As shown by the case of the Fed or the
Bank of England, central banks can always create more base money to purchase government
bonds (de Grauwe and Ji, 2012). The ECB’s Outright Monetary Transactions provide an even
more puzzling insight: collateral quality may be a question of a well-specified (verbal) commit-
ment from central banks, commitment that private finance will be reluctant to test.

Absent the political and ideological conditions for such interventions, governments remain
the only institution to stabilize their debt market. Expansionary fiscal policies that generate
growth could be one option, yet the familiar time lags involved in fiscal expansions imply that
in the first place, higher expenditures will increase funding needs in a financialized market
guided by short-term considerations. Higher expenditures stand to worsen the crisis because
the possible growth-inducing effects take time to materialize, whereas financialized sovereign
bond markets are incompatible with medium-term strategies. In the Eurozone institutional
context that prevents devaluations or inflation as alternative pathways, the remaining option is
to reduce the supply of government debt until the ECB steps in, with OMT or quantitative
easing.

Beyond the immediate stabilization measures that seek to contain the fragilities of the
collateral motive, it is important to consider how, if at all, have states responded with regula-
tory shifts. In Europe, we have seen two conflicting trends. The first is for governments to
successfully resist plans that put ‘sand in the wheels’ of the collateral motive. Indeed, immedi-
ately after the crisis, transnational regulatory bodies began asking critical questions about
collateral-based financial systems. Recognizing that institution-based regulation can be easily
avoided by moving in the shadows, the Financial Stability Board shifted attention to the
direct regulation of repo markets, recast as securities financing transactions (SFT) markets. Yet
direct regulation is proceeding at a slower pace than institution-based rules (EMIR, CRR,
Basel III liquidity/leverage rules) that affect SFT markets indirectly, and, according to US
regulators, at best marginally.'

At international level, the FSB watered down its plans for universal mandatory haircuts,
excluding government bonds from its collateral regulation. Given the specific nature of European
SFT markets — dominated by banks and intensive in government collateral — the FSB rules
would only apply to less than 20 per cent of SFT transactions, failing to restructure the complex
collateral chains between regulated and shadow banks that pose financial stability risks. In turn,
European regulators have prioritized reporting and transparency of SFTs. While SFT transpar-
ency may shed much-needed light on systemic markets, the structural impact is limited. Exces-
sive leverage occurs via SFT markets not (solely) because these are opaque, but because leverage
is cheapest in SFT's with government bond collateral. European states dropped the more effec-
tive way of targeting the collateral motive, through the Financial Transactions Tax on repos with
sovereign collateral, citing concerns with market liquidity (Gabor, 2016).

The second trend has been for central bankers, some Member States (Germany) and the
European Commission to seek to create political momentum for the project of separating the
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toxic twins in an effort to conclude the Banking Union.This would involve caps on bank hold-
ings of their own government’s debt, and in the more radical version, removing the zero-risk
weight attached to government bonds in capital requirements. That Germany would throw its
support behind this project is not surprising. The economics of the collateral motive in a cur-
rency union suggest that a flight to safety episode triggered by concerns with collateral quality
will always benefit Germany, because Germany issues safe asset of last resort. It remains to be
seen whether this is yet another singular development of the complex political economy of the
Eurozone, or the harbinger of a future where governments will have lost all their negotiating
chips in their market funding arrangements.

Conclusions

The pre-crisis shift to transnational market-based, collateral intensive models of European banks’
locked banks and sovereigns together in an embrace that led governments towards austerity
rather than any other instrument of rebalancing.

Investors’ disloyalty to their sovereign bond placements is an important determinant of aus-
terity as policy. We show that it was the pre-crisis shift to transnational market-based, collateral
intensive models of European banks’ locked banks and sovereigns together in an embrace that
led governments towards austerity rather than any other instrument of rebalancing.

What makes investors disloyal are their low exposure, the availability of alternative investment
opportunities, the build-up of diversified collateral portfolios and a market dominated by mark-
to-market valuation techniques. Although these insights were developed with emerging markets
in mind, we found that investors in the sovereign bonds of the Eurozone’s ‘peripheries’ behaved
with the same impatience as investors in highly financialized bond markets for emerging econ-
omies. Before the crisis, the demand for sovereign bonds boomed, spurred on by the European
institutions’ policy of making all the sovereign debt for periphery countries equally eligible as
collateral in ECB and private repo transactions. This provided more collateral at the cost of
eroding banks’ loyalty to their government’s bonds, as the diverse investor base and the availabil-
ity of alternative sources of collateral reduced the costs of exit for banks faced with sovereign
risk. In sum, the Euro plus the repo turned ostensibly European lending into international lend-
ing in a common currency with disastrous results when the sudden stop occurred. Sovereign
bond downgrades trigger margin calls, prompting managers to ‘disloyally” head for the exits. This
is precisely what happened in 2010, when downgrades of ‘periphery’ bonds rendered them
ineligible or expensive to post as collateral due to higher haircuts. As a result, collateral managers
in banks had no choice but reduce exposure to lower-value bonds, even if they were their own
government’s. Thus, banks’ loyalty towards governments became closely tied to the collateral
qualities of debt.

The situation in the Eurozone was further complicated by the fact that in early 2010 European
Central Bank did not steadfastly commit to repair the damaged collateral function of ‘peripheral’
sovereign bonds, as it did in 2009 (Gabor and Ban, 2015; also Gabor, 2014). Just as downgrades
chipped away at the collateral value of these bonds, making investors increasingly disloyal, the
ECB withdrew extraordinary liquidity interventions. In these conditions, governments had to
address the disruption of collateral markets for fear that bank runs would wreck their countries’
banking systems and take the national economies down with them. Since the attempt to absorb
these costs through expansionary fiscal policy could only make the problem worse given these
constraints, leading to further downgrades, the onus fell upon European governments and the
societies they governed to pay the price of stabilizing collateral markets. The collateral damage
of collateralization is austerity.
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Notes

1

10

11

12

13

14

15

The term illustrates the contradiction between the theoretical proposition that in efficient markets, as
the markets of high income countries were routinely assumed to be, investors should have no prefer-
ence for a particular issuer and the instances where bank sovereign portfolios were dominated by their
own sovereign.

The trading book and banking book are accounting terms that refer to the practices through which
banks account for their assets. Banks hold assets that are regularly traded in the trading book, and are
required, under Basel II and III, to mark these assets to market daily. The trading book portfolio thus
fully reflects market fluctuations. In contrast, banks account for assets held to maturity in the banking
book, at their historical, rather than market, cost.

Including residential-backed mortgage securities, commercial mortgage-based securities, covered
bonds and collateralized debt obligations.

The US repo market reached an estimated US$10 trillion or 70% of US GDP and the European repo
market to EUR 6 trillion before Lehman (Hordahl and King, 2008).

Retrieved on 3 May 2016 from http://eurlex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexapi!prod!
CELEXnumdoc&lg=EN&numdoc=32002L0047&model=guichett.

Collateral mining ‘involves both exploration (looking for deposits of collateral) and extraction (the
‘unearthing’ of passive securities so they can be re-used as collateral for various purposes in the shadow
banking system)’.

This includes asset-backed securities, RMBS, CMBS, CDOs, CLOs.

In the US or UK, the sovereign collateral in funding-driven repos includes a homogeneous basket of
sovereign debt instruments (so that the maturity of instruments does not matter). In contrast, the Euro-
pean sovereign rates are compiled on a basket of sovereign bonds issued by any of the euro area coun-
tries (Hordahl and King, 2008).

For the Commission, the new regulation was more than a pragmatic response to a policy problem.The
Commission trusted the promises of financial innovation in repo markets: increased liquidity, improved
risk management and better pricing tools (The Giovannini Group 1999; Engelen et al., 2011). This
expectation was grafted onto the European integration project itself. Financial innovation would
achieve financial integration of both wholesale money markets and sovereign bond markets. It was the
‘ever wider’ union, financial market style.

For Italy, European Banking Authority data for 2010 show that the banks of the other European coun-
tries reduced their overall net exposure by €57 billion (of which €40 billion was by German banks
alone). BIS data indicate that this exposure diminished further in the first half of 2011.

For example, a Spanish bank that posted Spanish sovereign collateral for a three-month repo initiated
in March 2010 would have had to post additional collateral to compensate for the fall in the price of
Spanish collateral triggered by contagion from the Greek crisis.

Indeed, the Spanish government welcomed the admission of Spanish banks to the LCH Clearnet
platform in May 2010 because it would ease their access to repo funding collateralized with Spanish
bonds.

Retrieved on 3 May 2016 from http://ftalphaville.ft.com/blog/2010/11/03/393051/when-irish-
margins-are-biting/.

Retrieved on 3 May 2016 from www.ft.com/cms/s/0/1b6855b8-c404-11e0-b302-00144feabdcO.
html#axzz24wgcv2mx.

Jeremy Stein on ‘Fire Sales in SFT markets’. Retrieved on 3 May 2016 from www.federalreserve.gov/
newsevents/speech/stein20131107a.htm.
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Variegated geographies of finance

International financial centres and the
(re)production of financial working cultures

Sarah Hall

There is an established literature that examines how the international financial system is
(re)produced through a small number of leading international financial centres (IFCs). Indeed,
the importance of centres such as Wall Street in New York and the City of London is under-
scored by their position at the centre of the 2007-08 financial crisis. This chapter draws on
economic geographical research and that from cognate social sciences to examine the variegated
working cultures that exist in different financial centres. With a focus on investment banking in
London, the chapter emphasizes the importance of knowledge and learning to shaping such
working cultures. It is argued that this approach provides a valuable way of developing understand-
ings of the (re)production of variegated working cultures between IFCs because education and
training represents one set of practices that not only reflects variegation between IFCS but also acts
to reproduce such difterence, something that has been comparatively neglected in work on IFCs
to date. Such an approach is important since it demonstrates how eftorts to change working cul-
tures in IFCs in the wake of the crisis needs to attend to both the formal regulatory environment
and more informal social and cultural norms that are learnt through education and training.

The 2007-08 financial crisis is often labelled, in popular, academic and media outlets, as a
global financial crisis. However, the label of global is in many ways erroneous. For example, whilst
the crisis has undoubtedly had profound implications beyond its Anglo-American heartlands, for
example through the ongoing Eurozone crisis, it remains the case that the initial source of the
crisis lay in the specific banking practices of investment banks in Wall Street and subsequently in
London and other European banking centres (Engelen et al., 2012; Tett, 2010). Meanwhile, the
term global also hides the heterogeneous ways in which the crisis has affected different people
in geographically variable ways. For example, research has revealed the disproportionate impact
of the crisis on minority ethnic and racial groups in the US in terms of the loss of their homes
associated with the uncompetitive mortgage finance rates these groups were oftered (Sidaway,
2008). In this chapter, I focus on international financial centres (IFCs) and work in economic
geography in particular that has focused on documenting the distinctive working cultures asso-
ciated with different IFCs. Such a focus is important since the distinctive working practices in
New York and London throughout the 2000s that facilitated and legitimated the development
of particular approaches to risk and new financial products, notably the development of securi-
ties, have been identified as being central to the origination and transmission of the crisis from
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New York to other financial centres and the economy more generally (Wainwright, 2009). As
such, research has called for attention to focus on how variegated institutional contexts shape the
behaviour of highly skilled elites, including financial elites in the case of this chapter (Zald and
Lounsbury, 2010).

In this respect, an established literature has developed in economic geography and cognate
social sciences that has revealed the distinctive working cultures of IFCs and the relationship
between them. For example, much has been made of the relationship of both competition and
cooperation between London and New York that has typified their respective development as
IFCs from the post-war period onwards (Beaverstock, 2005). However, whilst these differences
have been well documented, the ways in which such variegation is produced and sustained has
received comparatively less attention. In response, in this chapter I document recent work, pre-
dominately in economic geography, that has sought to address this oversight. In particular,
I focus on financial knowledge practices and issues of learning and training within investment
banking in London’s international financial district to demonstrate how, alongside more formal
regulatory environments, social and cultural practices inculcated through education and training
contribute to the distinctive working cultures of IFCs. Intellectually, such an approach is import-
ant since it responds to recent calls that we need to move beyond simplistic accounts of the
‘globalization of money’ and instead ‘reconceptualize’ monetary space. We need to map its dif-
ferent layers and dimensions, its various constituent subspaces, and the myriad interconnections
among them (Dodd, 2014, p. 221). Meanwhile, empirically, by better understanding how varie-
gated working practices emerge in IFCs, it is possible to open up the space to act upon the levers
that shape the international financial system more effectively in order to respond to the criti-
cisms of the system in the wake of the financial crisis. The analysis in this chapter suggests that
such efforts will be most successful if they focus on both the formal regulatory landscape but
also more informal social and cultural norms and expectations concerning what are legitimate
and normalized working cultures in particular IFCs.

I develop this argument over four further sections. First, I document how an interest in the
types of knowledge used in wholesale finance has been used to specify the distinctive working
cultures in different IFCs. Second, I introduce London’s distinctive working culture in merchant
and investment banking, paying particular attention to how this has changed over time. In the
third section I consider how attending to processes of learning and education, rather than
knowledge reveals how such variegation is sustained, alongside more formal regulatory environ-
ments that have been the main focus of research to date.

Specifying variegation within and between international
financial centres

Clustering of financial services activity is not an entirely new phenomenon. For instance, finan-
cial services firms, notably banks, began to cluster in the City of London from the 1700s onwards,
associated with supporting Britain’s development as an imperial power (Cain and Hopkins,
1986, 1987). Nevertheless, financial services clustering has intensified in recent decades, leading
academic research to identify a small number of international financial centres that continue to
be vitally important to the system’s reproduction (Choi ef al., 2003). Research in this respect
typically draws attention to New York, London and Hong Kong as well as noting the growing
importance of centres in Southeast Asia including Shanghai, Beijing and Hong Kong (Lai, 2012).
In many ways, this work builds on the significant contribution of Harvey (1982) in stimulating
a research field around the geographies of money and finance. His approach stimulated work
that examined the changing geopolitics of the international financial system and specifically
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how distinctive regulatory environments and associated working cultures gave rise to distinctive
international onshore and offshore financial centres (Martin, 1999). In so doing, this work counters
arguments that technological innovation and deregulation would signal the declining importance
of location in shaping financial services activity as argued in O’Brien’s (1991) ‘end of geography’
thesis for example. Indeed, such is the importance attached to IFCs that there is now a commonly
understood hierarchy of centres (typically led by London and New York) and a consulting industry
has emerged that seeks to document the relative strengths of different centres as well as offering
advice on how centres could improve their standing (see for example Z/Yen, 2014).

In terms of theorizing the continued dominance of a relatively small number of IFCs within
the international financial system, two complementary research approaches have developed.
First, research has examined the intra cluster benefits of agglomeration within financial centres
for financial firms and agents (Cook ef al., 2007). This work takes as its starting point Clark and
O’Connor’s (1997) examination of the types of expert knowledge involved in the production,
development and consumption of financial products. In this respect, they argue that financial
products tend to be opaque in nature such that significant knowledge asymmetries can develop
between financial services providers and their clients. As a result, firms co-locate in order to
develop financial innovations and products at the boundary of financial firms and their corpo-
rate clients, increasingly involving other forms of expertise, notably that from corporate 