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Executive Summary 

 

In the last couple of years, financial regulatory reforms have occupied a pivotal place in the agenda of 

policymakers in the European Commission, European Parliament, and member states. The crisis has 

demonstrated the capacity of European institutions to act decisively and quickly drafting several 

important pieces of legislation charting the post-crisis financial regulatory architecture. However, the 

course of action of European institutions has constantly been influenced by parallel regulatory 

initiatives in the US. While in some cases, European policymakers have been able to bring new issues 

and regulatory solutions into the international agenda, in other cases they have lagged behind 

²ŀǎƘƛƴƎǘƻƴΩǎ ƭŜŀŘŜǊǎƘƛǇΦ aƻǊŜƻǾŜǊΣ ƻƴŜ ƻŦ ǘƘŜ ŎǊǳŎƛŀƭ ŎƘŀƭƭŜƴƎŜǎ ǇƻƭƛŎȅƳŀƪŜǊǎ ǿƛƭƭ ŦŀŎŜ ƛƴ ǘƘŜ next 

years is how the respective regulatory approaches could be harmonized in order to minimize the 

unnecessary frictions generated by diverging set of rules. These elements highlight the importance of 

understanding the reform process in the regulation of finance that has been unfolding in the US since 

the beginning of the crisis. 

This working paper tries to make a contribution to this debate by analyzing the reform proposed and 

implemented in the United States to regulate three important sets of actors and markets in the 

global financial market: derivatives, credit rating agencies, hedge funds. Within the regulatory debate 

that has developed in the US since the beginning of the crisis in the summer of 2007, these three 

sectors have been placed under the spotlight by regulators and lawmakers. Credit derivatives stand 

accused of having encouraged excessive risk-taking prior to the crisis; while the opacity and size of 

the derivatives markets traded outside regulated exchanges (OTC) are blamed for having 

exacerbated the current crisis.  Credit rating agencies provided a rating that enabled mortgage-

backed securities to be sold across the global financial markets stand accused of having significantly 

underestimated the risk attached to these products. Hedge funds have not been at the origin of the 

crisis, but they have been accused of being a source of systemic risk and having accelerated the falls 

in equity prices, while the Madoff scandal has raised significant investor protection concerns. 

Despite these three sectors have played a very different role in the context of the crisis, they have 

been object in a short period of time of very extensive reforms in the way they are regulated in the 

US. The regulatory reforms analyzed in this working paper represent only a small part of the large set 

of regulatory reforms introduced since the beginning of the crisis in the US. However, their analysis is 

useful to suggest a few possible conclusions about the direction in which the reform of the US 

regulatory architecture is moving. 

1. From self-regulation to direct regulation Ą The crisis has led regulators to abandon the soft-
touch approach to the regulation of financial markets that characterized the decade prior to 
the crisis and to extend their regulatory oversight to new markets and instruments that had 
been left only loosely regulated or self-regulated. This shift has only been gradual. At the 
beginning of the crisis, regulators in the US have actively encouraged financial market actors 
to address the deficiencies in their regulation through self-regulatory initiatives. However, 
the growing severity of the crisis has created incentives to bring the regulation and oversight 
of derivatives and hedge funds firmly within the perimeter of the public regulatory oversight. 
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In the case of credit rating agencies, regulators have used the regulatory authority already 
granted under the CRA Reform Act of 2006 to introduce new requirements.   

2. The widening range of actors shaping the content of financial regulation Ą The crisis had the 
effect of widening the number of actors seeking to influence the content of regulation and 
shifting the centre of the regulatory process from outside Congress to within it. Prior to the 
crisis, financial regulation had been shaped primarily by a close coalition formed by 
regulatory agencies and financial industry participants. This exclusionary coalition has 
continued to dominate the policymaking process also during the initial regulatory response 
to the crisis. However, the unprecedented politicization of financial regulatory politics 
triggered by the collapse of Lehman Brothers and the bailouts in the fall of 2008 have 
created the incentive for the US Congress and the newly-elected Obama Administration to 
become more deeply involved in the design of financial regulation, as highlighted by the 
analysis of the numerous legislative proposals discussed in the text. Also other interest 
groups beyond the financial sector have increasingly acknowledged the impact of the 
upcoming regulatory reforms upon their business and increased their efforts to lobby 
Congress. These developments have shifted the centre of the regulatory process from 
outside Congress to within it, and made it more permeable to voices external to the financial 
industry. A new coalition has emerged at the helm of the regulatory process formed by 
Treasury officials and the Democratic leadership in the main Congressional Committees. 

3. The content of regulation: towards a middle ground? Ą What has been the impact of the 
change in the policymaking process and the shift in the dominant coalition over the content 
of regulation? The increased role of Congress had the effect of widening the range of 
regulatory solutions on the table, as Congressmen have introduced more radical and 
intrusive proposals than those initially supported by federal regulatory authorities. However, 
the mobilization of corporate interest groups and financial interest has increased the 
opposition to more radical regulatory solutions. For instance, corporate end-users of 
derivatives have warned on how tougher regulation of OTC derivatives markets could 
increase the cost of hedging their risks, and formed a coalition with Wall Street interests 
against excessively intrusive measures. While it is too early to reach definitive conclusions, it 
is possible to argue that the opposition of corporate and financial interest groups has led to 
the marginalization of the more radical regulatory proposals within Congress, while the new 
dominant coalition formed by Treasury officials and the Democratic leadership in Congress 
Ƙŀǎ ǎǘŜŜǊŜŘ ǘƘŜ ǊŜƎǳƭŀǘƻǊȅ ǊŜǎǇƻƴǎŜ ǘƻǿŀǊŘǎ ŀ άƳƛŘŘƭŜ ƎǊƻǳƴŘέΦ 9ȄŀƳǇƭŜǎ ƻŦ ǘƘƛǎ ƳƛŘŘƭŜ 
ground are the significant exemptions granted to corporate end-users of derivatives, the 
absence of measures interfering with the business model of rating agencies to prevent 
conflicts of interest, and the absence of measures seeking to mitigate the excessive risk-
taking of hedge funds by interfering with the trading activities. 

4. Europe vs. US Ą How is the content of the US regulatory initiatives described in this working 
paper different from the parallel initiatives emerging in Brussels? The three trends described 
above present significant similarities with the European policymaking process. Similarly to 
the US, the regulatory proposals presented by the European Commission place have 
introduced a European public regulatory regime for derivatives, hedge funds, credit rating 
agencies, placing the responsibility to regulate and oversee these sectors in the hands of 
member-states or EU regulatory bodies. Also the European regulatory debate seem to be 
converging towards a middle ground, as the opposition coming from business groups and 
financial interest groups not limited to the City of London, and from member states (in 
particular the UK) are forcing significant revisions in the European directive to regulate hedge 
funds and introduced important exemptions in the proposals to regulate OTC derivatives. It is 
possible to argue that Europe has lagged rather than led the US in the regulation of credit 
rating agencies and derivatives, and the proposals coming from Brussels do not go 
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significantly beyond those already developed in Washington. Hedge funds represent an 
exception, as this issue has remained an afterthought in the reform of US regulatory 
architecture. As a result, the Alternative Investment Fund Managers directive remains 
significantly more ambitious and detailed that the regulatory proposals advanced in the US.  

 

Structure of the paper 

The first part of this paper will describe the reforms in the US in the regulation of OTC derivatives 

markets. The first section (Section 1.1) will describe the regulatory initiatives undertaken by the main 

market actors through a close dialogue with the Federal Reserve Bank of New York. The goal of these 

largely self-regulatory measures was that of enhancing the operational infrastructures (the 

άǇƭǳƳōƛƴƎέύ ƻŦ ŘŜǊƛǾŀǘƛǾŜǎ ƳŀǊƪŜǘǎΦ ¢ƘŜ ōŀƛƭƻǳǘ ƻŦ .ŜŀǊ {ǘŜŀǊƴǎ ƛƴ aŀǊŎƘ нллуΣ ŀƴŘ ǘƘŜ ŎƻƭƭŀǇǎŜ ƻŦ 

Lehman Brothers and AIG in September have shifted the focus of regulators from the operational risk 

to the counterparty risk in derivatives markets. The second section (Section 1.2) will therefore 

analyze the different regulatory initiatives that have sought to address the counterparty risk in OTC 

derivatives markets through the creation of centralized clearinghouses for the clearing of derivatives 

traded bilaterally (over-the-counter). The third section (Section 1.3) analyzes in greater details the 

plan presented in 2009 by US federal regulators and the US Treasury to regulate derivatives markets. 

While during the Congressional debates that preceded the passage of the Commodity Futures 

Modernization Act in 2000 federal regulators (with the exception of the CTFC) discouraged Congress 

from bringing OTC derivatives market under the federal regulatory oversight, the crisis has pushed 

federal regulatory agencies and the US Treasury to present detailed plans to regulate these markets. 

The fourth section (Section 1.4) analyzes how the politicization of financial regulation that followed 

the collapse of Lehman Brothers has created pressures for Congressmen and interest groups to enter 

the debate over the regulation of these markets. The greater involvement of the Congress has 

widened the range of regulatory proposals and brought to the table more radical solutions, while the 

mobilization of interest groups has led Congress to grant important exemptions to corporate end-

users.   

The second part of this paper focus instead on the regulation of credit rating agencies. The first 

section (Section 2.1) analyzes how the regulatory regime regulating credit rating agencies has 

evolved since the 1970s and become the object of significant reforms introduced by federal 

regulators and the US Congress very soon after the beginning of the crisis. The rest of this part 

instead discusses the content of the measures taken by US regulators to improve the quality of rating 

process by enhancing its transparency (Section 2.2), to mitigate the conflicts of interest in the rating 

business (Section 2.3), to reduce the excessive reliance on their ratings in financial regulation 

(Section 2.4), and to increase the liability of the agencies for their ratings under securities laws 

(Section 2.5). The final section (Section 2.6) describes how the crisis has also brought to a 

strengthening in the SEC authority over credit rating agencies. 

The third part of this paper analyzes the regulation of hedge funds. The first section (Section 3.1) 

analyzes the regulation of hedge fund from an historical perspective, highlighting how the crisis has 
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led US authorities to depart from the focus on indirect regulation and on industry-driven codes of 

best practices that characterized their approach in the decade before the crisis, and to endorse direct 

regulation. The second section (Section 3.2) analyzes the central pillar of all the proposals to regulate 

hedge funds presented in the US: mandating the registration of hedge fund advisers with the 

Securities and Exchange Commission.  The third section (Section 3.3) analyzes those measures going 

beyond simply requesting hedge funds managers to register, focusing in particular on the two-

layered regulatory regime introduced by US Treasury. 
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I. DERIVATIVES  

 

This section describes how the regulation of OTC derivatives markets has evolved in the US since the 

beginning of the financial crisis. This section will focus in particular on the regulation of credit 

derivatives and other financial derivatives, the group of derivatives that played the most direct role 

during the crisis. The reforms discussed in this section had also an impact over agricultural 

derivatives and other commodity derivatives. However, the regulation of these sectors followed a 

partially independent course, driven by the impact these financial products had on the integrity of 

these markets rather than the risk they posed to the stability of the financial system.1 

                                                 

 
1
 This section partially draws upon Helleiner, E. and S. Pagliari (2009). The End of Self-Regulation? Hedge Funds and Derivatives in Global 

Financial Governance. Global Finance in Crisis. The Politics of International Regulatory Change. E. Helleiner, S. Pagliari and H. 

Zimmermann. London, Routledge. 

 

Short Summary 

1) The first section (Section 1.1) will describe the regulatory initiatives undertaken by the main 
derivatives markets players in a close dialogue with the Federal Reserve Bank of New York. 
The goal of these largely self-regulatory measures was that of enhancing the operational 
infrastructures - ǘƘŜ άǇƭǳƳōƛƴƎέ - of derivatives markets. 

2) The bailout of Bear Stearns in March 2008, and the collapse of Lehman Brothers and AIG in 
September of the same year have shifted the focus of regulators from the operational risk in 
derivatives markets to the counterparty risk in these markets. The second part of this section 
(Section 1.2) will therefore analyze the different regulatory initiatives that have identified in 
the creation of a centralized clearinghouse for the clearing of derivatives traded bilaterally 
(over-the-counter) the solution to address the counterparty risk in OTC derivatives markets. 
Two sets of political struggles have surrounded the establishment of CCPs. First, regulators 
have engaged in a bargain with the main market actors to ensure the establishment of 
running CCPs, as well as to ensure adequate access to buy-side actors (section 1.2.1). 
Second, an even more heated political struggle has occurred among regulators to determine 
which regulatory agency should be granted the authority to regulate these entities (section 
1.2.2), which has spilled over into the Congressional agenda (section 1.2.3). 

3) The third section analyzes in greater details the plan presented in 2009 by US federal 
authorities regulate OTC derivatives markets. While during the Congressional debates that 
preceded the passage of the Commodity Futures Modernization Act in 2000 federal 
regulators (with the exception of the CTFC) discouraged Congress from bring OTC derivatives 
market under the federal regulatory oversight, the crisis has brought federal regulatory 
agencies (section 1.3.1) and the US Treasury (section 1.3.2) to present detailed plans to 
regulate derivatives markets.  

4) The fourth section (Section 1.4) analyzes how the politicization of financial regulation that 
followed the collapse of Lehman Brothers has created pressures for Congressmen and 
interest groups to enter the debate over the regulation of these markets. The greater 
involvement of the Congress has widened the range of regulatory proposals and brought to 
ǘƘŜ ǘŀōƭŜ ƳƻǊŜ ǊŀŘƛŎŀƭ ǎƻƭǳǘƛƻƴǎ ǎǳŎƘ ŀǎ ōŀƴƴƛƴƎ άƴŀƪŜŘέ ŎǊŜŘƛǘ ŘŜŦŀǳƭǘ ǎǿŀǇǎ ŀƴŘ ŦƻǊŎƛƴƎ 
derivatives onto exchanges (section 1.4.1). However, the mobilization of interest groups 
(section 1.4.2) had a clear impact over the Congressional agenda, and it has led Congress to 
grant important exemptions to corporate end-users (section 1.4.3). 
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1.1 Fixing the plumbing in OTC derivatives markets 

 

Relatively obscure terms such as credit derivative swaps reached the first pages of mainstream media 

in the fall of 2008, following the bankruptcy of the US investment bank Lehman Brothers and the 

bailout of the largest insurance firm in the world AIG. However, in the US regulatory initiatives to 

bring order into these markets had started well before these events, since the very early stage of the 

financial crisis. 

 

5ǳǊƛƴƎ ǘƘƛǎ ǇƘŀǎŜΣ ǊŜƎǳƭŀǘƛƻƴ ŦƻŎǳǎŜŘ ƻƴ ǘƘŜ άǇƭǳƳōƛƴƎέ ƻŦ ŘŜǊƛǾŀǘƛǾŜǎ ƳŀǊƪŜǘǎΣ ǘƘŀǘ ƛǎΣ ƻƴ 

strengthening the infrastructures of these markets, and these measures were coordinated in a series 

of closed-door meetings between supervisors and market participants. On the side of public 

authorities, the leadership was taken by the Federal Reserve Bank of New York. Its chairman, the 

current US Treasury Secretary Timothy Geithner, summoned on a regular basis a senior industry 

leadership group ς called the Operations Management Group formed by the major derivatives 

dealers, buy-side actors, and major financial industry groups such as the International Swaps and 

Derivatives Association, the Ƴŀƛƴ ¦{ ƘŜŘƎŜ ŦǳƴŘ ƳŀƴŀƎŜǊǎΩ ƎǊƻǳǇ - Managed Funds Association, and 

the Securities Industry and Financial Markets Association (SIFMA). These informal meetings hosted 

by the New York Federal Reserve were also extended to the major European regulatory authorities 
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(e.g. France's Commission Bancaire, the UK's Financial Services Authority, the German Bafin, and the 

Swiss Federal Banking Commission, European Central Bank). Since September 2009, this informal 

group of transatlantic regulators was put on a more formal basis through the established the OTC 

5ŜǊƛǾŀǘƛǾŜǎ wŜƎǳƭŀǘƻǊǎΩ CƻǊǳƳΦ2 

This dialogue between the Federal Reserve Bank of New York and the major derivatives industry 

participants had begun in September 2005, but received a renewed boost by the outbreak of the 

crisis.  

The day before the bailout of the US investment bank Bear Stearns by the Federal Reserve on March 

мп нллуΣ ǘƘŜ Ƴŀƛƴ ¦{ ŦŜŘŜǊŀƭ ǊŜƎǳƭŀǘƻǊȅ ŀǳǘƘƻǊƛǘƛŜǎ ǿƘƻ ŎƻƴǎǘƛǘǳǘŜ ǘƘŜ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ 

on Financial Markets published a report addressing the regulation of derivatives markets.3 The report 

acknowledged that the infrastructure designed by the industry before the crisis had not kept pace 

with the explosion in these instruments complexity and the surging trading volumes, and it identified 

different areas where the operational infrastructures of credit default swaps and over-the-counter 

derivatives markets required enhancements (see Box 1.1).  However, instead of jumping on the 

regulatory toolbox and mandating these reforms, US federal authorities invited the industry to 

address shortcomings in the infrastructure of derivatives markets through self-regulatory initiatives.4  

Derivatives market actors have been quick in reacting to the detailed requests coming from the 

tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳp Report as well as other recommendations advanced by the Federal 

Reserve Bank of New York, and in committing to implement these changes through self-regulatory 

                                                 
2  Federal Reserve Bank of New York, A Global Framework for Regulatory Cooperation on OTC Derivative CCPs and Trade Repositories, 

New York, 24 September 2009 
3 Presidentôs Working Group on Financial Markets. Policy Statement on Financial Market Developments, Washington, DC, March 13, 2008. 
4 The language adopted by the Presidentôs Working Group is explicit in avoiding to recommend that federal regulators should be put in 

charge of overseeing derivatives markets. The task of federal regulators is to ñinsist that the industry promptly setéò, to ñurge the industry 
to amendéò and ñask the industry to developéò regulatory initiatives to address these shortcomings. This focus on industry-driven initiative 

is consistent with the approach adopted in the decade that preceded the crisis, when US authorities refrained from extending the visible hand 

of regulation and relied instead on self-regulatory measures and on the discipline imposed by the invisible hand of markets.  

Box 1.1 - tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇΩǎ wŜŎƻƳƳŜƴŘŀǘƛƻƴǎ ς March 2008 

 

Federal regulators recommended: 

- Improvements in the accuracy and timeliness of trade data submission and trade resolutions of 
trade matching errors for OTC derivatives;  

- the introduction of cash settlement of obligations stemming from a credit event;  

- greater standardization, greater use automation and use of electronic processing platforms;  

- better management of counterparty risk, through netting and collateral agreements by promoting 
portfolio reconciliation and accurate valuation of trades;  

- extending these operational infrastructure should have addressed all major classes of derivatives, 
and encompassed both the buy side and the dealer community. 

 

Source: tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ ƻƴ CƛƴŀƴŎƛŀƭ aŀǊƪŜǘǎΦ tƻƭƛŎȅ {ǘŀǘŜƳŜƴǘ ƻƴ CƛƴŀƴŎƛŀƭ aŀǊƪŜǘ 5ŜǾŜƭƻǇƳŜƴǘǎΣ 

²ŀǎƘƛƴƎǘƻƴΣ 5/Σ aŀǊŎƘ моΣ нллуΦ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊoup on Financial Markets consists of the Secretary of 

the Treasury, the Chairman of the Board of Governors of the Federal Reserve System, the Chairman of the 

Securities and Exchange Commission, and the Chairman of the Commodity Futures Trading Commission   
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measures. The improvements in the operational infrastructure of the OTC derivatives market 

implemented by the industry in this period focused on six areas: 

1) Trade processing 

2) Auction-settlement mechanisms 

3) Reduction in the volume of outstanding trades 

4) Collateral Management 

5) Transparency 

6) Governance 

 

 

1.1.1 Enhancement of trade processing 

Starting from March 2008, industry participants have committed to take several steps to enhance the 

processing of derivatives traded over-the-counter. 

First, they have committed to expand automation of credit derivatives trade processing and to 

submit a greater number of electronically eligible credit derivatives (and later also OTC equity and 

interest rate derivatives) on electronic confirmation platforms. 5   

Second, market participants have pledged to reduce OTC trade confirmation backlogs. Industry-

driven initiatives to achieve these goals had been developed since 2005, and at the beginning of the 

crisis the industry claimed to have made significant progresses in this direction.  The number of credit 

derivatives traded on electronic platforms has increased from 53% to more than 90%, while the 

number of credit derivatives confirmations outstanding more than 30 days had been reduced by 

86%.6 

Third, market players have also committed to increase the standardization of OTC contracts. Starting 

from March 2008, market participants pledged to work towards the universal use of standard 

reference data. The Big Bang Protocol introduced by ISDA in April 2009 introduced a standardized 

pricing system for CDS contracts in the US. 

  

                                                 
5
 All the press releases by the NY Federal Reserve and the letters sent from market participants are available on the website 

of the New York Federal Reserve Bank: http://www.newyorkfed.org/newsevents/otc_derivative.html. See Federal Reserve 

Bank of New York (2008). Press Release: New York Fed Welcomes New Industry Commitments on Credit DerivativesFederal 

Reserve Bank of New York, March 27. See also Federal Reserve Bank of New York (2008). Press Release: New York Fed 

Welcomes Further Industry Commitments on Over-the-Counter DerivativesFederal Reserve Bank of New York, October 31. 
6
 Federal Reserve Bank of New York (2008). Press Release: Statement Regarding June 9 Meeting on Over-the-Counter 

Derivatives, Federal Reserve Bank of New York,, June 9. See also Operations Management Group, Letter to Timothy 

Geithner (President of the New York Federal Reserve), 31 October 2008, available on website of the New York Federal 

Reserve Bank: http://www.newyorkfed.org/newsevents/otc_derivative.html 

http://www.newyorkfed.org/newsevents/otc_derivative.html
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1.1.2 Auction-settlement mechanisms  

Following a request from the Federal Reserve Bank of New York, market participants committed in 

June 2008 to take measures to increase the certainty and transparency of a settlement process 

ŦƻƭƭƻǿƛƴƎ ŀ ŎƻǊǇƻǊŀǘŜ ŘŜŦŀǳƭǘ ƻǊ ŀƴƻǘƘŜǊ άŎǊŜŘƛǘ ŜǾŜƴǘέ. The primary solution identified by the 

industry and regulators was the use of auctions to determine the cash settlement price for assets in 

the case of default. The auction settlement methodology had been developed by the International 

Swaps and Derivatives Association since 2005. During the financial crisis ISDA organized several 

protocols and auctions for the cash settlement of credit derivative contracts in the aftermath of 

major corporate credit events such as in the case of Lehman Brothers, Washington Mutual, Fannie 

Mae and Freddie Mac in 2008. The main limitation of these auctions is the fact that they remained 

custom-tailored and voluntary. To address this problem, ISDA has published in March 2009 the 

ŘƻŎǳƳŜƴǘŀǘƛƻƴ ǘƻ άƘŀǊŘǿƛǊŜέ ŀƴ ŀǳŎǘƛƻƴ-based settlement mechanism into standard CDS 

documentation. Derivatives dealers have agreed to incorporate this mechanism into their contracts.7 

hƴ у !ǇǊƛƭ нллфΣ L{5! ƛƴǘǊƻŘǳŎŜŘ ǘƘŜ ά.ƛƎ .ŀƴƎέ tǊƻǘƻŎƻƭ ǘƻ ǊŜǇƭŀŎŜ ǘƘŜ L{5! ƳŀǎǘŜǊ ŀƎǊŜŜƳŜƴǘ ǘƘŀǘ 

had governed OTC derivatives markets since 1999. This significant upheaval of derivatives markets 

made the use of auction settlement mandatory in future credit events related to CDS, as well as 

ƳŀƴŘŀǘŜŘ ǘƻ ŎǊŜŀǘƛƻƴ ƻŦ άŘŜǘŜǊƳƛƴŀǘƛƻƴ ŎƻƳƳƛǘǘŜŜέ ŦƻǊƳŜŘ ŦǊƻƳ ƭŜŀŘƛƴƎ ŘŜŀƭŜǊǎ ŀƴŘ ƛƴǾŜǎǘƻǊǎ ƛƴ 

charge of making market-wide binding decisions about ǿƘŜǘƘŜǊ ŀ ŎƻƳǇŀƴȅΩǎ ŘŜŦŀǳƭǘ Ƙŀǎ ǘǊƛƎƎŜǊŜŘ 

the CDS contract.8 While this protocol was designed to govern settlement process for credit 

ŘŜǊƛǾŀǘƛǾŜǎ ƛƴ ǘƘŜ ¦{Σ L{5! ŘŜǾŜƭƻǇŜŘ ŀƴ ŀƭǘŜǊƴŀǘƛǾŜ ǇǊƻǘƻŎƻƭ ŎŀƭƭŜŘ ά{Ƴŀƭƭ ōŀƴƎέ ŦƻǊ the European 

derivatives market.9 

 

1.1.3 Reducing the volume of outstanding credit derivatives trades 

Regulators also pointed out that counterparty credit exposure and operational risk in OTC derivatives 

markets were increased by the enormous amount of outstanding trades. Following a specific request 

by US federal regulators, market participants also committed in June 2008 to reduce the volume of 

ƻǳǘǎǘŀƴŘƛƴƎ ŎǊŜŘƛǘ ŘŜǊƛǾŀǘƛǾŜǎ ǘǊŀŘŜǎ ǘƘǊƻǳƎƘ ŀ ǇǊƻŎŜǎǎ ŎŀƭƭŜŘ άǇƻǊǘŦƻƭƛƻ ŎƻƳǇǊŜǎǎƛƻƴέΣ ǘƘŀǘ ƛǎΣ 

tearing up contracts that have essentially opposite positions over the same risk. 

In 2008, market participants had reduced the CDS trade notional amount outstanding by $32 trillion, 

plus $7 trillion up to April 2009, while committing to coordinate trade compression cycles for other 

derivatives classes. 

  

                                                 
7 12-March-2009, ISDA, ñISDA Launches Hardwiring Supplement and Protocol, Further Enhancing Consistency, Transparency and 

Liquidity in CDSò 
8 Federal Reserve Bank of New York. Press Release: New York Fed Welcomes CDS Auction Hardwiringò, 12 March 2009 
9 International Swaps and Derivatives Association, Press Release: ISDA Launches 'Small Bang Protocolô and Restructuring Supplement, 14 

July 2009. 
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1.1.4 Collateral Management 

A Collateral Committee established within ISDA has worked on improving collateral management for 

h¢/ ŘŜǊƛǾŀǘƛǾŜǎΦ ¢Ƙƛǎ ƛƴŎƭǳŘŜŘ ƳŜŀǎǳǊŜǎ ǎǳŎƘ ŀǎ άǾŀƭǳŀǘƛƻƴ ƳŜǘƘƻŘƻƭƻƎƛŜǎ ŦƻǊ ŎƻƭƭŀǘŜǊŀƭ ŜȄǇƻǎǳǊe 

calculations, efficient timing of margin calls, margin dispute resolution practices and weekly portfolio 

ǊŜŎƻƴŎƛƭƛŀǘƛƻƴέΦ10 The major derivatives dealers also committed in June 2009 to execute daily 

collateralized portfolio reconciliations for collateralized portfolios. In September 2009, the 

International Swaps and Derivatives Association, together with the Managed Funds Association and 

the Securities Industry Financial Regulatory Authority have also released a paper to address margin-

related risks.11 

 

1.1.5 Transparency and Trade Repositories 

Closed-door meetings between the Federal Reserve Bank of New York and industry participants also 

continued after the collapse of Lehman Brothers on September 2008. This episode demonstrated the 

significant risks arising from the lack of transparency in the OTC derivatives market, as panic in the 

market was heightened by the uncertainty about which economic agents were holding credit default 

ǎǿŀǇǎ ƻƴ [ŜƘƳŀƴΩǎ ŘŜōǘΦ 

Market participants committed to implement measures to increase transparency in the OTC 

derivatives markets. In particular, the attention of market participants and regulators focused on the 

implementation of data repositories for non-cleared transactions in these markets, in order to 

increase the information about CDS available to the public and assist supervisors in the oversight of 

derivatives markets. The main market participants committed to report all credit derivatives to the 

Trade Information Warehouse operated by the Depository Trust & Clearing Corporation (DTCC). 

Moreover, on November 2008, the DTCC started to publish weekly aggregate market data on 

outstanding gross and net notional values and numbers of CDS contracts registered in its worldwide 

central trade registry. The pursuit of greater transparency on the market was further reinforced by 

the commitment of dealers to provide a range of pricing information to the public via a vendor 

portal, and by central counterparties to release information about their activities.  

Market participants have also committed to developing plans for central trade repositories and 

universal recording of trades beyond credit derivatives, including interest rate and equity derivative 

trades. 

 

1.1.6 Governance 

Many commentators and market participants have argued that the delay of the derivative industry in 

reforming its infrastructures was influenced by the dominance of banks (dealers) within the industry 

and within its main association (ISDA). Funds and buy-side actors complained that dealers had 

                                                 
10 2 June 2009 -  Operations Management Group letter to William C. Dudley 
11  Derivatives Week, White Paper On Margins To Be Released Today, 15 September 2009 
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delayed certain regulatory reforms that could shed lights upon these markets to guard their profits, 

since dealers have traditionally been able to exploit the opaque nature of OTC derivatives markets to 

boost their margins.  

The Federal Reserve Bank of New York has therefore pressured derivative dealers (the sell-side) that 

have traditionally dominated the market to cede part of their control in the governance of the sector 

to buy-ǎƛŘŜ ŀŎǘƻǊǎ ƛƴǾŜǎǘƻǊǎΣ ŀƴŘ ǘƻ άƳŀƪŜ ǘƘŜ ŘŜŎƛǎƛƻƴ ƳŀƪƛƴƎ ǇǊƻŎŜǎǎŜǎ ŜƴŎƻƳǇŀǎǎƛƴƎ ƻŦ ŀ ǿƛŘŜǊ 

set of viewpƻƛƴǘǎέΦ12 

ISDA has responded to these pressures by reforming its decision-making structure in order to be 

more encompassing of the buy-side and introduced a super-majority vote for the decisions to 

ōŜŎƻƳŜ ōƛƴŘƛƴƎ άǎƻ ŀǎ ƴŜƛǘƘŜǊ ōǳȅ- nor sell-side participants in the market can dominate decision 

ƳŀƪƛƴƎέΦ13 

Finally, regulators have urged market participants to progressively expand the self-regulatory 

measures described above beyond the initial focus on credit derivatives market, in order to cover 

other derivatives traded over-the-counter, such us OTC equity, interest rate, foreign exchange, and 

commodity derivatives. 

  

 

  

  

 

1.2 The centralized clearing of OTC derivatives 

The focus on strengthening the operational infrastructures of OTC derivatives markets that 

characterized the first phase of the financial crisis was gradually replaced by a growing attention on 

counterparty risk. This term indicates the risk that the counterparty in a derivative contract will not 

live up to its contractual obligations.  In particular, the collapse of Lehman Brothers, followed by the 

bailout of AIG, demonstrated the systemic effects of the collapse of a major counterparty and the 

risks arising from the lack of transparency in the OTC derivatives market. 

The main regulatory solution identified by public authorities and market participants to mitigate the 

counterparty risk in OTC derivatives transactions revolved around the clearing of bilateral trades 

through central counterparties (CCPs).  

Central counterparties reduce systemic risk by making possible that the two counterparties are no 

ƭƻƴƎŜǊ ŜȄǇƻǎŜŘ ǘƻ ŜŀŎƘ ƻǘƘŜǊΩǎ ŎǊŜŘƛǘ ǊƛǎƪΦ .ŜǎƛŘŜǎ ǊŜŘǳŎƛƴƎ ŎƻǳƴǘŜǊǇŀǊǘȅ ǊƛǎƪΣ //tǎ ŀǊŜ ŀƭǎƻ ŀ ǘƻƻƭ ǘƻ 

                                                 
12 Federal Reserve Bank of NY, Press Release ñStatement Regarding April 1 Meeting on Over-the-counter derivativesò, 1 April 2009 
13ISDA, ñLetter to Mr. Dudley: ISDA Outlines Next Phase in Industry Efforts to Increase Efficiency and Reduce Risks in OTC Derivatives 

Businessò, 2 June 2009 
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reduce the operational risks associated with OTC derivatives trading by ensuring that trades are 

cleared and settled in a timely manner, as well as to increase the transparency of these markets. 

This section will describe the politics that surrounded the creation of CCPs in the United States. Two 

important political struggles have occurred. First, regulators have engaged in a bargain with the main 

market actors to ensure the establishment of running CCPs, as well as to ensure adequate access to 

buy-side actors (section 1.2.1). Second, an even more heated political struggle has occurred among 

regulators to determine which regulatory agency should be granted the authority to regulate these 

entities (section 1.2.2 and 1.2.3). 

 

1.2.1 Creating CCPs 

In order to mitigate the counterparty risk in OTC derivatives transactions, the Federal Reserve Bank 

of New York has pressured market participants to go beyond the previous initiatives to strengthen 

the plumbing through which the derivatives markets flow and to redirect these flows through central 

counterparties where bilateral trades could be cleared.  

After their meeting with the NY Fed on July 31, 2008 the major dealers represented in the Operations 

aŀƴŀƎŜƳŜƴǘ DǊƻǳǇ ŘŜŎƭŀǊŜŘ ǘƘŜƛǊ ŎƻƳƳƛǘƳŜƴǘ ǘƻ ά(i) support a clearing platform and (ii) utilize 

such platform to clear all eligible products where practicableέ.14 SimƛƭŀǊ ǇǊƻǇƻǎŀƭǎ ǘƻ ƳƻǾŜ άƻǾŜǊ-the-

ŎƻǳƴǘŜǊέ ǘǊŀŘƛƴƎ ƻƴǘƻ ŎŜƴǘǊŀƭ ŎƭŜŀǊƛƴƎƘƻǳǎŜǎ ƘŀŘ ƛƴ ǘƘŜ Ǉŀǎǘ ōŜŜƴ ǊŜǎƛǎǘŜŘ ōȅ ǘƘŜ ƳŀƧƻǊ ŘŜǊƛǾŀǘƛǾŜ 

dealers. However, the increasing threat of more stringent regulation, and in particular the threat of 

forcing the trading of OTC derivatives into regulated exchanges, created significant incentives for the 

main banks to accept this solution. 

Another incentive for the major derivatives dealers to endorse the centralized clearing of OTC trades 

has been their attempt to gain control of the emerging business. The major dealer banks started the 

clearing race by taking control of the Clearing Corporation. In May 2008 they announced the 

establishment of a central platform for clearing certain types of OTC credit derivatives ς called ICE US 

Trust - in partnership with the Atlanta-based electronic exchange Intercontinental Exchange Inc. 

Other participants entering this clearing race were a joint venture between the Chicago Mercantile 

Exchange, ǘƘŜ ǿƻǊƭŘΩǎ ƭŀǊƎŜǎǘ ŦǳǘǳǊŜǎ ŜȄŎƘŀƴƎŜ, and Citadel, a Chicago-based hedge fund, Frankfurt-

based Eurex, and NYSE Euronext. Despite the pressures from the New York Federal Reserve to start 

the clearing of OTC CDS by the end of the year,15 the first trades on indices of credit derivatives were 

cleared only in March 2009 by ICE US Trust. The support from the main dealers that partially owned 

the clearing venture proved to be determinant in allowing ICE US Trust to beat its rivals and win the 

clearing race.16 

                                                 
14 Federal Reserve Bank of New York, ñNew York Fed Welcomes Expanded Industry Commitments on Over-the-Counter Derivativesò, 31 

July 2008 
15 Federal Reserve Bank of New York, ñNew York Fed to Host Meeting Regarding Central Counterparty for CDSò, 10 October 2008 
16 Financial News Online, Tom Fairless, ñICE off the mark in CDS clearing raceò, 18 March 2009 
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The NY Federal Reserve did not limit his action to facilitating the establishment of running CCPs, but 

it also asked sell-side actors to take steps to grant greater access to the clearing of derivatives as well 

as greater protection from counterparty failures to buy-side actors (hedge funds and other 

investors).17 Investors had accused banks of limiting access to the single clearinghouse they co-

owned (ICE Trust), while not supporting other solutions.  Some hedge funds have requested dealers 

to segregate their initial trade margins after that some of them had lost their assets in bankruptcy 

proceedings after the collapse of Lehman Brothers.18 As a result of the pressures coming from 

regulators and buy-ǎƛŘŜ ŀŎǘƻǊǎΣ ŘŜǊƛǾŀǘƛǾŜ ŘŜŀƭŜǊǎ ƘŀǾŜ ŎƻƳƳƛǘǘŜŘ ǘƻ ŜƴŀōƭŜ άŎǳǎǘƻƳŜǊ ŀŎŎŜǎǎ ǘƻ 

clearing through either direct access as a clearing member or via indirect access, including the 

ōŜƴŜŦƛǘǎ ƻŦ ƛƴƛǘƛŀƭ ƳŀǊƎƛƴ ǎŜƎǊŜƎŀǘƛƻƴ ŀƴŘ Ǉƻǎƛǘƛƻƴ ǇƻǊǘŀōƛƭƛǘȅέΦ19 In accordance with this 

commitment, ISDA has submitted to regulators a report drafted by eight dealers and eight buy-side 

representatives regarding buy-side access to central counterparties for CDS clearing, as well as to 

introduce segregated accounts into an amendment to the ISDA Master agreement between banks 

and customers.20   

More recently, US regulatory authorities have also pushed market participants to expand central 

clearing to cover a wider range of products. They have received in response from the major 

derivative dealers a commitment to clear the majority of interest rate derivatives and credit default 

swaps through central counterparties by the end of the year.21 NYSE Euronext and the The 

Depository Trust & Clearing Corporation have announced they would launch the first clearing service 

for US fixed income derivatives, 22 while the Options Clearing Corporation plans to offer the first 

central clearing facility in the US for the over-the-counter equity derivative market.23 

 

1.2.2 Regulating CCPs 

While the Federal Reserve, the Securities and Exchange Commission, and the Commodities and 

Futures Trading Commission have created a unified front in pushing the derivatives markets 

participants to establish central clearinghouses for OTC derivatives, a turf war has been brewing 

among them over who should be given authority to regulate and oversee these entities.  

The Federal Reserve has been presented at the beginning as the most likely candidate to take this 

role. As described above, the Federal Reserve Bank of New York had played a leading role in the 

regulation of credit derivatives markets and pushed market actors to establish running CCPs. Both 

the Commodity Futures Trading Commission and the Securities and Exchange Commission have 

questioned the dominance of the Federal Reserve and sought greater authority to oversee the newly 

                                                 
17 Federal Reserve Bank of New York, ñNew York Fed Welcomes CDS Central Counterparty Legal Analysisò, 13 July 2009 
18 Reuters, Dealers expand CDS clearing amid fund complaints, 2 June 2009 
19 Operations Management Group. Letter to William C. Dudley, 2 June 2009 
20 ISDA, ñISDA submits report on CCP buy-side access to centralized CDS clearingò, 13 July 2009 
21  Federal Reserve Bank of New York, Market Participants Commit to Expand Central Clearing for OTC Derivatives, 8 September 2009 
22 Business Exchange, Clearing momentum gathers pace, 18 June 2009 
23 Financial Times, OCC in derivatives clearing initiative, 12 November 2009 
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launched central counterparty clearing platforms. The SEC and CFTC have requested Congress to 

grant them legal authority to regulate elements such as margin requirements set by the CCP, their 

risk management and stress testing, transparency and disclosure-requirements. 

Each of the three agencies has been accused of leaning towards a different private clearing solution. 

The Federal Reserve Bank of New York became the regulator of ICE US Trust Proposal, the clearing 

solution created by the main derivative dealers that were already regulated by the Fed. The 

Securities and Exchange Commission has instead pushed to have credit default swaps recognized as 

securities in order to have the authority to impose reporting and antifraud requirements on this 

market, and it was said to be leaning towards the clearing solution announced by the NYSE. The CFTC 

was said to be supportive of the solution proposed by the CME Group, whose commodities business 

is already under its jurisdiction.24 When the SEC and the Federal Reserve approved the clearing bid by 

ICE US Trust, this was ŎǊƛǘƛŎƛȊŜŘ ōȅ ǘƘŜ /C¢/ ŀǎ ŀ άƻƴŜ-ǎƛŘŜŘ ŀŎǘƛƻƴέΣ ƳŜŀƴǘ ǘƻ ƎƛǾŜ L/9 ŀƴ ŀŘǾŀƴǘŀƎŜ 

over CME Group.25 This turf war among the agencies and the need for the approval from multiple 

authorities seem to have delayed the establishment of running clearinghouses in the US, which has 

lagged behind Europe despite an early start. 

The three agencies have headed off this brewing turf war by signing on 14 November 2008 a 

άƳŜƳƻǊŀƴŘǳƳ ƻŦ ǳƴŘŜǊǎǘŀƴŘƛƴƎέ ǘƻ ǎƘŀǊŜ ƛƴŦƻǊƳŀǘƛƻƴ ƻƴ ǘƘŜ ǎǳǇŜǊǾƛǎƛƻƴ ƻŦ ŎŜƴǘǊŀƭ ŎƻǳƴǘŜǊǇŀǊǘƛŜǎΦ 

Under this agreement, the three agencies committed to consult with each other and share 

information in approving, reviewing and regulating any proposed central counterparty.26  

 

1.2.3 The Turf War within Congress 

This memorandum of understanding could be described as a ceasefire between federal regulators 

rather than a peace settlement. The turf war between regulatory agencies has not come to an end 

but rather it has simply moved within the US Congress where lawmakers have expressed different 

preferences about which agency should be granted regulatory authority. 

On this specific issue, the main cleavage within Congress has not run across party lines, but rather 

between, on the one hand, the House and Senate Financial Services and Banking committees, and, 

on the other hand, the House and Senate Agriculture committees. These committees have 

traditionally represented a distinct set of economic interests: the financial services, and the 

agriculture and commodity-related interests. While the former revolve around New York and Wall 

Street, the latter revolve around Chicago, the birthplace of commodity futures markets.27  

                                                 
24 Michelle Price, ñClearing Upò, The Banker, 1 February 2009, 
25 MarketWAtch, SEC Approves ICE Credit-Default Swap Clearing Plan, 6 March 2009 
26 PWG (2008). Memorandum of Understanding between the Board of Governors of the Federal Reserve System, The U.S. Commodity 

Futures Trading Commission and the U.S. Securities and Exchange Commission Regarding Central Counterparties for Credit Default Swaps, 

President's Working Group on Financial Markets, November 14. 
27Paul J. Davies, ñWall Street and Chicago set for resumption of turf warsò, Financial Times, 13 February 2009  
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The interests most closely connected to Wall Street have traditionally found a more sympathetic 

audience within the House Financial Services and at the Senate Banking Committee. These 

committees oversee the Securities and Exchange Commission and banking regulators such as the 

Federal Deposit Insurance Corporation. Banking industry interest groups have maintained a 

privileged relation with the New York Federal Reserve, and lobbied Congress to make this body the 

main US regulator for the credit derivatives market.  

Agricultural and other commodity-related interest groups have perceived this move as an intrusion 

of the banking sector into their traditional turf. 28 These groups have been represented mainly within 

the House and Senate Agriculture committees, which maintain jurisdiction over the CFTC because of 

its history regulating farming commodities. Not surprisingly, these committees have endorsed 

proposals to give the CFTC oversight power over credit default swaps.   

IƻǳǎŜ !ƎǊƛŎǳƭǘǳǊŜ /ƻƳƳƛǘǘŜŜ /ƘŀƛǊƳŀƴ /ƻƭƭƛƴ tŜǘŜǊǎƻƴ ŀǊƎǳŜŘ ǘƻ ōŜ άŦƭŀǘ ƻǇǇƻǎŜŘέ ǘƻ ǘƘŜ Ǉƻǎǎƛōƛƭƛǘȅ 

that the Federal Reserve could become the main regulator for the credit derivatives market. 

Peterson explained the preference of most banks to have the Fed as the primary authority 

ƻǾŜǊǎŜŜƛƴƎ ǘƘƛǎ ƳŀǊƪŜǘ ŀǎ ǘƘŜ ǇǊƻŘǳŎǘ ƻŦ ǘƘŜ άŎƻȊȅ ǊŜƭŀǘƛƻƴǎƘƛǇέ ōŜǘǿŜŜƴ Ƴƻǎǘ ōŀƴƪǎ ŀƴŘ CŜŘ 

members, "plus, they probably think it is a good idea to have a regulator with the resources to bail 

them out when things go south". With the exception of the influential Senator from New York 

Charles Schumer, the option of granting the responsibility to oversee derivatives markets to the 

Federal Reserve has not found a significant support within Congress and it has quickly been 

sidelined.29  

wŜǇΦ tŜǘŜǊǎƻƴ ŀƭǎƻ ǊŀƛǎŜŘ Řƻǳōǘǎ ŀōƻǳǘ ǘƘŜ {9/Ωǎ ŀōƛƭƛǘȅ ǘƻ ǊŜƎǳƭŀǘŜ ǘƘŜǎŜ ƳŀǊƪŜǘǎ30 and introduced 

in February 2009 a bill giving the CFTC the primary authority over credit derivatives and other 

swaps.31 Another bill introduced in the Senate Agriculture Committee by Senator Susan Collins - the 

άCƛƴŀƴŎƛŀƭ wŜƎǳƭŀǘƛƻƴ wŜŦƻǊƳ !Ŏǘ ƻŦ нллуέ - requested to report over-the-counter contracts to the 

CFTC. 

The House Financial Services Committee and the Senate Banking Committee opposed proposals 

coming from the Agriculture Committee giving the CFTC the leading role. A bill reintroduced in the 

CƛƴŀƴŎƛŀƭ {ŜǊǾƛŎŜǎ /ƻƳƳƛǘǘŜŜ ōȅ wŜǇΦ 9ŘǿŀǊŘ aŀǊƪŜȅ ƛƴ hŎǘƻōŜǊ нллу όǘƘŜ ά5ŜǊƛǾŀǘƛǾŜǎ aŀǊƪŜǘ 

wŜŦƻǊƳ !Ŏǘ ƻŦ мфффέύ ǊŜǉǳŜǎǘŜŘ ŘŜrivative dealers to register with the SEC, thus granting this body 

άŜȄŎƭǳǎƛǾŜ ƧǳǊƛǎŘƛŎǘƛƻƴ ǊŜƎŀǊŘƛƴƎ ŀŎŎƻǳƴǘǎΣ ŀƎǊŜŜƳŜƴǘǎΣ ǘǊŀƴǎŀŎǘƛƻƴǎΣ ŀƴŘ ƳŀǊƪŜǘǎ ƛƴ ŘŜǊƛǾŀǘƛǾŜǎέΦ ¢ƘŜ 

Chairman of the House Financial Services Committee Barney Frank has suggested instead limiting the 

                                                 
28Paul J. Davies, ñWall Street and Chicago set for resumption of turf warsò, Financial Times, 13 February 2009  
29  Joanne Morrison, ñLawmaker says Fed should regulate OTC clearinghouseò, Reuters, 8 July 2008 
30 Sarah Lynch,  ñRep Peterson Is 'Flat Opposed' To Fed, SEC Regulating Swapsò, Dow Jones Newswire, 3 February 2009 
31 This bill mandated that all over-the-counter trades must be cleared by a CFTC-approved organization, or in the case of financial 

derivatives, a firm regulated by the Securities and Exchange Commission. Petersonôs bill denied the Fed any authority to regulate the 

clearing of OTC transactions, forcing banks to register with either the SEC or CFTC in order to clear OTC credit default swaps. The 

Agriculture Committee approved this proposal on February 12, 2009 but it could not proceed to the House floor without the approval 

from the House Financial Services Committee. See Bill Swindell and Jerry Hagstrom, ñPeterson's CFTC Measure Sparks A Major 

Jurisdictional Battle With Frankò, CongressDaily, 12 February 2009. 
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ŀǳǘƘƻǊƛǘȅ ƻŦ ǘƘŜ /C¢/ ǘƻ ŎƻƳƳƻŘƛǘƛŜǎ ǘƘŀǘ ŀǊŜ άŜŘƛōƭŜέ όŜΦƎΦ ŦǳǘǳǊŜǎ ƻƴ ŀƎǊƛŎǳƭǘǳǊŀƭ ǇǊƻŘǳŎǘǎύΣ ǿƘƛƭŜ 

letting everything else under the jurisdiction of the SEC.32 

After the intervention of the U.S. House Speaker Nancy Pelosi, the Democratic leaders of the 

Financial Services and Agriculture Committee have sought to settle this turf war by splitting the 

jurisdiction over the supervision of the clearing of OTC derivatives between the SEC and CFTC.33 This 

solution gained steam especially after the proposal to merge the SEC and the CFTC stumbled into 

multiple vetoes within Congress and from the same agencies. 

After weeks of behind-the-scenes negotiations, the same SEC and CFTC reached in June 2009 an 

agreement over how to split regulatory authority of the over-the-counter derivatives market 

between the two agencies. The Chairwoman of the SEC Mary Schapiro and the Chair of the CFTC 

Gensler presented a united front before a Senate hearing, requesting Congress to grant the SEC 

primary responsibility for derivatives tied to securities (including credit-default swaps) and the CFTC 

control of other derivatives, such as those based on underlying values of interest rates, foreign 

exchange, commodities, energy and metals.34 

Also legislative proposals presented by Rep. Frank and Rep. Peterson in September 2009 (discussed 

in Section 1.3.4) and the US Treasury plan (Section 1.3.2) would divide jurisdiction between the SEC 

and CFTC. 35  

An alternative proposal presented by Rep. McMahon has put the US Treasury at the helm in 

regulating and supervising the clearing of OTC derivatives has been. McMahon in introduced in July 

нллф ŀ ōƛƭƭ όά5ŜǊƛǾŀǘƛǾŜǎ ¢ǊŀŘƛƴƎ !ŎŎƻǳƴǘŀōƛƭƛǘȅ ŀƴŘ 5ƛǎŎƭƻǎǳǊŜ !Ŏǘ ƻŦ нллфέύ ǿƘƛŎƘ ǿƻǳƭŘ ŎǊŜŀǘŜ ƻŦ ŀƴ 

Office of Derivative Supervision located within the US Treasury. This office would be given the task of 

coordinating the regulation of derivatives with the SEC and CFTC two regulatory agencies, while 

maintaining the veto power over any rules set by these agencies. According to McMahon, giving the 

US Treasury ultimate control over the decision taken by the CFTC and SEC would have been a way to 

increase the accountability in the regulation of derivatives.36 However, the Congress did not take up 

this proposal, and the supervision of OTC derivatives remains in the hands of independent regulatory 

agencies rather than in the hands of elected policymakers such as the US Treasury.  

                                                 
32 Kara Scannell, ñDerivatives Oversight Spurs House Turf Battleò, Wall Street Journal, 13 February 2009 
33 Reuters,  ñPelosi to enter US House credit derivatives rowò, 27 April 2009, 
34  Bloomberg, ñ2 Agencies Seek Joint Control Over Derivatives Marketsò, 23 June 2009 
35 According to the Frank and Peterson bills, the SEC would have jurisdiction over securities-based derivatives, while the CFTC would have 

jurisdiction over commodity-based derivatives. The legislative proposal sent to Congress in August 2009 suggested an alternative division of 

jurisdiction, giving the SEC authority over single security-linked swaps and swaps tied to narrow-based indexes, and the CFTC authority 

over broad-based indexes and other derivatives products like energy or interest-rate swaps. This solution has been criticized by the Securities 

and Exchange Commission, which has requested the authority to oversee all ñsecurities-relatedò OTC derivatives. In a testimony before the 

US House of Representatives Committee on Agriculture, she argued: "Congress should consider modifying the [Obama administration's] 

proposal so that all securities-related OTC derivatives are regulated more like securities; and commodity and other non-securities-related 

OTC derivatives are regulated more like futures".  Moreover, the US Treasury called for greater harmonization between the ñprinciples-

based approachò employed by the CFTC and the ñrules-based approachò employed by the SEC, and recommended that the two agencies 

reported to Congress about the changes required in order to eliminate these differences. The US Treasury proposal kept banking regulators in 

the mix by giving them the authority to oversee banks that deal in derivatives.  
36 22 July 2009 -  US Treasury has prime role in derivatives bill 
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1.3 After Lehman, derivatives under the public sphere 

 

The section analyzes in greater details the plan presented in 2009 by US policymakers to regulate 

OTC derivatives markets. These regulatory initiatives go well beyond the regulation of CCPs described 

in the previous section, but they also covered the regulation of derivatives products, the regulation 

of OTC derivatives dealers, measures to ensure market integrity, the division of jurisdiction among 

regulatory authorities. 

 

1.3.1 SEC and CFTC, a decade later 

During the Congressional debates that preceded the passage of the Commodity Futures 

Modernization Act in 2000, US federal regulatory authorities with the exception of the CFTC 

discouraged Congress from bringing OTC derivatives market under the federal regulatory oversight, 

arguing that these markets were not susceptible to manipulation.  

During the initial stage of the financial crisis, federal regulators have continued to downplay the need 

for any action by Congress to give them greater oversight and regulatory authority over OTC 

derivatives markets. Kathryn Dick from the Office of the Comptroller of the Currency, the body which 

oversee some of the largest banks that deal in the CDS markets, told a Senate Banking subcommittee 

hearing in July 2008: άώ²ϐŜ Řƻ ƴƻǘ ǎŜŜ ŀ ƴŜŜŘ ŦƻǊ ƭŜƎƛǎƭŀǘƛǾŜ ƛƴǘŜǊǾŜƴǘƛƻƴ ǘƻ ǎǳǇǇƭŜƳŜƴǘ ƻǳǊ ŀōƛƭƛǘȅ ǘƻ 

regulate the credit derivatives of national banks"37. In the same way, other federal regulators such as 

the Securities and Exchange Commission, the Federal Reserve, and the CFTC also did not ask 

Congress for any new legislation in the period that preceded the collapse of Lehman Brothers. On the 

contrary, in order to strengthen the infrastructure of derivatives markets, public authorities have 

limited their role to steering self-regulatory steps undertaken by the financial industry towards public 

policy goals and monitoring their effectiveness. 

 

 

                                                 
37 Greg Robb, ñRegulators take a pass on credit default swapsò, MarketWatch, 9 July 2008 
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These twin shocks had the effect of politicizing the debate over the regulation of derivatives and to 

create significant incentives for elected policymakers to intervene.  They also triggered a significant 

shift in the position of US federal regulatory agencies that came to endorse since the fall of 2008 

legislative measures to bring derivatives under the public regulatory umbrella.38 

This time around, both the chairman of the SEC and CFTC explicitly asked Congress to legislate in 

order to grant federal regulators the authority to supervise the OTC markets. Speaking in front of the 

Senate Banking Committee a few days after the collapse of Lehman Brothers, the chairman of the 

Securities and Exchange Commission Christopher Cox expressed concerns for the significant 

opportunities for manipulation in the credit default swaps markets. In particular, Cox highlighted the 

Ǌƛǎƪǎ ŎǊŜŀǘŜŘ ōȅ ǘƘŜ ǳǎŜ ƻŦ άƴŀƪŜŘ ŘŜǊƛǾŀǘƛǾŜǎέ ǿƘŜǊŜ ǎǇŜŎǳƭŀǘƻǊǎ Řƻ ƴƻǘ ƻǿƴ ǘƘŜ ƛƴǎǘǊǳƳŜƴǘ ǳǇƻƴ 

which the credit default swap is based. As a consequence, he urged CƻƴƎǊŜǎǎ άǘƻ ǇǊƻǾƛŘŜ in statute 

the authority to regulate these products to enhance investor protection and ensure the operation of 

fair and orderly markets."39 

Also the new SEC Chairwoman, Mary Schapiro, who replaced Cox after the election of President 

Barak Obama, requested a legislative act to grant her agency oversight over credit derivatives 

markets.40 Moreover, Schapiro went even further and presented in June 2009 a plan for the 

regulation of over-the-counter derivatives (see Box 1.2). 

 

 

                                                 
38 A clear indication of this shift can be identified in the new report published by the Presidentôs Working Group on Financial Market in 

November 2008, which unlike the previous report published in March, directed most of its recommendations towards the same released by 

the US federal regulators instead of market participants.The PWG Report recommended regulators to ñestablish consistent policy standards 

and risk management expectations for CCPs or other systemically important derivatives market infrastructures and apply those standards 

consistentlyò, ñset consistent standards for regulated entities that transact in OTC derivatives instrumentsò, ñrequire participants in a central 

counterparty arrangement to clear all eligible contracts through that CCPò. PWG (2008). Policy Objectives for the OTC Derivatives Market. 

President's Working Group on Financial Markets, November 14. 
39 Joanna Chung, Aline van Duyn, and Paul J Davies, ñCalls to curb credit derivativesò, Financial Times, 23 September 2008. 
40 Michael R. Crittenden, ñSEC Nominee: Fed Govt Needs To Regulate Credit-Default Swapsò, Dow Jones Newswire, 15 January 2009. 

Box 1.2 ς SEC Plan to regulate OTC Derivatives - June 2009 

1) Jurisdiction: the SEC requested Congress to legislate in order to place the regulation of all 
securities-related derivatives ς both those traded over-the-counter and those traded on an 
exchange - ǳƴŘŜǊ ǘƘŜ ƧǳǊƛǎŘƛŎǘƛƻƴ ƻŦ ǘƘŜ {9/Φ !ŎŎƻǊŘƛƴƎ ǘƻ {ŎƘŀǇƛǊƻΩǎ Ǉƭŀƴ άǎŜŎǳǊƛǘƛŜǎ-ǊŜƭŀǘŜŘέ 
derivatives would include credit derivatives, such as credit default swaps, as well as equity 
derivatives and other fixed income derivatives.  

2) OTC Dealers: all the dealers in securities-related OTC derivatives would be subject to the 
supervision and regulation by the SEC, which would have the authority to set capital requirements 
for these dealers. This would not apply to the OTC derivative dealers that are banks, which would 
continue to be supervised by their federal banking regulators, but it would extend the regulatory 
net to other non-ōŀƴƪǎ ŘŜǊƛǾŀǘƛǾŜ ŘŜŀƭŜǊǎΦ ¢ƘŜ {9/ ŀƭǎƻ ǊŜǉǳŜǎǘŜŘ ŀǳǘƘƻǊƛǘȅ ǘƻ άŜǎǘŀōƭƛǎƘ ōǳǎƛƴŜǎǎ 
conduct standards and recordkeeping and reporting requirements for all these securities-related 
OTC derivatives dealers and other firms with large counterparty exposures in securities-related 
OTC derivativesέΦ  

3) Clearing and Trading: the SEC has sought authority over exchanges and clearing agencies 
handling securities-ǊŜƭŀǘŜŘ h¢/ ŘŜǊƛǾŀǘƛǾŜǎΣ ǊŜǉǳŜǎǘƛƴƎ ǘƘŜǎŜ ŀŎǘƻǊǎ ǘƻ ǊŜƎƛǎǘŜǊΦέ 

SOURCE: Testimony Concerning Regulation of Over-The-Counter derivatives by Chairman Mary L. Schapiro, 

U.S. Securities and Exchange Commission, Washington, DC, 22 June 2009  
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Shortly after the bankruptcy of Lehman Brothers, also the Commodity Futures Trading Commission 

demanded in front of Congress to be granted regulatory authority.41 It also requested an increase in 

its staffing and resources to undertake these additional tasks.42  

The newly elected Obama administration appointed Richard Gensler to head the CFTC. This 

appointment was contested by a few Congressmen, who highlighted the role Gensler had played as 

undersecretary of the Treasury in 2000, when the Congress exempted OTC markets from regulatory 

oversight with the Commodity Futures Modernization Act. After his mea culpa for not having pushed 

harder to bring OTC markets under greater regulation a decade earlier, Gensler asserted the need to 

bring standardized derivatives into central clearinghouses and exchanges, and greater reporting for 

the derivatives remaining over-the-counter.43 Around the same time as the SEC, Gensler also 

disclosed a set of proposals to regulating derivatives dealers and the same derivatives markets (see 

Box 1.3), which share several similarities with the plan delineated by the SEC.  

 

1.3.2 The Treasury Plan 

The most encompassing proposal to regulate OTC derivatives markets has been presented by the US 

Treasury. As derivatives regulation had been a crucial issue for Timothy Geithner during his tenure at 

the New York Fed, his appointment as the new Secretary of the US Treasury simply raised the profile 

of this issue within the US administration.  

                                                 
41 Sarah N. Lynch, ñCFTC Calls For Regulatory Reform For OTC Derivativesò, Dow Jones Newswire, 15 October 2008 
42 Reuters, ñCFTC member asks mandatory clearing of CDSò, 28 January 2009 
43 Jessica Marron, ñGensler assures critics he will curb speculation, tighten OTC regulationò, Inside F.E.R.C.'s Gas Market Report, 6 March 

2009 

 

Box 1.3 ï CFTC Plan to regulate OTC Derivatives - June 2009 

1) Jurisdiction : the CFTC suggested to divide the authority to regulate derivatives markets 

between the CFTC and the SEC.  

2) OTC dealers: the CFTC requested that all derivative dealers, regardless of type of firm, 

method of trading or the derivative or swap involved, be subject to capital requirements, 

business conduct standards, recordkeeping and reporting requirements. This would also 

include mandatory reporting of any trade not centrally cleared to a regulated trade repository.  

3) Clearing and trading: OTC derivatives would be cleared through central clearinghouses, as 

well as to move onto regulated exchanges or regulated electronic trading systems ñwhenever 

possibleò. According to the CFTC plan, it would be the same clearinghouses that would 

determine which products are sufficiently ñstandardizedò to be cleared, while the 

responsibilities of public authorities would more modestly to ensure that they meet 

ñinternational standardsò in risk management and security. 

4) Position limits and foreign exchages: the CFTC requested the authority to impose position 

limits, including aggregate limits across markets, ñon OTC derivatives that perform or affect a 

significant price-discovery function on regulated marketsò. Also foreign exchanges should 

adopt position limits and reporting requirements matching the US rules in order to have access 

to customers in the United States. 

Source - Testimony by Gary Gensler, Chairman, Commodity Futures Trading Commission 

Washington, DC - June 4, 2009 
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Geithner released its long-waited proposal to regulate derivatives in May 2009, further refined one 

ƳƻƴǘƘ ƭŀǘŜǊ ƛƴ ƛǘǎ ǊŜǇƻǊǘ άCƛƴŀƴŎƛŀƭ wŜƎǳƭŀǘƻǊȅ wŜŦƻǊƳΥ ŀ bŜǿ CƻǳƴŘŀǘƛƻƴέΣ ŀƴŘ ŘŜƭƛǾŜǊŜŘ ǘƻ ¦{ 

Congress in August (see Box 1.4). 

This document represents the most comprehensive plan to regulate derivatives presented so far. It 

also became the model for the most important legislative proposals presented by Congressional 

leaders in the fall of 2009 (see section 1.3.4). 

 

 

1.4 Widening the range of actors: Congress and interest groups 

 

1.4.1 Congress enters the scene: forcing OTC ontƻ ŜȄŎƘŀƴƎŜǎ ŀƴŘ ōŀƴƴƛƴƎ άƴŀƪŜŘέ /5{  

The politicization of financial regulation that followed the collapse of Lehman Brothers and the 

bailout of AIG has created pressures for Congressmen to enter the debate over the regulation of 

these markets. 

The rising anger towards Wall Street and the financial sector that followed the bailout plan 

announced by the US Treasury motivated some Congressmen to re-introduce towards the end of 

legislature bills that had originally been introduced in previous sessions before the crisis but which 

had failed to become law.44  

While these bills were cleared from the books at the end of the Congressional session, the new 

session that inaugurated at the beginning of 2009 witnessed an unprecedented legislative activism of 

Congress in the regulation of OTC derivatives, with at least a dozen different bills introduced in the 

year that followed the US election.  

What has been the impact of this flurry of legislative proposals? The involvement of Congress 

certainly broadened the range of regulatory proposals on the table beyond those regulatory 

solutions endorsed by the US Treasury and the federal regulatory agencies (SEC and CFTC). Some 

Congressmen presented regulatory solutions regarded by most market participants as significantly 

more radical than those endorsed by the US federal authorities and derivatives industry-

representatives. Two regulatory solutions stand out: forcing all derivatives on exchanges, and 

ōŀƴƴƛƴƎ άƴŀƪŜŘέ ŎǊŜŘƛǘ ŘŜŦŀǳƭǘ ǎǿŀǇǎΦ 

 

 

 

                                                 
44 For instance, Rep. Edward Markey reintroduced in October 2008 the ñDerivatives Market Reform Act of 1999ò, firstly introduced a 
decade before after the collapse of the hedge fund Long-Term Capital Management.  The Markey bill was followed by the ñDerivatives and 

Hedge Fund Regulatory Improvement Act of 2008ò, introduced by Sen. Byron Dorgan. Both bills were cleared from the books at the end of 

the Congressional session 
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Forcing derivatives onto exchanges 

The ά5ŜǊƛǾŀǘƛǾŜǎ ¢ǊŀŘƛƴƎ LƴǘŜƎǊƛǘȅ !Ŏǘ ƻŦ нллфέΣ ƛƴǘǊƻŘǳŎŜŘ ƛƴ WŀƴǳŀǊȅ нллф ōȅ ǘƘŜ /ƘŀƛǊƳŀƴ ƻŦ ǘƘŜ 

Senate Committee on Agriculture Senator Tom Harkin, proposed to force all derivatives contracts 

onto regulated exchanges.45 

                                                 
45 More specifically, the Harkin bill would terminate the authority of the CFTC to exempt swap transactions from the requirement to be 

traded on a regulated board of trade. In order to achieve this goal, the bill would amend the Commodity Exchange Act to eliminate the 

distinction between ñexcludedò and ñexemptò commodities and transactions, and commodities and transactions traded or conducted on 

regulated exchanges 

Box 1.4: The US Treasury Plan 

1) ClearingΥ ¢ƘŜ Ǉƭŀƴ ǊŜǉǳƛǊŜǎ άŎƭŜŀǊƛƴƎ ƻŦ ŀƭƭ ǎǘŀƴŘŀǊŘƛȊŜŘ h¢/ ŘŜǊƛǾŀǘƛǾŜǎ ǘƘǊƻǳƎƘ ǊŜƎǳƭŀǘŜŘ ŎŜƴǘǊŀƭ 
ŎƻǳƴǘŜǊǇŀǊǘƛŜǎέΦ wŜƎǳƭŀǘƻǊǎ ǿƻǳƭŘ ƴŜŜŘ ǘƻ ǊŜƎǳƭŀǘŜ //t ǘƻ ŜƴǎǳǊŜ ǘƘŜȅ ƛƳǇƻǎŜ άǊƻōǳǎǘ ƳŀǊƎƛƴ 
requirements and other nŜŎŜǎǎŀǊȅ Ǌƛǎƪ ŎƻƴǘǊƻƭǎέΦ ¢ƘŜ ¢ǊŜŀǎǳǊȅ Ǉƭŀƴ ŘŜƭŜƎŀǘŜǎ ǘƻ ǘƘŜ ǎŀƳŜ 
clearinghouses the task of defining determining what derivatives contracts were sufficiently 
άǎǘŀƴŘŀǊŘƛȊŜŘέ ǘƻ ōŜ ŎƭŜŀǊŜŘΦ ¢ƘŜ Ǉƭŀƴ Ƴŀƛƴǘŀƛƴǎ ǘƘŀǘ άƛŦ ŀƴ h¢/ ŘŜǊƛǾŀǘƛǾŜ ƛǎ ŀŎŎŜǇǘŜŘ ŦƻǊ ŎƭŜŀǊƛng by 
one or more fully regulated CCPs, it should create a presumption that it is a standardized contract and 
ǘƘǳǎ ǊŜǉǳƛǊŜŘ ǘƻ ōŜ ŎƭŜŀǊŜŘέΦ  

2) Trading on ExchangesΥ ¢ƘŜ ¦{ ¢ǊŜŀǎǳǊȅ Ǉƭŀƴ Ŏŀƭƭǎ ŦƻǊ ŀ ǊŜŦƻǊƳ ƻŦ ǎŜŎǳǊƛǘƛŜǎ ƭŀǿǎ ƛƴ ƻǊŘŜǊ ǘƻ ƛƳǇƻǎŜ άǘƘŜ 
movement of standardized trades onto regulated exchanges and regulated transparent electronic trade 
ŜȄŜŎǳǘƛƻƴ ǎȅǎǘŜƳǎ ŦƻǊ h¢/ ŘŜǊƛǾŀǘƛǾŜǎέΦ ¢Ƙƛǎ ǊŜǇǊŜǎŜƴǘǎ ŀ ǎƛƎƴƛŦƛŎŀƴǘ ŎƘŀƴƎŜ ŎƻƳǇŀǊŜŘ ǘƻ ǘƘŜ ŀǇǇǊƻŀŎƘ 
taken by the same US Treasury and other federal regulators in thŜ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ wŜǇƻǊǘ ƻŦ 
October 2008. The PWG had maintained that the use of exchange or similar trading platforms for 
ǎǘŀƴŘŀǊŘƛȊŜŘ /5{ ŎƻƴǘǊŀŎǘǎ ǎƘƻǳƭŘ ƻƴƭȅ ōŜ άŜƴŎƻǳǊŀƎŜŘέΦ 

3) Regulation of OTC dealers: The US Treasury plan does not propose to outlaw OTC derivatives markets or 
to force all customized products to go through clearinghouses. Instead of banning those customized 
bilateral transactions that would not be accepted by a CCP, the US Treasury plan suggests that the 
counterparty risk associated with these transactions could be mitigated through a regulation of the 
ŎƻǳƴǘŜǊǇŀǊǘƛŜǎ ƛƴ ǘƘŜǎŜ ōƛƭŀǘŜǊŀƭ ǘǊŀƴǎŀŎǘƛƻƴǎΦ ¢ƘŜ Ǉƭŀƴ ǊŜǉǳƛǊŜǎ άŀƭƭ h¢/ ŘŜǊƛǾŀǘƛǾŜǎ ŘŜŀƭŜǊǎ ŀƴŘ ŀƭƭ ƻǘƘŜǊ 
firms who create large exposures to counterparties should be subject to a robust regime of prudential 
ǎǳǇŜǊǾƛǎƛƻƴ ŀƴŘ ǊŜƎǳƭŀǘƛƻƴέΦ ¢ƘŜǎŜ ǊŜƎǳƭŀǘƻǊȅ ǊŜǉǳƛǊŜƳŜƴǘǎ ǿƻǳƭŘ ƛƴŎƭǳŘŜ ŎŀǇƛǘŀƭ ǊŜǉǳƛǊŜƳŜƴǘǎΣ 
reporting requirements, business conduct standards, and initial margin requirements with respect to 
bilateral credit exposures. Higher capital requirements for customized and non-centrally cleared OTC 
ŘŜǊƛǾŀǘƛǾŜǎ ŀǊŜ ŀƭǎƻ ǎǳǇǇƻǎŜŘ ǘƻ άŜƴŎƻǳǊŀƎŜ ƎǊŜŀǘŜǊ ǳǎŜ ƻŦ ǎǘŀƴŘŀǊŘƛȊŜŘ h¢/ ŘŜǊƛǾŀǘƛǾŜǎ ŀƴŘ ǘƘŜǊŜōȅ ǘƻ 
facilitate substantial migration of OTC derivatives onto central clearinghouses aƴŘ ŜȄŎƘŀƴƎŜǎέ 

4) Transparency: the proposal authorizes the CFTC and the SEC to impose requirements for all trades not 
cleared by CCPs to be reported to a regulated trade repository, which would make aggregate data 
available to the public, while making data on ƛƴŘƛǾƛŘǳŀƭ ŎƻǳƴǘŜǊǇŀǊǘȅΩǎ Ǉƻǎƛǘƛƻƴǎ ŀǾŀƛƭŀōƭŜ ǘƻ ŦŜŘŜǊŀƭ 
regulators. Also the central counterparty through which derivatives contracts are cleared should disclose 
aggregate information. 

5) Market Manipulation and abuses: in order to prevent market manipulation and market abuses, the 
CFTC and the SEC should be granted the authority to set position limits on OTC derivatives. The same 
agencies were also given the task of tightening the standards governing the participation in the OTC 
derivatives markets, in ordeǊ ǘƻ άƎǳŀǊŘ ŀƎŀƛƴǎǘ ǘƘŜ ǳǎŜ ƻŦ ƛƴŀǇǇǊƻǇǊƛŀǘŜ ƳŀǊƪŜǘƛƴƎ ǇǊŀŎǘƛŎŜǎ ǘƻ ǎŜƭƭ 
ŘŜǊƛǾŀǘƛǾŜǎ ǘƻ ǳƴǎƻǇƘƛǎǘƛŎŀǘŜŘ ƛƴŘƛǾƛŘǳŀƭǎΣ ŎƻƳǇŀƴƛŜǎΣ ŀƴŘ ƻǘƘŜǊ ǇŀǊǘƛŜǎέΦ  

SOURCE: US Treasury (2009). Financial Regulatory Reform. A New Foundation: Rebuilding Financial Supervision and 

Regulation. Department of the Treasury, June 17; Secretary Timothy F. Geithner Written Testimony House Financial 

Services and Agriculture Committees Joint Hearing on Regulation of OTC Derivatives, July 10, 2009 
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This measure would have a more radical impact on the derivatives markets than any other measure 

endorsed by federal regulators. By forcing all the derivatives onto exchanges, the bill would mark the 

end of the derivatives that are traded bilaterally over-the-counter. A spokesman from the Securities 

LƴŘǳǎǘǊȅ ŀƴŘ CƛƴŀƴŎƛŀƭ aŀǊƪŜǘǎ !ǎǎƻŎƛŀǘƛƻƴ ό{LCa!ύ ŎƻƳƳŜƴǘŜŘΥ άǘƘŜ ōƛƭƭ ŜŦŦŜŎǘƛǾŜƭȅ ŜƴŘǎ ǘƘŜ ƻǾŜǊ-

the-ŎƻǳƴǘŜǊ ōǳǎƛƴŜǎǎ ŀǎ ƛǘ ŜȄƛǎǘǎ ǘƻŘŀȅέ46.  

aƻǊŜƻǾŜǊΣ ŦƻǊŎƛƴƎ h¢/ ŘŜǊƛǾŀǘƛǾŜǎ ƻƴ ŜȄŎƘŀƴƎŜǎ ǿƻǳƭŘ ŀƭǎƻ ƳŀǊƪ ǘƘŜ ŜƴŘ ƻŦ άŎǳǎǘƻƳƛȊŜŘέ 

derivatives tailored to the specific needs of users, since only derivatives that are sufficiently 

άǎǘŀƴŘŀǊŘƛȊŜŘέ Ŏŀƴ ōŜ ǘǊŀŘŜŘ ƻƴǘƻ ŜȄŎƘŀƴƎŜǎΦ 

!ƴƻǘƘŜǊ ōƛƭƭ ǘƘŀǘ ǿƻǳƭŘ ƘŀǾŜ ƭŜŘ ǘƻ ǎƛƳƛƭŀǊ ƻǳǘŎƻƳŜǎ ƛǎ ǘƘŜ ά/ǊŜŘƛǘ 5ŜŦŀǳƭǘ {ǿŀǇ tǊƻƘƛōƛǘƛƻƴ !Ŏǘ ƻŦ 

нллфέΣ ǇǊŜǎŜƴǘŜŘ ōȅ /ƻƴƎǊŜǎǎǿƻƳŀƴ Maxine Waters on July 2009. Instead of forcing derivatives 

onto exchanges, this bill would introduce a total ban on customized credit default swaps.  

While a few market actors, including the famous hedge fund manager George Soros47 have 

supported proposals to force exchange trading or to ban customized products, in general these 

proposals have raised significant concerns among derivatives market participants. As described in the 

next section (1.3.4), the cohesive front created by banks, exchanges, and corporate actors made it 

impossible for this measure to make progress in the legislative process within Congress. Neither the 

Harkin Bill nor the Waters bill has ever been brought up for a vote by their respective committees. 

Moreover, similar provisions have not been endorsed by the US federal regulators or by the Obama 

ŀŘƳƛƴƛǎǘǊŀǘƛƻƴΦ ¢ƘŜ {9/ ŘƛŘ ƴƻǘ ŜƴŘƻǊǎŜ ŀƴȅ ōŀƴ ŦƻǊ h¢/ ŘŜǊƛǾŀǘƛǾŜǎΣ ŀŎƪƴƻǿƭŜŘƎƛƴƎΥ άǘƘŜǊŜ ŀǊŜ 

ƭŜƎƛǘƛƳŀǘŜ ŜŎƻƴƻƳƛŎ ǊŜŀǎƻƴǎ ǘƻ ŜƴƎŀƎŜ ƛƴ ŎǳǎǘƻƳƛȊŜŘ ǘǊŀƴǎŀŎǘƛƻƴǎέΦ48 Also the plan presented by US 

Treasury in June 2009 did not endorse pushing all OTC derivatives through exchanges. Timothy 

Geithner commented on this point saying: "If we were to mandate central clearing of all products, we 

ǿƻǳƭŘ ƛƴ ŜŦŦŜŎǘ ōŜ ōŀƴƴƛƴƎ ŎǳǎǘƻƳƛȊŜŘ ǇǊƻŘǳŎǘǎ Χ ²ŜϥǊŜ ƴƻǘ ǇǊƻǇosing to do that."49  

The US Treasury plan instead forces exclusively standardized OTC derivatives to be processed 

through clearinghouses, as well as to migrate onto regulated exchanges or electronic execution 

systems. Rather than outlawing OTC contracts, the plan would subject dealers and companies using 

OTC derivatives to adopt stricter capital requirements and reporting requirements. These higher 

charges would incentivize rather than mandate greater standardization, and therefore greater use of 

clearing and exchange-trading, without at the same time banning OTC trading. 

 

Ban on Naked Credit Default Swaps 

Another regulatory proposal presented in the US Congress and significantly expanding the scope of 

regulatory intervention in OTC derivatives markets was tƘŜ ƛƴǘǊƻŘǳŎǘƛƻƴ ƻŦ ŀ ōŀƴ ƻƴ άƴŀƪŜŘέ ŎǊŜŘƛǘ 

ŘŜŦŀǳƭǘ ǎǿŀǇǎΦ ¢Ƙƛǎ ƳŜŀǎǳǊŜ ǿŀǎ ƛƴǘǊƻŘǳŎŜŘ ƛƴ ǘƘŜ ά5ŜǊƛǾŀǘƛǾŜǎ aŀǊƪŜǘǎ ¢ǊŀƴǎǇŀǊŜƴŎȅ ŀƴŘ 

                                                 
46 Sarah Hansard, ñSecurities industry worries that swap legislation could be far-reachingò, Investment News, 7-December-2008, 
47 Press Release, Congresswoman Waters introduces Credit Default Swap Prohibition Act, 10 July 2009 
48 SEC, Testimony concerning regulation of over-the-counter derivatives by Chairman Mary Schapiro, 22 June 2009 
49 Sarah N. Lynch and Ian Talley, ñGeithner Tries To Sell Obama Derivatives Plan To Congressò, Dow Jones Newswire, 10 July 2009 
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!ŎŎƻǳƴǘŀōƛƭƛǘȅ !Ŏǘ ƻŦ нллфέ ǇǊŜǎŜƴǘŜŘ ƛƴ WŀƴǳŀǊȅ нллф ōȅ ǘƘŜ /ƘŀƛǊƳŀƴ ƻŦ ǘƘŜ IƻǳǎŜ ƻŦ 

Representatives Agriculture Committee Collin Peterson. The Peterson bill in its initial formulation 

would ban the trading of credit default swaps unless investors owned the underlying asset on which 

the credit insurance was bought. The so-ŎŀƭƭŜŘ άƴŀƪŜŘέ ŎǊŜŘƛǘ-default swaps have been used to bet 

against the credit-worthiness of companies when investors have no ownership interest in the bonds. 

tŜǘŜǊǎƻƴΩǎ ǇǊƻǇƻǎŀƭ ǿƻǳƭŘ ƘŀǾŜ ǎƛƎƴƛŦƛŎŀƴǘƭȅ ǊŜŘǳŎŜŘ ǘƘŜ ǎƛȊŜ ƻŦ ŘŜǊƛǾŀǘƛǾŜǎ ƳŀǊƪŜǘǎΣ ǎƛƴŎŜ ƻƴƭȅ ŀ 

fifth of all CDS trades are conducted by a trader who owns the underlying bond. 

Peterson justified the ban on naked-derivatives as a complementary measure to the temporary ban 

imposed by the Securities and Exchange Commission on short selling and declared that the former 

should be imposed only if the latter was also in place.50 

A similar provision was also introduced by bill released jointly by Peterson and the Chairman of the 

House Financial Services Committee Barney Frank in July 2009. In order to limit speculation, the bill 

considered the option of prohibiting any purchase of credit protection using a CDS contract unless 

the economic agent 1) owned the referenced security or the security in an index of securities; 2) had 

a bona fide economic interest protected by the contract; or 3) was a bona fide market maker.  Rep. 

Barney Frank later presented a bill in the House Financial Services Committee empowering regulators 

to ban swaps deemed "abusive" or bad for market stability and participants. 

Finally, a similar provision banning CDS was contained in a different bill to regulate OTC derivatives 

introduced by Rep. Bart Stupak within the House Energy and Commerce Committee in the context of 

the legislation on the climate bill. The bill would give federal regulators the authority to oversee all 

over-the-counter and carbon derivatives and ban the trading of naked CDS. 

IƻǿŜǾŜǊΣ ƴƻƴŜ ƻŦ ǇǊƻǾƛǎƛƻƴǎ ǘƻ ōŀƴ άƴŀƪŜŘέ /5{ ƳŀŘŜ ǎƛƎƴƛŦƛŎŀƴǘ ǇǊƻƎǊŜǎǎ ƛƴ ǘƘŜ ƭŜƎƛǎƭŀǘƛǾŜ ǇǊƻŎŜǎǎΦ 

The Stupak bill was referred to the House Financial Services Committee but never brought up for a 

vote. Instead, both Peterson and Frank removed the provisions banning naked CDS before their 

respective committees approved these bills. In the revised version of the Peterson bill approved by 

the Agriculture Committee on February 12, 2009 the outright ban on naked CDS was removed in 

ŦŀǾƻǊ ƻŦ ŀ άŎƛǊŎǳƛǘ ōǊŜŀƪŜǊέΦ ¢Ƙƛǎ ƳŜŀǎǳǊŜ ǿƻǳƭŘ ŜƳǇƻǿŜǊ ǘƘŜ /C¢/ ǘƻ άǎǳƳƳŀǊƛƭȅ ǎǳǎǇŜƴŘ ǘǊŀŘƛƴƎ ƛƴ 

ŀƴȅ ŎǊŜŘƛǘ ŘŜŦŀǳƭǘ ǎǿŀǇέ ǿƘŜƴ ǘƘƛǎ ƛǎ άƛƴ ǘƘŜ ǇǳōƭƛŎ ƛƴǘŜǊŜǎǘέ ŀƴŘ άŦƻǊ ǘƘŜ ǇǊƻǘŜŎǘƛƻƴ ƻŦ ƛƴǾŜǎǘƻǊǎέΣ ŀǎ 

well as to obtain information on any OTC market position to determine whether they should be 

subject to position limits. 

Similarly, before submitting his proposal to the vote of the House Financial Services Committee in 

October 2009, Frank removed the proposal to empower regulators to ōŀƴ άŀōǳǎƛǾŜ ǎǿŀǇǎέΣ ǿƘƛŎƘ 

Frank said some found "unsettling." Instead, the bill would require the CFTC and the SEC to conduct a 

study on swaps that "are detrimental to the stability of a financial market or participants in a 

financial market."51 

                                                 
50 Sarah N. Lynch, ñHouse Panel to Debate Sweeping Derivatives Regulation Planò, Dow Jones, 2 February 2009 
51 Platts Commodity News, ñUS House panel seeks to preserve enduser leeway in OTC dealsò, 14 October 2009 
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The decisiƻƴ ōȅ tŜǘŜǊǎƻƴ ŀƴŘ CǊŀƴƪ ǘƻ ǊŜƳƻǾŜ ŦǊƻƳ ǘƘŜƛǊ ǊŜǎǇŜŎǘƛǾŜ ōƛƭƭǎ ǘƘŜ ōŀƴ ƻŦ άƴŀƪŜŘέ ŎǊŜŘƛǘ 

default swaps certainly reflects the lack of support among interest groups. This proposal was 

supported by some commodities markets players such as the National Farmers Union and the 

Petroleum Marketers Association, which defended the importance of this ban to reduce speculation 

and volatility in the oil and agricultural commodity markets. Also a former director at the CFTC 

supported the proposed ban, arguing: "Had naked credit-default swaps been banned in the passage 

of the Commodity Futures Modernization Act in 2000, it is my firm belief that the outlawing of that 

product, in and of itself, would have substantially mitigated the worldwide financial meltdown we 

are now experiencing".52 However, these voices were only a small minority. 

Financial industry groups lobbied the Congress, arguing that a ban on naked CDS would have 

destroyed the credit default swaps market and driven a significant portion of OTC business offshore. 

As the next section will discuss in details, the emergence of a coalition formed by financial industry 

interest groups and corporate end-users posed an apparently insurmountable stumbling block for 

ŀƴȅ ƭŜƎƛǎƭŀǘƛǾŜ ǇǊƻǇƻǎŀƭ ǘƻ ōŀƴ άƴŀƪŜŘέ /5{Φ  

Also as a result of these pressures, proposals to ban naked CDS have not found the support of US 

Federal regulators and of the US Treasury Secretary Timothy Geithner. The US Treasury Plan only 

endorses comprehensive oversight of these instruments, but it does not support any ban.53  

 

1.4.2 Interest Groups: Financial and Corporate interest groups go to Washington 

The legislative proposal presented by the US Treasury and the myriad of bills to regulate derivatives 

introduced within Congress in 2009 have pushed the regulatory agenda in the derivatives market 

way beyond what private market actors had committed to on a voluntary basis since the beginning of 

the crisis. It is not surprising how these bills have immediately triggered an intense mobilization of 

interest groups. What is more unexpected is instead the fact that this mobilization has not been 

limited to the major players in OTC derivatives markets - the banks acting as dealers - but it has 

extended also to large range of corporate end-users.  

What have been the preferences of the interest groups active in derivatives markets? And how have 

they influenced the legislative process in the US so far? 

 

Financial industry 

The economic actors whose profits would be more severely curtailed by the US Treasury plan and 

other legislative proposals are certainly the major banks that act as dealers in derivatives markets. 

                                                 
52 Testimony of Michael Greenberger Before the U.S. House Committee on Agriculture Regarding Discussion Draft: The Derivatives Market 

Transparency and Accountability Act of 2009, Tuesday, February 3, 2009 
53 Michael R. Crittenden, ñTreasury's Geithner: Not Necessary To Ban Credit-Default Productsò, Dow Jones Newswire, 23 September 2009 
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Banks have won several battles in the regulation of OTC derivatives. First, they have scored a partial 

victory with the decision not to make exchange-trading mandatory for all derivatives, as suggested by 

the Harkin Bill. Banks opposed this measure, which would cause a significant reduction in their profit 

margins. Proposals to mandate derivatives onto exchanges have been criticized by those same 

exchanges or electronic trading execution facilities, which would have seen their business boosted by 

this proposal. Instead, exchanges have argued that this measure could force the clearing of OTC 

products that are not sufficiently standardized to be cleared safely, and thus create risks for all the 

actors in the derivatives markets.  

{ŜŎƻƴŘΣ ōŀƴƪǎ ƘŀǾŜ ǎŎƻǊŜŘ ŀ ǇŀǊǘƛŀƭ ǾƛŎǘƻǊȅ ǿƛǘƘ ǘƘŜ ŎŀƴŎŜƭƭŀǘƛƻƴ ƻŦ ǇǊƻǾƛǎƛƻƴǎ ōŀƴƴƛƴƎ άƴŀƪŜŘέ 

credit default swaps, since for the major part financial institutions trading in these instruments do 

not own the underlying asset. 

Less successful have been their attempts to lobby Congress to drop several provisions in the US 

Treasury plan. Banks contested the provisions in the US Treasury plan mandating the clearing of 

standardized OTC and pushing these contracts onto exchange trading platforms. These proposals 

would reduce the profits for banks by enhancing transparency and compressing bid-offer spreads.  

The major winners from this regulatory proposal appears to be clearinghouses, electronic platforms, 

and exchanges, which for several years had tried to break into the OTC markets, and would now see 

their profits increased by the Treasury plan.  At the same time, the largest banks would reap part of 

the benefits of this change since they own a significant stake in ICE US Trust, the major clearinghouse 

for credit default swaps. 

Major dealers have also criticized the imposition of capital requirements for cleared swaps in 

addition, claiming that clearinghouses provide adequate protection to swap counterparties. 

IƻǿŜǾŜǊΣ ǿƛǘƘ ǘƘŜ ŜȄŎŜǇǘƛƻƴ ƻŦ ƳƻǊŜ ǊŀŘƛŎŀƭ ǊŜƎǳƭŀǘƻǊȅ ǇǊƻǇƻǎŀƭǎΣ ǎǳŎƘ ŀǎ ǘƘŜ ōŀƴ ƻƴ άƴŀƪŜŘέ /5{ 

or proposals to outlaw OTC markets, financial industry actors have found much more difficult than a 

decade earlier to successfully lobby Congress and the US administration. Derivatives dealers have 

complained that the US Treasury has intentionally blindsided them in an attempt to maintain control 

of the legislative output, giving it almost no opportunity to review the bill presented to Congress 

before its publication.54  

 

Corporate end-users  

As the implications of the US Treasury plan for market participants beyond banks and exchanges 

became clear, the range of market participants seeking to influence the regulation of derivatives 

widened dramatically.  

The list of corporate end-users lobbying Congress, the Treasury, and Federal regulators on this issue 

is impressive. This range from the Electric Power Supply Association ς a trade group representing 

                                                 
54Derivatives Week, ñOTC Proposals Intentionally Blindsided Industryò, 28 August 2009; Christine Harper, Matthew Leising and Shannon 

Harrington, ñWall Street Stealth Lobby Defends 35 billion Derivatives Haulò, Bloomberg, 31 August 2009. 
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power generators to the National Association of Manufacturers (NAM)--the nation's largest industrial 

trade association, from the Association of Food, Beverage and Consumer Protection Companies to 

the Business Roundtable, from aircraft producers such as Boeing to carriers such as Delta Air Lines.55 

These corporate actors that use customized derivatives to hedge commodity price, currency, and 

interest rate risks complained that the Treasury plan would have made it more difficult for them to 

hedge their commercial risk. They highlighted two impediments created by the regulatory plan. First, 

the Treasury plan would have made it more difficult to access customized derivatives traded on the 

OTC markets, and therefore to accurately hedge risks. Second, corporate end-users usually make 

deals directly with banks, which either give companies credit lines that can be used as collateral 

against derivatives contracts or use other assets. Instead, the US Treasury plan would have not made 

possible for them to use underlying assets as collateral and required them to put up cash against 

ƻǳǘǎǘŀƴŘƛƴƎ ǎǿŀǇǎΦ ¢ƘŜ ǎǇŜŎǘŜǊ ƻŦ ŀ άƭƛǉǳƛŘƛǘȅ ŘǊŀƛƴέ ƎŜƴŜǊŀǘŜŘ ōȅ ǘƘŜ ¦{ ¢ǊŜŀǎǳǊȅ ǇǊƻǇƻǎŀƭ ƛƴ ŀƴ 

already weak economic outlook proved extremely unpopular among policymakers. 

The emergence in the summer of 2009 of corporate end-users as a crucial actor in the debate over 

the regulation of derivatives has triggered a shift in the strategy adopted by financial industry actors 

in their lobbying to Congress and to the US Administration. In order to leave their footprint in the 

legislative process, finŀƴŎƛŀƭ ƛƴŘǳǎǘǊȅ ŀŎǘƻǊǎ ǎƻǳƎƘǘ ǘƻ ōǳƛƭŘ ōǊƛŘƎŜǎ ǿƛǘƘ ǘƘƛǎ άǳƴǳǎǳŀƭ ŀƭƭȅέ ŀƴŘ ǘƻ 

highlight the part of legislation that would have posed severe costs not only on Wall Street but also 

on Main Street. For instance, in opposing the proposal to force OTC derivatives onto exchanges, the 

LƴǘŜǊƴŀǘƛƻƴŀƭ {ǿŀǇǎ ŀƴŘ 5ŜǊƛǾŀǘƛǾŜǎ aŀǊƪŜǘ ŘŜŎƭŀǊŜŘ ǘƘŀǘ ǘƘŜ ōƛƭƭ άǿƻǳƭŘ ƳŀƪŜ ƛǘ ƘŀǊŘŜǊ ŦƻǊ 

!ƳŜǊƛŎŀƴ ŎƻƳǇŀƴƛŜǎ ǘƻ ƘŜŘƎŜ Ǌƛǎƪ ŀƴŘ ŎƻǳƭŘ ǇƻǘŜƴǘƛŀƭƭȅ ƭŜŀŘ ǘƻ ƭŜǎǎ ƭƛǉǳƛŘΣ ƳƻǊŜ ǾƻƭŀǘƛƭŜ ƳŀǊƪŜǘǎέ56. 

Similarly, the Futures Industry Association argued that the proposal "would remove important 

liquidity from our credit markets and could operate to make credit itself more expensive for those in 

ǎǘǊǳƎƎƭƛƴƎ ōǳǎƛƴŜǎǎŜǎ ǘƘŀǘ ƴƻǿ ǘƘƛǊǎǘ ŦƻǊ ŎǊŜŘƛǘέΦ57 

Some Congressmen and commentators have come to see the hand of the major banks behind the 

sudden activism of corporate-end users lobbying the US Congress. For instance, at a House 

!ƎǊƛŎǳƭǘǳǊŜ /ƻƳƳƛǘǘŜŜ ƘŜŀǊƛƴƎΣ tŜǘŜǊǎƻƴ ŘŜŎƭŀǊŜŘΥ άLǘΩǎ Ƴȅ ƛƳǇǊŜǎǎƛƻƴ ǘƘŀǘ ǎƻƳŜ ƻŦ ǘƘŜ ōƛƎ ŦƛƴŀƴŎƛŀƭ 

players sent some of the end-ǳǎŜǊǎ ǘƻ ǘŀƭƪ ǘƻ ȅƻǳ ƎǳȅǎέΦ58 

 

1.4.3 The Frank Bill and the Peterson Bill 

What has been the impact of the mobilization of interest groups described above on the legislative 

process? 

First, they had the effect of marginalizing within the policymaking ǇǊƻŎŜǎǎ ǘƘƻǎŜ ƳƻǊŜ άǊŀŘƛŎŀƭέ 

                                                 
55Targeted News Service, ñManufacturers Seeks Continuity in Regulation of Derivativesò, 22 September 2009; Kara Scannell, ñBig 

Companies Go to Washington to Fight Regulations on Fancy Derivativesò, Wall Street Journal, 10 July 2009;  Mark Peters, ñ Power 

Generators Voice Concern On OTC Trading Regulationsò, Dow Jones Newswire, 18 September 2009 
56AP Business Writer - ñHouse panel adopts bill that would expand oversight of financial instruments blamed in crisisò, 12 February 2009 
57 Charles Abbott, ñConsensus for derivatives reform-US House chairmanò, Reuters News, 4 February 2009 
58 Derivatives Week, ñCongressman Sees Dealer Hand Behind User Lobbyingò, 23 September 2009  
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legislative proposals emerged within Congress, such as the proposal to force derivatives onto 

exchanges or to ban naked credit default swaps. Forces steering the legislative process away from 

ƳƻǊŜ άǊŀŘƛŎŀƭέ ǎƻƭǳǘƛƻƴ ŎƻǳƭŘ ōŜ Ŧƻund also within Congress, where different Congressmen tried to 

scale-back the extent of the US Treasury plan and suggesting a less stringent regulatory approach. 

The main opposition within Congress to the US Treasury plan came from the Republican Party.59 

However, support for a softer regulatory solution also came from a group formed by 54 democratic 

Congressmen, called the New Democrat Coalition. A member of the coalition, Representative 

Michael McMahon described other legislative proposals seeking to move standardized trades onto 

ŜȄŎƘŀƴƎŜǎ ŀƴŘ ŎƭŜŀǊƛƴƎƘƻǳǎŜǎ ŀǎ άŜȄǘǊŜƳŜέ ŀƴŘ ŎǊƛǘƛŎƛȊŜŘ ǘƘŜƳ ŦƻǊ ƛƎƴƻǊƛƴƎ ǘƘŜ ōŜƴŜŦƛǘǎ ŘŜǊƛǾŀǘƛǾŜǎ 

create for several companies, as well as the job losses that excessively stringent legislation would 

cause in its electoral district, New York City.60  

The presence of countervailing forces within and outside Congress had the effect of killing almost any 

proposal to toughen up the US Treasury Plan. When the House of Representatives started to address 

the US Treasury Proposal in July 2009, the regulatory debate within Congress remained confined 

within the boundaries set by three key actors: the US Treasury, the Chairman of the House Financial 

Services Committee Barney Frank, and the Chairman of the House Agriculture Committee Collin 

Peterson, who have introduced in their respective committees two distinct proposals.61 

The main differences and similarities between the Treasury Proposal, the Financial Services 

Committee proposal (Frank Bill) and the Agriculture Committee proposal (Peterson bill) are 

summarized in the Box 1.5, originally compiled by the US House Agriculture Committee. The 

information in the table relates to the original drafts presented by Rep. Frank and Rep. Peterson, and 

therefore do not take into account later amendments. 

 

BOX 1.5: Comparison of the US Treasury plan, the Frank Bill, and the Peterson Bill (Source: House Agriculture 

Committee) 

                                                 
59 For instance, Rep. Scott Garret criticized the Treasury plan as ñfundamentally flawedò and ñunnecessarily complicated and overly 

prescriptiveò, see Dow Jones NewsService, ñIndustry Conference Voices Concerns Over Derivatives Overhaulò, 15 September 2009 
60 McMahon introduced in July 2009 the ñDerivatives Trading Accountability and Disclosure Act of 2009ò.  See States News Service, ñREP. 

MCMAHON, NEW DEM MEMBERS UNVEIL LEGISLATION TO REFORM DERIVATIVES TRADINGò, 22 July 2009 

61 Frank and Peterson released in July a joint proposal. See Sarah O'Connor, ñDerivatives plans spark doubt on CDSò, 

Financial Times, 30 July 2009. In a second moment they presented two distinct bills in their respective committees. 
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CFTC/SEC cannot jointly agree 

to rules 

CFTC/SEC cannot jointly agree 

to rules 

Either CFTC or SEC can initiate 

expedited challenge in U.S. 

Court of Appeals for DC 

Clearing 

requirement 

for swaps 

derivative clearing 

organizations /clearing 

agencies and CFTC/SEC 

determine which swaps must 

be cleared  

CFTC/SEC determine which 

swaps must be cleared  

The bill was later amended 

DCOs/clearing agencies 

determine which swaps swaps 

must be cleared  

Clearing 

requirement 

determinatio

n 

ά{ǘŀƴŘŀǊŘƛȊŜŘέ 

swaps/security-based swaps 

are required to be cleared 

Swaps/security-based swaps 

accepted by DCOs/clearing 

agencies presumed 

άǎǘŀƴŘŀǊŘƛȊŜŘέ 

Agency can designate a 

swap/security-based swap 

άǎǘŀƴŘŀǊŘƛȊŜŘέ 

Agencies makes determination 

whether a swap/security-

based swap must be cleared 

based on enumerated factors 

 

Only swaps/security-based 

swaps that will be accepted by 

a DCO/clearing agency are 

required to be cleared 

 

Agencies review DCO/clearing 

agency for safety/soundness, 

anti-competitive practices, risk 

management prior to 

application of clearing 

requirement  

Clearing 

exceptions 

ŀύ 5/hκŎƭŜŀǊƛƴƎ ŀƎŜƴŎȅ ǿƻƴΩǘ 

take swap,  

or 

b) one of counterparties  

   - is not a  dealer or major 

swap participant, and  

    - does not meet the 

eligibility requirements of 

DCO/clearing agency 

ŀύ 5/hκŎƭŜŀǊƛƴƎ ŀƎŜƴŎȅ ǿƻƴΩǘ 

take swap, 

or 

b) one of counterparties is not 

a dealer or major swap 

participant 

a) one of the counterparties:  

    - is not a swap dealer or 

major swap participant, and 

    - can demonstrate 

appropriate business/risk 

management practices for 

non-cleared swaps;  

and 

b) none of the counterparties 

are a Tier 1 financial holding 

company 

Trading 

Requirement 

Yes, swaps determined to be 

cleared must also be traded on 

regulated exchange or 

alternative swap execution 

facility 

Initially no trading 

requirements (the bill was 

later amended to mandate 

trading) 

Yes, swaps determined to be 

cleared must also be traded on 

regulated exchange or 

alternative swap execution 

facility 

Trading 

Exceptions 

None N/A a) Trading not required if no 

regulated exchange or 

alternative swap execution 

facility will list the swap, and 

b) Voice brokers still permitted 

to enter and execute swaps 

subject to clearing 

requirement provided they 
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process swap through 

regulated exchange or 

alternative swap execution 

facility 

Capital 

requirements 

for swap 

dealer or 

major swap  

participant 

who is also a 

bank 

a) Established by Prudential 

Regulator 

b) greater than zero for 

cleared swaps,  

c) higher for swaps that are 

not cleared 

a) Established by Prudential 

Regulator 

b) greater than zero for 

cleared swaps,  

c) higher for swaps  that are 

not cleared 

a) Established by Prudential 

Regulator 

b) Appropriate for the risk 

associated with non-cleared 

swaps being held as an swap 

dealer or major swap 

participant as determined by 

the respective regulator 

Capital 

requirements 

for swap 

dealer or 

major swap 

participant 

who is NOT a 

bank 

a) Established by CFTC/SEC 

b) Requirements must be same 

or higher as for a swap dealer 

or major swap participant who 

is a bank 

a) Established by CFTC/SEC 

b) Requirements must be same 

or higher as for a swap dealer 

or major swap participant who 

is a bank 

a) Established by CFTC/SEC 

b) Appropriate for the risk 

associated with the non-

cleared swaps being held as an 

swap dealer or major swap 

participant as determined by 

the respective regulator 

Margin 

requirements 

for non-

cleared swaps 

held swap 

dealer or 

major swap 

participant 

who is also a 

bank   

a) Prudential Regulators 

impose initial and variation 

margin requirements on all 

swaps   

b) Prudential Regulators may 

exempt requirements for 

swaps where one of the 

counterparties is: 

- not a swap dealer or major 

swap participant, 

- using the swap as hedge 

under GAAP 

- predominantly engaged in 

activities that are not financial 

in nature 

a) Prudential Regulators 

impose initial and variation 

margin requirements on all 

swaps   

b) Prudential Regulators may 

exempt requirements for 

swaps/security-based swaps 

where one of the 

counterparties is not a swap 

dealer or major swap 

participant 

Prudential Regulators impose 

initial and variation margin 

requirements only for swap 

dealers and major swap 

participants under their 

jurisdiction 

Margin 

requirements 

for non-

cleared swaps 

held swap 

dealer or 

major swap 

participant 

who is NOT a 

a) CFTC/SEC impose initial and 

variation margin requirements  

b) Requirements must be same 

or higher as for a swap dealer 

or major swap participant who 

is a bank 

a) CFTC/SEC impose initial and 

variation margin requirements  

b) Requirements must be same 

or higher as for a swap dealer 

or major swap participant who 

is a bank 

c) Requirements must provide 

for use of non-case assets as 

CFTC/SEC impose initial and 

variation margin requirements 

only for swap dealers and 

major swap participants under 

their jurisdiction 
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The second impact of the mobilization of interest groups was that corporate end-users were able to 

carve out some important exemptions in the US Treasury plan. The distinct bills presented by Rep. 

Frank and Rep Peterson and approved respectively by the House Financial Services and House 

Agriculture Committee did not depart from the main pillars of US Treasury plan. However, both bills 

introduce significant exemptions for corporate end-users in key provisions of the Treasury Plan, such 

as those mandating clearing and exchange trading for standardized derivatives, and those regulating 

counterparties in non-cleared transactions (see Box 1.6). 

  

bank   collateral 

Position 

Limits for 

swaps  

a) CFTC/SEC may impose 

position limits on swaps that 

perform a significant price 

discovery function  

b) CFTC/SEC may require 

aggregate limits across 

markets 

a) CFTC may impose position 

limits on swaps that perform a 

significant price discovery 

function and require aggregate 

limits across markets 

b) SEC may impose position 

limits on security-based swaps 

as necessary or appropriate in 

the public interest to prevent 

fraud and manipulation 

a) CFTC may impose position 

limits on swaps that perform a 

significant price discovery 

function and require aggregate 

limits across markets 

b) SEC may impose position 

limits on security-based swaps 

as necessary or appropriate in 

the public interest to prevent 

fraud and manipulation 

 

Addressing 

Excessive 

Speculation 

on Regulated 

Markets 

No provision No provision a) CFTC to set position limits 

on futures contracts for 

physically deliverable 

commodities on regulated 

markets (H.R. 977) 

b) Redefines who is eligible for 

hedge exemption and can 

exceed position limits (H.R. 

977) 

Foreign Board 

of Trade 

Allows CFTC to require 

registration by foreign boards 

of trade (FBOTs) 

Allows CFTC to require 

registration by FBOTs 

No explicit registration 

authority applied to FBOTs 

 



 

34 

These exemptions have been object of criticism from the SEC and CFTC. Federal regulators warned 

against the risk that exemptions created for corporate end users could originate regulatory loopholes 

promptly exploited by financial actors. Before the House Financial Services Committee, the Chairman 

of the CFTC Gensler declared: "We would not want an unintended consequence of an end-user 

ŜȄŎŜǇǘƛƻƴ ǘƻ ōŜ ǘƘŀǘ ƘŜŘƎŜ ŦǳƴŘǎΦΦΦǿƻǳƭŘ ōŜ ŀōƭŜ ǘƻ ŜǾŀŘŜ ǘƘŜ ŎƭŜŀǊƛƴƎ ǊŜǉǳƛǊŜƳŜƴǘ Χ L ǘƘƛƴƪ ƛǘ 

would be best not to have [the exception] at all"62Φ DŜƴǎƭŜǊ Ƙŀǎ ŎŀƭƭŜŘ ŦƻǊ ŀƴȅ ŜȄŜƳǇǘƛƻƴ ǘƻ ōŜ άǾŜǊȅ 

narrowly defined to include only nonfinancial entities that use swaps as an incidental part of their 

business to hedge actual commercial risks".63 Also the SEC criticized the Frank bill, arguing that the 

ŜȄŎŜǇǘƛƻƴ ŦƻǊ ŦƛǊƳǎ ǳǎƛƴƎ ŘŜǊƛǾŀǘƛǾŜǎ ŦƻǊ άǊƛǎƪ ƳŀƴŀƎŜƳŜƴǘέ ƛǎ ǘƻƻ ǾŀƎǳŜΣ ŎŀƭƭƛƴƎ ƛƴǎǘŜŀŘ for 

"narrower, objective and verifiable" standards64. 

Objections such as those raised by Gensler found in part their way into the legislation. For instance, 

Barney Frank amended his bill before this was voted by the House Financial Services Committee on 

                                                 
62 7 October 2009 ï Regulators See Holes in Frankôs Derivatives Bill For Gensler, all the transactions where one counterparty is a financial 

firm, hedge fund and other investment funds should be cleared through a clearinghouse. At the same time, Gensler relaxed his position by 

allowing corporate end-users not to post cash collateral, requiring them instead to work with the financial institutions that enter into 

transactions for them to determine the most appropriate credit arrangement 7 October 2009 ï Frank Pledges to Revise Derivatives Draft 

21 October 2009 -  CFTC Gensler backs limited end-user exemptions 
64 7 October 2009 ï Regulators See Holes in Frankôs Derivatives Bill  

 

BOX 1.6 ς Exemptions for Corporate End-users in the Frank and Peterson Bill (October 2009) 

1) Clearing: Exemptions were introduced in requirement for all standardized OTC derivatives to be cleared 
through regulated central counterparties.  The bill presented by Rep. Frank in October 2009 within the 
Financial Services Committee requires clearing for transactions that are clearable only when both 
ŎƻǳƴǘŜǊǇŀǊǘƛŜǎ ŀǊŜ ŜƛǘƘŜǊ ŘŜŀƭŜǊǎ ƻǊ άƳŀƧƻǊ ǎǿŀǇ ǇŀǊǘƛŎƛǇŀƴǘǎέΦ ¢ƘŜ CǊŀƴƪ .ƛƭƭ ƛƴƛǘƛŀƭƭȅ ŜȄŎƭǳŘŜŘ ŦǊƻƳ ǘƘŜ 
ŘŜŦƛƴƛǘƛƻƴ ƻŦ άƳŀƧƻǊ ǎǿŀǇ ǇŀǊǘƛŎƛǇŀƴǘǎέ ŜƴŘ-users that use derivatives to hedge commercial risk on 
commercial businesses, thus exempting these actors from the requirement to clear centrally their 
transactions in standardized swap. The bill introduced by Peterson in October 2009 within the House 
Agriculture Committee initially granted the exemption from clearing only if both trading partners were 
not considered big financial firms. However, during the discussion within the House Agriculture 
Committee, this exemptions was widened, allowing big banks to avoid clearing requirements if they are 
trading with smaller market players.  

2) Trading: Where the US Treasury plan required standardized trades to move onto regulated exchanges 
and regulated transparent electronic trade execution systems, the Frank and the Peterson bill 
introduced exemptions to corporate end-users. The Frank bill maintains that a standardized and 
ŎƭŜŀǊŜŘ ŘŜǊƛǾŀǘƛǾŜ Ƴǳǎǘ ōŜ ŜȄŜŎǳǘŜŘ ƻƴ ŀ ōƻŀǊŘ ƻŦ ǘǊŀŘŜΣ ŀ ƴŀǘƛƻƴŀƭ ǎŜŎǳǊƛǘƛŜǎ ŜȄŎƘŀƴƎŜ ƻǊ ŀ άǎǿŀǇ 
ŜȄŜŎǳǘƛƻƴ ŦŀŎƛƭƛǘȅέ ǿƘŜƴ ōƻǘƘ ŎƻǳƴǘŜǊǇŀǊǘƛŜǎ ŀǊŜ Ŝither dealers or major swaps facilities. Corporate 
end-users instead would be exempt from trading on exchanges, unless their positions were so large to 
cause a risk to their counterparties. 

3) Regulation of OTC dealers: Neither the Frank bill nor the Peterson bill depart from the provision in the 
US Treasury plan imposing more stringent capital, reporting, and initial margin requirements to 
counterparties engaged in non-centrally cleared OTC derivatives in order to encourage a migration onto 
central clearinghouses and exchanges. However, also in this case the Frank bill introduced exemptions 
for end-users, permitting for them the use of non-cash collateral when they are counterparty to a 
transaction. Moreover, the bill does not require regulators to set margin in transactions where one of 
the counterparties is not a dealer or major swap participant.   
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OctƻōŜǊ мр ǘƻ ǿƛŘŜƴ ǘƘŜ ŘŜŦƛƴƛǘƛƻƴ ƻŦ άƳŀƧƻǊ ǎǿŀǇ ǇŀǊǘƛŎƛǇŀƴǘǎέΣ ƛƴŎƭǳŘƛƴƎ ƛƴ ǘƘƛǎ ŘŜŦƛƴƛǘƛƻƴ άŀƴȅ 

ǇŜǊǎƻƴ άǿƘƻǎŜ ƻǳǘǎǘŀƴŘƛƴƎ ǎǿŀǇǎ ŎǊŜŀǘŜ ǎǳōǎǘŀƴǘƛŀƭ ƴŜǘ ŎƻǳƴǘŜǊǇŀǊǘȅ ŜȄǇƻǎǳǊŜ ŀƴŘ ǿƻǳƭŘ ŜȄǇƻǎŜ 

counterparties to significant credit losses that could have material adverse effect on capital of the 

ŎƻǳƴǘŜǊǇŀǊǘƛŜǎέΦ65 ¢ƘŜ Ŧƛƴŀƭ ǾŜǊǎƛƻƴ ƻŦ ǘƘŜ tŜǘŜǊǎƻƴΩǎ ōƛƭƭ ǾƻǘŜŘ ōȅ ǘƘŜ IƻǳǎŜ !ƎǊƛŎǳƭǘǳǊŜ /ƻƳƳƛǘǘŜŜ 

ŘƛŦŦŜǊŜŘ ƛƴǎǘŜŀŘ ŦǊƻƳ ǘƘŜ CǊŀƴƪΩǎ ǇǊƻǇƻǎŀƭ ōȅ ŘŜŦƛƴƛƴƎ ƳŀƧƻǊ ǎǿŀǇ ǇŀǊǘƛŎƛǇŀƴǘǎ ŀǎ ǘƘƻǎŜ ŦƛǊƳǎ ǘƘŀǘ 

ŀǊŜ άǎȅǎǘŜƳƛŎŀƭƭȅ ƛƳǇƻǊǘŀƴǘ ƻǊ Ŏŀƴ ǎƛƎƴƛŦƛŎŀƴǘƭȅ ƛƳǇŀŎǘ ǘƘŜ ŦƛƴŀƴŎƛŀƭ ǎȅǎǘŜƳέΦ   

 

Who decides what can be cleared/traded? 

Another contentious issue on which the Treasury plan, the Frank bill and the Peterson bill differ is the 

ŘŜŦƛƴƛǘƛƻƴ ƻŦ ǿƘŀǘ ŎƻƴǎǘƛǘǳǘŜ ŀ άǎǘŀƴŘŀǊŘƛȊŜŘέ ŘŜǊivative. The US Treasury plan introduced the 

ǇǊƛƴŎƛǇƭŜ ǘƘŀǘ άƛŦ ŀƴ h¢/ ŘŜǊƛǾŀǘƛǾŜ ƛǎ ŀŎŎŜǇǘŜŘ ŦƻǊ ŎƭŜŀǊƛƴƎ ōȅ ƻƴŜ ƻǊ ƳƻǊŜ Ŧǳƭƭȅ ǊŜƎǳƭŀǘŜŘ //tǎΣ ƛǘ 

ǎƘƻǳƭŘ ŎǊŜŀǘŜ ŀ ǇǊŜǎǳƳǇǘƛƻƴ ǘƘŀǘ ƛǘ ƛǎ ŀ ǎǘŀƴŘŀǊŘƛȊŜŘ ŎƻƴǘǊŀŎǘ ŀƴŘ ǘƘǳǎ ǊŜǉǳƛǊŜŘ ǘƻ ōŜ ŎƭŜŀǊŜŘέΦ 

Despite being described as the main beneficiaries of the regulatory overhaul, exchanges and 

clearinghouses have expressed their concern that the US Treasury plan could bring regulators to 

ƳŀƴŘŀǘŜ ǿƘŀǘ ŎƻƴǘǊŀŎǘǎ Ƴǳǎǘ ōŜ ŎƭŜŀǊŜŘ ƻǊ ǘƻ ƭŜƎƛǎƭŀǘŜ ŀ ǎǘǊƛŎǘ ŘŜŦƛƴƛǘƛƻƴ ƻŦ άǎtandardized 

ŘŜǊƛǾŀǘƛǾŜέ ǘƘŀǘ ǿƻǳƭŘ ŦƻǊŎŜ ŎǳǎǘƻƳƛȊŜŘ ǇǊƻŘǳŎǘǎ ƛƴǘƻ ŎƭŜŀǊƛƴƎƘƻǳǎŜǎΦ L{5! ŎƻƴǘŜǎǘŜŘ ǘƘŜ ¢ǊŜŀǎǳǊȅ 

ǇǊƻǇƻǎŀƭΣ ŀǊƎǳƛƴƎΥ άdue to commercial considerations, the willingness of a clearinghouse to accept a 

transaction for clearing should not create a ǇǊŜǎǳƳǇǘƛƻƴ ƻŦ ǎǘŀƴŘŀǊŘƛȊŀǘƛƻƴέ66. Financial industry 

actors pled regulators to keep mandatory requirements to a minimum, and let them be in charge of 

deciding what products could be cleared safely. In particular exchanges and clearinghouses 

expressed two concerns. First they argued that forcing customized products into clearinghouses 

would create risks for the same clearinghouses since customized products are less liquid than 

standardized products. Second, they argued that any rigid definition of standardization would be 

inadequate for the dynamic and innovative nature of financial markets, and would be outdated 

rapidly.67  According to market participants, it should be the market and not the intervention of 

legislators deciding which OTC products should be cleared. 

The bill presented by Barney Frank took a different approach, requiring clearing organizations to seek 

approval from the CFTC or the SEC before a swap or class of swaps can be accepted for clearing 

The decision to empower regulators was questioned by the same federal regulators. In particular the 

Chairman of the CFTC Richard Gensler argued that this responsibility would be too burdensome for 

the CFTC, and that the task was best delegated to the clearinghouses: ά¢ƘƻǳƎƘ ǘƘŜǊŜ Ƴǳǎǘ ōŜ 

appropriate regulation of the clearing process, I believe it is best for a clearinghouse that is managing 

its risk to determine if a particular product should be cleared. The market regulators would oversee 

ǘƘƻǎŜ ŘŜǘŜǊƳƛƴŀǘƛƻƴǎΦέ68 Frank ultimately amended his bill and introduced a provision similar to the 

                                                 
65 14 October 2009 - US House Panel Alters Derivatives Bill To Include More Big Cos 
66 ISDA, ñPress Release: ISDA Ceo Addresses US House Agriculture Committeeò, 17 September 2009  
67Jeremy Grant, ñGeithnerôs OTC plans alarm exchangesò, Financial Times, 10 June 2009   
68  House Financial Services Committee Hearing - Reform of the Over-the-Counter Derivative Market: Limiting Risk and Ensuring Fairness, 
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US Treasury Plan and Peterson bill to mandate that all swaps accepted by a regulated clearinghouse 

or exchange must be cleared.69 

However, also the choice of granting clearinghouses the authority to define whether or not a trade 

can be cleared presents some problems. Commentators have pointed out the conflict of interests 

between dealers and clearinghouses. The largest derivative dealers had a stake in ICE Trust, the 

largest clearinghouse for credit default swaps. As a consequence, they would have an incentive in 

declaring that those derivatives that are the most profitable when traded OTC are not clearable.70 

To address this issue, Rep. Stephen Lynch introduced an amendment in the Frank bill to limit to 20% 

the voting rights of dealers into clearing facilities, although the proposal was criticized because it 

could have been anticompetitive and it would have limited the number of clearinghouses.71   

  

 

 

 

   

  

  

 

 

 

 

 

 

 

 

 

                                                                                                                                                         

7 October 2009 
69 Derivatives Week, ñFrank Toughens Derivative Billò, 14 October 2009 
70 Gretchen Morgenson, ñDonôt let Exceptions Kill the Ruleò, New York Times, 18 October 2009 
71 Reuters, Frank letter to Schapiro and Gensler, 3 November 2009. 
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II. CREDIT RATING AGENCIES 

 

 

Credit rating agencies have blamed of being among the primary responsible for the subprime 

mortgage crisis, by having significantly underestimated the risk attached to mortgage-backed 

securities and by enabling these products to be sold across the global financial markets. As the 

shortcomings of credit rating agencies have rapidly become evident, the regulation of rating agencies 

has come to occupy an important place in the US regulatory reaction to the financial crisis since the 

early stage of the crisis.   

 

Credit Rating Agencies ς Table of Content 
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нΦмΦм ¢ƘŜ άbŀǘƛƻƴŀƭƭȅ wŜŎƻƎƴƛǎŜŘ {ǘŀǘƛǎǘƛŎŀƭ wŀǘƛƴƎ hǊƎŀƴƛȊŀǘƛƻƴέ ǎǘŀǘǳǎ ........................... 38 
2.1.2. The Credit Rating Agency Reform Act of 2006 ........................................................... 39 
2.1.3 CRAs come under the spotlight ................................................................................... 39 

2.2 Disclosure requirements ............................................................................................ 43 
2.2.1 Transparency on rating history and methodologies .................................................... 43 

Short Summary 

1. The first section (Section 2.1) analyzes the evolution of the regulatory regime regulating credit rating 
agencies prior and after the crisis. Unlike in the European Union, a regulatory framework for rating 
agencies has been in place since the 1970s (Section 2.1.1), although it fully developed only after the 
Enron scandal and the Credit Rating Agency Reform Act of 2006 (Section 2.1.2). Section 2.1.3 describes 
how this regulatory regime has become very soon after the beginning of the crisis the object of 
significant reforms introduced by federal regulators and the US Congress. 

2. The rest of this part will instead analyze the content of these regulatory reforms. Section 2.2 will 
summarize the measures taken by US regulators to improve the quality of the rating process by 
enhancing its transparency. Measures have been introduced to shed light upon the rating history, 
performance, and methodologies (Section 2.2.1), the information used by an agency to formulate the 
rating (Section 2.2.2), and to differentiate ratings on structured finance products from other products 
(Section 2.2.3). 

3. Section 2.3 analyzes the measures taken by US regulatory authorities to mitigate the conflicts of 
interest in the rating business. This part summarizes the disclosure requirements introduced to shed 
lights upon conflicts of interests (Section 2.3.1), the new prohibition on potential sources of conflicts of 
interests (Section 2.3.2), and the measures taken to discourage the so-ŎŀƭƭŜŘ άǊŀǘƛƴƎ ǎƘƻǇǇƛƴƎέ όSection 
2.3.3). US regulators have instead decided not to tackle directly what most observers consider the 
primary source of conflicts of interests in CRA activities: the issuer-pays business model (Section 2.3.4). 

4. Section 2.4 discusses how regulators have addressed what had been perceived as an important factor 
in the financial crisis: the excessive reliance on their ratings. 

5. Section 2.5 analyzes the proposals to improve the quality of credit ratings by increasing the liability of 
the agencies for their ratings under securities laws. 

6. Section 2.6 describes how the crisis has also brought to a strengthening in the SEC authority over credit 
rating agencies 
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2.1 The regulation of CRAs before the Crisis 

 

нΦмΦм ¢ƘŜ άbŀǘƛƻƴŀƭƭȅ wŜŎƻƎƴƛǎŜŘ {ǘŀǘƛǎǘƛŎŀƭ wŀǘƛƴƎ hǊƎŀƴƛȊŀǘƛƻƴέ ǎǘŀǘǳǎ 

Credit rating agencies have been subject a regulatory regime in the US since 1975, when the SEC 

established the Nationally Recognised Statistical Rating Organization (NRSRO). This regulatory regime 

was established to distinguish among grades of debt creditworthiness and to identify those agencies 

whose ratings could be used in various regulations under the federal securities laws.  

Under this regime, the SEC assessed whether a ratƛƴƎ ŀƎŜƴŎȅ ǿŀǎ άƴŀǘƛƻƴŀƭƭȅ ǊŜŎƻƎƴƛȊŜŘέ ōȅ ǘƘŜ 

predominance of securities rating users and could qualify as NSRSO. In that case, the SEC would 

release no-action letters, stating that it would not recommend enforcement action against broker-

dealers who used ǘƘŜ ŀƎŜƴŎȅΩǎ ŎǊŜŘƛǘ ǊŀǘƛƴƎǎ ŦƻǊ ǊŜƎǳƭŀǘƻǊȅ ǇǳǊǇƻǎŜǎΦ IƻǿŜǾŜǊΣ ǘƘŜ bw{wh 

accreditation did not give the SEC any statutory regulatory authority. The SEC did not oversee ratings 

methodologies, or carried out any regulator oversight of the way the agencies operate.  

The SEC received regulatory authority over CRAs only after the Enron collapse in 2001. The US 

Congress expressed concerns about the role that CRAs played in the failure of Enron, which remained 

highly rated until the wake of its collapse. In response to a Congressional directive contained in the 

Sarbanes-Oxley Act of 2002, the SEC submitted in January 2003 to Congress its Report on the role 

and functioning of credit rating agencies, followed in June by a Concept Release to seek comments 

about the appropriate degree of regulatory oversight that should be applied to credit rating agencies. 

The SEC did not call for a transfer of regulatory responsibility, but rather most regulators maintained 

ǘƘŀǘ ǘƘŜ άŀƎŜƴŎƛŜǎ ǎƘƻǳƭŘ ǘƘŜƳǎŜƭǾŜǎ ōŜ ǊŜǎǇƻƴǎƛōƭŜ ŦƻǊ ǇƻƭƛŎƛng conflicts of interest, and ensuring 

ǘƘŜ ƛƴǘŜƎǊƛǘȅ ƻŦ ǘƘŜƛǊ ŀƴŀƭȅǎƛǎέΦ72 

 

 

                                                 
72 Davies, H. and D. Green (2008). Global financial regulation : the essential guide. Cambridge, MA, Polity, page. 70 



 

39 

2.1.2. The Credit Rating Agency Reform Act of 2006 

The SEC report did not satisfy the US Congress, who decided to legislate on this issue by approving 

the Credit Rating Agency Reform Act of 2006. This piece of legislation ended the self-regulatory 

status of the industry that had lasted for one century. The NSRSO accreditation was replaced with a 

new status of Statistical Rating Organizations and the bill provided the SEC authority to regulate 

these agencies and to examine their records to assess the compliance with these rules. Under the 

CRA Reform Act, each agency seeking to be recognized as an NRSRO must apply for registration with 

the Commission and comply with certain regulatory requirements (see Box 2.1). 

 

The provisions in the CRA Reform Act are consistent with the IOSCO Code of Conduct but are 

ǎƛƎƴƛŦƛŎŀƴǘƭȅ ƳƻǊŜ ŘŜǘŀƛƭŜŘΦ ¢ƘŜ Ƴƻǎǘ ǎƛƎƴƛŦƛŎŀƴǘ ŘƛŦŦŜǊŜƴŎŜ ƛǎ ǘƘŀǘ ƛƴǎǘŜŀŘ ƻŦ ǘƘŜ ΨŎƻƳǇƭȅ ƻǊ ŜȄǇƭŀƛƴΩ 

approach under the IOSCO Code, the US regulatory approach empowers the SEC to police CRAs and 

to undertake enforcement actions.  

 

 

2.1.3 CRAs come under the spotlight  

The regulatory regime introduced by the CRA Reform Act of 2006 has become effective only a few 

months before the beginning of the crisis in June 2007. However, very shortly after its introduction, 

this regulatory regime became the object of significant reforms. 

Box 2.1: Regulatory requirements introduced by the CRA Reform Act of 1996: 

1) Disclosure: registered rating agencies are required to disclose a general description of its procedures 
and methodologies, as well as certain performance measurement statistics. 

2) Conflicts of Interest and Prohibited Practices: the CRA Reform act requires rating agencies to maintain 
policies to manage and disclose their conflicts of interest. The SEC has then adopted rules to prohibit 
certain conflicts of interest. In most cases, conflicts of interest need simply to be disclosed in order to 
ŀƭƭƻǿ ǳǎŜǊǎ ǘƻ ŀǎǎŜǎǎ ǿƘŜǘƘŜǊ ǘƘŜ ŎƻƴŦƭƛŎǘǎ ƛƳǇŀŎǘ ǘƘŜ ŀƎŜƴŎȅΩǎ ƧǳŘƎƳŜƴǘΦ {9/ ǊǳƭŜǎ ŀƭǎƻ ǇǊƻƘƛōƛǘ 
certain abusive practices from CRAs, such as threatening to modify a credit rating based on whether 
the issuer purchases the credit rating. 

3) Record-keeping: the CRA Act requires CRAs to maintain certain records, such as documentation of its 
established procedures and methodologies, as well as records of the internal and external 
communications. The SEC is requested by the bill to examine periodically all the records of an NRSRO 
when this is deemed necessary for the protection of investors or it is in the public interest. The CRA 
must also provide, on a confidential basis, certain information regarding its revenues and 
compensations of credit analysts. 

4) Ratings and methodologies: While the CRA Act gives the SEC the authority to police CRAs conduct to 
penalize them for wrongdoing, regulators cannot second-guess ratings and sanction an agency for a 
poor rating record. The CRA Reform Act expressly stated that the Commission has no authority to 

ǊŜƎǳƭŀǘŜ άǘƘŜ ǎǳōǎǘŀƴŎŜ ƻŦ ǘƘŜ ŎǊŜŘƛǘ ǊŀǘƛƴƎǎ ƻǊ ǘƘŜ ǇǊƻŎŜŘǳǊŜǎ and methodologiesò. 
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Indeed, it did take too long in between the emergence of turbulence in the US mortgage markets and 

the moment when federal regulators started to focus their attention on the role played by credit 

rating agencies. 

As early as the end of July 2007, the SEC announced an investigation into the role played by rating 

agencies in the crisis, and on whether they had been influenced by issuers and underwriters in 

improperly inflating their ratings of mortgage-backed securities. The results of this investigation, 

released in July 2008, showed that rating agencies had struggled to stay abreast of the increase in the 

number and complexity of subprime mortgage-backed securities and collateralized debt obligations 

since 2002, they lacked comprehensive written procedures for rating these instruments, and did not 

manage appropriately their conflicts of interests in relation to these deals, nor effectively monitor 

these ratings.73 

 

In addition to the investigation conducted by the Securities and Exchange Commission, the 

tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ Ƙŀǎ ŀƭǎƻ ŀƴŀƭȅȊŜŘ ǘƘŜ ǊƻƭŜ ƻŦ /w!ǎ ƛƴ ƭŜƴŘƛƴƎ ǇǊŀŎǘƛŎŜǎ ŀƴŘ ƛƴ ǘƘŜ 

repackaging and selling of assets. In the report released in March 2008, the federal regulators 

acknowledged that CRAs had contributed to the market turmoil by underestimating the credit risk of 

subprime mortgage-backed securities. They thus stressed the need for rating agencies to improve 

their practices, and for investors to have a better understanding of the limitations of these ratings 

and to rely less on them. Similarly to what occurred in the regulation of derivatives, the approach 

adopted by federal regulators in the first stage of the crisis has been to recommend the same rating 

agencies and market actors to undertake self-regulatory initiatives to address the regulatory gaps 

highlighted by the crisis (see Box 2.2). Moreover, similarly to what occurred in the case of hedge 

fǳƴŘǎ ŘƛǎŎǳǎǎŜŘ ƭŀǘŜǊΣ ŦŜŘŜǊŀƭ ǊŜƎǳƭŀǘƻǊǎ ŀƴƴƻǳƴŎŜŘ ǘƘŀǘ ǘƘŜȅ ǿƻǳƭŘ άŦƻǊƳ ŀ ǇǊƛǾŀǘŜ-sector 

                                                 
73  SEC, Summary Report of Issues Identified in the Commission Staffôs Examinations of Select Credit Rating Agencies, 08 July 2008 

 

Box 2.2 - tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ ǊŜŎƻƳƳŜƴŘŀǘƛƻƴǎ ǘƻ /w!ǎ  

1) To disclose what qualitative reviews they perform on originators of assets that collateralize asset-
backed securities (ABS) rated by the CRA and to require underwriters of ABS to represent the level and 
scope of due diligence performed on the underlying assets;  

2) To enforce policies and procedures that manage conflicts of interest, including implementing changes 
suggested by the SEC's broad review of conflict of interest issues;  

3) To publish more information about the assumptions underlying their credit rating methodologies and 
models, so that users of credit ratings can understand how a particular credit rating was determined; 

4) To make changes to the credit rating process that would clearly differentiate ratings for structured 
products from ratings for corporate and municipal securities; 

5) To make ratings performance measures for structured credit products and other ABS readily available 
to the public in a manner that facilitates comparison across products and credit ratings; 

6) To work with investors to provide the information investors need to make informed decisions about 
risk, including measures of the uncertainty associated with ratings and of potential ratings volatility;  

7) To ensure that adequate personnel and financial resources are allocated to monitoring and updating its 
ratings. 

 

{ƻǳǊŎŜΥ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳp on Financial Markets. Policy Statement on Financial Market Developments, 

Washington, DC, March 13, 2008 
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committee to work toward implementation of these rating agency recommendations and develop 

ŀŘŘƛǘƛƻƴŀƭ ƻƴŜǎΣ ŀǎ ƴŜŜŘŜŘέΦ74  

However, this opportunity to self-regulate oŦŦŜǊŜŘ ǘƻ ǘƘŜ /w!ǎ ōȅ ǘƘŜ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇǎ 

ŎŀƳŜ ǿƛǘƘ ǘƘŜ ǘƘǊŜŀǘ ƻŦ άchanges to CRA oversight if the reforms adopted by the CRAs are not 

sufficient to ensure the integrity and transparency of ratingsέΦ75 In facts, it did not pass too long 

before the SEC started to use the regulatory authority granted by the CRA Reform Act of 2006 to 

propose a wide range of regulatory reforms. The measures taken by the SEC were complemented by 

a regulatory plan presented by the US Treasury in July 2009.76  

Another crucial actor that has emerged prominently in the debate over the regulation of credit rating 

agencies is the US Congress. Three bills were introduced throughout the course of 2009 by Rep. 

Darrell Issa, Senator Johnny Isakson, and Rep. Willliam Delahunt to ask the establishment of a 

commission to investigate the role of credit rating agencies in the financial crisis.  But US 

Congressmen went beyond simply investigating rating agencies and introduced several legislative 

proposals regulating different aspects of the rating business (see Box 2.3) 

 

 

                                                 
74 A group composed by different stakeholders and led by the Securities Industry and Financial Markets Association was created in July 

2008. 
75 Presidentôs Working Group on Financial Markets. Policy Statement on Financial Market Developments, Washington, DC, March 13, 2008 
76 US Treasury, ñPress Release: Administrationôs Regulatory Reform Agenda Moves Forward. Credit Rating Agency Reform Legislation 

sent to Capitol Hillò, 21 July 2009   
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The next section will discuss the content of the regulatory measures suggested by US federal 

authorities and the US Congress to regulate credit rating agencies. 

 

 

 

 

 

Box 2.3: Summary of legislative initiatives to regulate credit rating agencies introduced in the US Congress in 2009 

¶ WŀƴǳŀǊȅ нллфΥ άCƛƴŀƴŎƛŀƭ hǾŜǊǎƛƎƘǘ /ƻƳƳƛǎǎƛƻƴ !Ŏǘ ƻŦ нллфέ όƻǊ άLǎǎŀ ōƛƭƭέύ Ą this bill was introduced by Rep. 
Darrell Issa to establish a Commission to investigate the role of credit rating agencies in the crisis. Similar bills 
were introduced by Sen. Johnny Isakson and Rep. William Delahunt 

¶ CŜōǊǳŀǊȅ нллфΥ άTo direct the Securities and Exchange Commission to establish both a process by which asset-
backed instruments can be deemed eligible for NRSRO ratings and an initial list of such eligible asset-backed 
ƛƴǎǘǊǳƳŜƴǘǎέ Ą Rep. Gary Ackerman and Rep. Michael Castle reintroduced a bill which would require the SEC to 
set the criteria for the kind of structured finance products eligible to receive ratings from credit rating agencies 
designated as NRSRO. The SEC would thus have the authority to prohibit CRA to rate those structured finance 
products whose future performances cannot be reasonably predicted, such as those without established track 
records and proven default rates, and securitization that are not comprised of homogeneous securities. 

¶ aŀǊŎƘ нллфΥ ά/ǊŜŘƛǘ wŀǘƛƴƎ !ƎŜƴŎȅ wŜŦƻǊƳ !Ŏǘέ Ą Introduced by Rep. Patrick McHenry this bill would require 
CRAs to provide additional disclosures to ensure that CRAs have received from issuers and originators adequate 
information on the assets underlying a structured security, as well it required CRA to institute procedures for 
receiving these data 

¶ !ǇǊƛƭ нллфΥ ά/ǊŜŘƛǘ wŀǘƛƴƎ !ƎŜƴŎȅ wŜǎǇƻƴǎƛōƛƭƛǘȅ !Ŏǘέ Ą This bill presented by Sen. Mark Pryor requires the SEC to 
ŀƴƴǳŀƭƭȅ ŀǳŘƛǘ ŜŀŎƘ bw{wh ǘƻ ŜƴǎǳǊŜ ǘƘŀǘ ǘƘŜƛǊ ǊŀǘƛƴƎ ƳŜǘƘƻŘǎ ŀƴŘ ǇǊƻŎŜŘǳǊŜǎ ŀǊŜ άǎƻǳƴŘΣ ŀŘƘŜǊŜŘ ǘƻ ŀƴŘ 
ŘƛǎŎƭƻǎŜŘέΦ 

¶ aŀȅ нллфΥ άwŀǘƛƴƎ !ŎŎƻǳƴǘŀōƛƭƛǘȅ ŀƴŘ ¢ǊŀƴǎǇŀǊŜƴŎȅ 9ƴƘŀƴŎŜƳŜƴǘ !Ŏǘ ƻŦ нллфέ όƻǊ άwŜŜŘ ōƛƭƭέύ Ą Introduced by 
Sen. Reed, this bill presented several regulatory provisions similar to those already introduced by the SEC (e.g. 
creation of an office within the SEC for regulating NRSRO, require certification if due diligence has been 
conducted on the information used by a CRA, enhancing disclosure requirements about models, methodology, 
fees, and performance, revolving door policies and independent compliance officer to manage conflicts of 
interest). The bill also introduced a liability regime for rating agencies by scaling back some of the protections 
they have long been afforded to credit-rating agencies in the Private Securities Litigation Reform Act of 1995. The 
ōƛƭƭ ŀƭǎƻ άǊŜǉǳƛǊŜǎ ǘƘŜ {9/ ǘƻ ŜȄǇƭƻǊŜ ŀƭǘŜǊƴŀǘƛǾŜ ƳŜŀƴǎ ƻŦ bw{wh ŎƻƳǇŜƴǎŀǘƛƻƴΣ ŀƴŘ ǊŜǉǳƛǊŜǎ ŀ DƻǾŜǊƴƳŜƴǘ 
Accountability Office study ƻƴ ǇŀȅƳŜƴǘ ƳŜǘƘƻŘǎΣ ƛƴ ƻǊŘŜǊ ǘƻ ŎǊŜŀǘŜ ƛƴŎŜƴǘƛǾŜǎ ŦƻǊ ƎǊŜŀǘŜǊ ŀŎŎǳǊŀŎȅέΦ ¢Ƙƛǎ ōƛƭƭ ǿŀǎ 
firstly introduced ƛƴ aŀǊŎƘ нллф ŀǎ ά/ǊŜŘƛǘ wŀǘƛƴƎ wŜŦƻǊƳ !Ŏǘ ƻŦ нллфέΦ 

¶ Wǳƭȅ нллфΥ ά¢ƻ ŀƳŜƴŘ ǘƘŜ CŜŘŜǊŀƭ wŜǎŜǊǾŜ !Ŏǘ ǘƻ ŀǳǘƘƻǊƛȊŜ CŜŘŜǊŀƭ wŜǎŜǊǾŜ .ŀƴƪǎ ǘƻ ŜȄŀƳƛƴŜ ǘƘŜ Ƴethodologies 
of used by nationally recognized statistical rating organizations in analyzing and rating asset backed securities and 
ǎǘǊǳŎǘǳǊŜŘ ŦƛƴŀƴŎŜ ǇǊƻŘǳŎǘǎ όIΦwΦ омнуύέ Ą Introduced by Rep. Keith Ellison, this bill would give the Federal 
Reserve authority over the credit rating agencies when they analyze and rate structured financial products.  
Under this program, the Fed had announced a review of the methodologies employed by CRAs analyzing the 
assets eligible to be financed in the Term Asset-Backed Securities Loan Facility (TALF) program.   

¶ hŎǘƻōŜǊ нллфΥ ά!ŎŎƻǳƴǘŀōƛƭƛǘȅ ŀƴŘ ¢ǊŀƴǎǇŀǊŜƴŎȅ ƛƴ wŀǘƛƴƎ !ƎŜƴŎƛŜǎ !Ŏǘέ Ą Introduced by the House Financial 
Services Capital Markets Subcommittee Chairman Paul Kanjorski, the bill requested the SEC to review ratings, 
policies, procedures and methodologies of rating agencies, required each credit rating agency to have a Board of 
Directors with one-third independent directors, introduced a collective liability regime for credit ratings (this 
provision was later dropped).   

/congress/bill.xpd?bill=h111-1181
/congress/bill.xpd?bill=h111-1181
/congress/bill.xpd?bill=h111-1181
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2.2 Disclosure requirements 

 

2.2.1 Transparency on rating history and methodologies 

In order to address the failure or rating agencies in assessing the riskiness of structured finance 

products, the first approach undertaken by Securities and Exchange Commission throughout 2008 

and 2009 consisted in the introduction of enhanced disclosure requirements (see Box 2.4). According 

to the SEC these disclosure requirements would provide market participants with the information 

they needed to monitor and compare how rating agencies originally rated an entity or a security and 

to make a better use of credit ratings.  

 

 

 

 

 

BOX 2.4 ς Disclosure Requirements introduced by SEC 

1) Ratings history and performance:  
a. Rating history: The SEC required credit rating agency to record and disclose all rating actions 

(e.g. initial ratings and following changes) in order to allow examiners to track the history of 
all current ratings. While the initial proposal released by the SEC in February 2009 requested 
CRAs to disclose only a random sample of 10% of its outstanding issuer-paid credit ratings, in 
September this threshold was raised to request disclosure of ratings history information for 
100% of all issuer-paid credit ratings. 

b. Rating Performance: Rating agencies are required to provide greater information about how 
the ratings hold up over time. In particular, CRAs were required to provide annual reports 
detailing all upgrades and downgrades for each asset class of credit ratings as well as default 
statistics over one-, three, and ten-year periods. Rating agencies are also requested to supply 
default statistics for the securities they rate, including after a rating is withdrawn. 

 

2) Ratings Methodologies: The SEC has requested rating agencies to enhance disclosure concerning the 
procedures and methodologies they use in rating structured finance products as well as in the 
surveillance of these ratings 

a. Quality of underlying data: In particular, the SEC asked CRAs to disclose information about the 
quality of information concerning the assets underlying a structured finance product they 
rate, if they rely on the due diligence of others to verify the assets underlying a structured 
products or if they performed a verification, and whether the quality of this information 
factored into the determination of the ratings.  

b. Surveillance: More information is also requested with respect to rating surveillance (e.g. 
frequency of ratings reviewed, models used, whether changes to rating or surveillance 
models are applied retroactively).  

c. Record of model deviation: in the case a quantitative model is a significant element in the 
determination of a credit rating for a structured finance product, the SEC required rating 
agency to explain the rationale for any material difference between the rating implied by the 
model and the final rating issued. 
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It is important to notice is that only very few of these proposals sought to directly influence the 

methodologies used by the rating agencies. For instance, the US authorities have requested rating 

agencies to disclose the level of due diligence conducted on the underlying assets of structured 

securities product but they did not require them to conduct such due diligence. In response to 

criticism for the lack of this provision, the Treasury assistant secretary for financial institutions ar-

gued that requiring rating agencies to perform such due diligence would problematically involve the 

government in dictating the kind of methodology that the rating agencies should use. This would 

violate the mandate granted by the CRA Reform Act of 2006, which explicitly states that that the 

/ƻƳƳƛǎǎƛƻƴ Ƙŀǎ ƴƻ ŀǳǘƘƻǊƛǘȅ ǘƻ ǊŜƎǳƭŀǘŜ άǘƘŜ ǎǳōǎǘŀƴŎŜ ƻŦ ǘƘŜ ŎǊŜŘƛǘ ǊŀǘƛƴƎǎ ƻǊ ǘƘŜ ǇǊƻŎŜŘǳǊŜǎ ŀƴŘ 

ƳŜǘƘƻŘƻƭƻƎƛŜǎέΣ ǘƘǳǎ ƴƻǘ ŀƭƭƻǿƛƴƎ ǘƘŜ {9/ ǘƻ ǎŀƴŎǘƛƻƴ ŀƴ ŀƎŜƴŎȅ ǘƘŀǘ Ŧŀƛƭǎ ǘƻ maintain a suitable 

level of reliability. 

Moreover, according to the US Treasury, this would put the government in the position to validate 

private sector actors and it would likely exacerbate over-reliance on ratings. According to federal 

regulatory agencies, the role of public authorities in the regulation of ratings should be limited to 

requiring more transparency so that investors can "judge for themselves whether the kind of due 

diligence has been done on a rating is satisfactory or notέΦ77  

 

2.2.2 Transparency on information underlying a rating 

An alternative set of measures has sought to increase the quality of ratings of structured finance 

products by giving the other agencies a chance to rate the product even if they are not paid by the 

issuers. The SEC has approved a proposal requesting CRAs rating structured finance products to 

disclose to other rating agencies all information provided by issuers and underwriters used in deter-

mining the initial credit rating and performing credit rating surveillance.78   

CRAs have questioned the viability of disclosing such information to their competitors. According to 

Deven Sharma ƻŦ {ǘŀƴŘŀǊŘ ϧ tƻƻǊϥǎΣ άǘƘƛǎ ǿƻǳƭŘ ŎƻƴǎǘƛǘǳǘŜ ŀƴ ǳƴǇǊŜŎŜŘŜƴǘŜŘ ƛƴǘǊǳǎƛƻƴ ƛƴǘƻ 

competitive businesses and fundamentally subvert intellectual property rights in a manner that 

would undoubtedly chill robust analysis by NRSROs and otherwise restrict development and 

ƛƴƴƻǾŀǘƛƻƴ ƛƴ ǘƘŜ ǊŀǘƛƴƎǎ ƛƴŘǳǎǘǊȅέΦ79  

While the SEC proposal would not oblige other agencies to rate these products, an alternative 

proposal to achieve this goal has been presented by the Senate Charles Schumer. Schumer has 

proposed that the SEC should randomly choose a credit rating agency to provide a back-up random 

rating different from the one paid for by the issuer.80 

                                                 
77 Assistant Secretary for Financial Institutions Michael S.  Barr, Written Testimony Senate Committee on Banking, Housing, and Urban 

Affairs, 5 August 2009  
78 An earlier version of this proposal would have requested CRAs to disclose this information publicly.  
79 S&P's (2009). Testimony of Deven Sharma, Washington, DC, United States House of Representatives Committee on Financial Services 

and Subcommittee on Capital Markets, Insurance and Government-Sponsored Enterprises, 30 September 2009. 
80 Schumer seeks to have the SEC randomly assign a second rating for products.  According to Dodd this second rating would not be required 

for all securities but it would only conducted periodically. Dodd suggested that every tenth debt security produced by a corporation could be 
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The US Treasury supported the goal of encouraging second ratings, but it did not go as far as 

άǇƛŎƪƛƴƎέ ǊŀǘŜǊǎ ƻǊ ƳŀƴŘŀǘƛƴƎ ǘƘƛǎΦ hƴ ǘƘŜ ŎƻƴǘǊŀǊȅ ǘƘŜ ǎƻƭǳǘƛƻƴ ŜƴŘƻǊǎŜŘ ōȅ ǘƘŜ {9/ ŀƴŘ ¦{ ¢ǊŜŀǎǳǊȅ 

requires issuers to provide the same data they provide to one credit rating agency as a basis of a 

rating to other raters. According to the US Treasury Assistant-secretary Michael Barr Schumer's 

random assignment could provide a "seal of approval to the rating" that would give investors an 

artificial sense of comfort with the rating. 81 

 

2.2.3 Differentiating Ratings for Structured Finance Products 

Lƴ ǘƘŜ ǊŜǇƻǊǘ ǇǳōƭƛǎƘŜŘ ōȅ ǘƘŜ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ ƛƴ aŀǊŎƘ нллуΣ ŦŜŘŜǊŀƭ ǊŜƎǳƭŀǘƻǊǎ ŀƭǎƻ 

recommended industry-ǇŀǊǘƛŎƛǇŀƴǘǎ ǘƻ άmake changes to the credit rating process that would clearly 

ŘƛŦŦŜǊŜƴǘƛŀǘŜ ǊŀǘƛƴƎǎ ŦƻǊ ǎǘǊǳŎǘǳǊŜŘ ǇǊƻŘǳŎǘǎ ŦǊƻƳ ǊŀǘƛƴƎǎ ŦƻǊ ŎƻǊǇƻǊŀǘŜ ŀƴŘ ƳǳƴƛŎƛǇŀƭ ǎŜŎǳǊƛǘƛŜǎέΦ82 

This reform was endorsed by the SEC, which in June 2008 discussed a revision to its rulebook to 

require CRAs to differentiate the rating symbols applied to ratings of structured finance products 

from the symbols for non-structured products, or a requirement for CRAs to issue a report disclosing 

the differences between ratings of structured products and other securities. However, in a second 

moment the SEC decided to drop this amendment.  

The proposal was instead included in the legislative proposal that the US Treasury sent to Congress. 

¢ƘŜ ōƛƭƭ ǎǘŀǘŜŘΥ άhƴŜ ƻŦ ǘƘŜ ŎƘŀƭƭŜƴƎŜǎ ƛƴ ǘƘŜ ŎǳǊǊŜƴǘ ŎǊƛǎƛǎ ǿŀǎ ǘƘŀǘ ƛƴǾŜǎǘƻǊǎ ŘƛŘ ƴƻǘ Ŧǳƭƭȅ ǊŜŀƭƛȊŜ ǘƘŀǘ 

the risks posed by structured products such as asset-backed securities are fundamentally different 

ŦǊƻƳ ǘƘƻǎŜ ǇƻǎŜŘ ōȅ ŎƻǊǇƻǊŀǘŜ ōƻƴŘǎΣ ŜǾŜƴ ǿƛǘƘ ǎƛƳƛƭŀǊ ŎǊŜŘƛǘ ǊŀǘƛƴƎǎέΦ ¢ƘŜ ¦{ ¢ǊŜŀǎǳǊȅ Ǉƭŀƴ ǘƘǳǎ 

ǊŜǉǳƛǊŜŘ άǊŀǘƛƴƎ ŀƎŜƴŎƛŜǎ ǘƻ ǳǎŜ ŘƛŦŦŜǊŜƴǘ ǎȅƳōƻƭǎ ŦƻǊ ǎǘǊǳŎǘǳǊŜŘ finance products as an indication of 

ǘƘŜǎŜ ŘƛǎǇŀǊŀǘŜ Ǌƛǎƪǎέ83 

aƻƻŘȅΩǎ Ƙŀǎ ǇǳōƭƛǎƘŜŘ ŀ Ŏƻƴǎǳƭǘŀǘƛƻƴ ǎǳǊǾŜȅ ǘƻ ǎŜŜƪ ŦŜŜŘōŀŎƪǎ ŦǊƻƳ ƳŀǊƪŜǘ ǇŀǊǘƛŎƛǇŀƴǘǎ ƻƴ ǘƘŜ 

possibility of differentiating structure finance ratings from non-structured finance ratings and 

suggesting different solutions to achieve this goal (see Box 2.5).84 Also {ǘŀƴŘŀǊŘ  ϧ tƻƻǊΩǎ ǇǊƻǇƻǎŜŘ 

ǘƻ ŘƛŦŦŜǊŜƴǘƛŀǘŜ ǎǘǊǳŎǘǳǊŜŘ ǊŀǘƛƴƎǎ ōȅ ŀŘŘƛƴƎ ŀƴ άƛŘŜƴǘƛŦƛŜǊέ ǘƻ ƴŜǿ ŀƴŘ ŜȄƛǎǘƛƴƎ ǎŜŎǳǊƛǘƛǎŀǘƛƻƴ ǊŀǘƛƴƎǎΦ 

However, both agencies have in a second moment announced that they would not create a separate 

                                                                                                                                                         

subject to a second rating produced by a random rater, or every tenth security produced by all the rating shops be subject to a back up second 

rating in order to surprise raters and issuers.  According to Dodd this random evaluation ñwould provide a check against ratings shopping and 

other conflicts of interest inherent in the system." Moreover, this CRAs would not be selected exclusively among the big three rating 

agencies 

 
81 Reuters, ñTreasury: Government shouldn't be involved in credit ratings; Schumer seeks to have the SEC randomly assign a second rating 

for productsò, 5 August 2009  
82 PWG (2008). Policy Statement on Financial Market Developments, Washington, President's Working Group on Financial Markets,, March 

13. 
83 US Treasury, ñPress Release: Administrationôs Regulatory Reform Agenda Moves Forward. Credit Rating Agency Reform Legislation 

sent to Capitol Hillò, 21 July 2009 

 
84 Moody's (2008). Should Moody's Consider Differentiating Structured Finance and Corporate Ratings? Request for Comment, New York, 

Moody's Global Credit Policy, February 2008. 
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rating scale for structured finance products given the negative feedbacks they had received from 

market participants.  

Indeed, different financial actor groups, ranging from the American Securitisation Forum to the 

Commercial Mortgage Securities Association, from the Securities Industry Financial Markets 

Association to the European Banking Federation have opposed the introduction of separate scale for 

structured finance products.85 Both issuers of structured finance products and investors argued that 

this change could damage capital markets by leading to a sudden sale of structured finance securities 

in an already illiquid market and increase the cost of raising capital. Moreover, this move would have 

forced market actors to adjust their investment guidelines with uncertain outcomes. Since ratings 

with existing symbols are frequently embedded within the existing regulations, laws, corporate and 

investment guidelines, and bilateral contracts, differentiating ratings could generate significant 

market disruption and it would also require substantive revisions of these rules. 

 

 

2.3 Conflict of Interest   

 

Trying to explain the failure of credit rating agencies to assess the riskiness of structured finance 

products prior to the crisis, many analysts have pointed the finger towards several conflicts of 

interests that characterize the relation between agencies and the issuers of these securities. Nor only 

the large majority of rating agencies are paid by the same issuers of the products they rate, but they 

also engage in discussion with them on how to structure a financial product given their rating 

                                                 
85 European Banking Federation, ñEuropean Banking Federation response to CESRò, 24 June 2008; SIFMA, ñProposal for a Regulatory 

Framework for CRAs and Embedded Ratings Policy Options Securities Industry and Financial Markets Associationò, 5 September 2008. 

  .ƻȄ нΦрΥ aƻƻŘȅΩǎ ǇǊƻǇƻǎŀƭǎ ǘƻ ŘƛŦŦŜǊŜƴǘƛŀǘŜ ǎǘǊǳŎǘǳǊŜŘ ŦƛƴŀƴŎŜ Ǌatings: 

1. Move to a completely new rating scale for structured securities, for example, numerical rankings of 1-
21.  These would continue to contain ordinal rankings of expected credit risk and would probably map 
to corporate ratings.   

2. Add a modifier to all structured ratings utilizing the existing rating scale, e.g., Aaa.sf.  This would 
designate the issue as structured, but add no other additional information.  

3. Add a suffix to the existing rating scale for structured ratings that contains additional information ς for 
example, estimates of multi-notch rating transition risk.  This could be Aaa.v1, Aaa.v2, etc.  We would 
derive these gradations through an analytical process that would be disclosed to the market.  

4. Use the existing rating scale for structured securities, and put additional analytical information in a 
ǎŜǇŀǊŀǘŜ ǎŎŀƭŜ ǘƘŀǘ ǿƻǳƭŘ ŜȄƛǎǘ ƛƴ ŀ ǎŜǇŀǊŀǘŜ Řŀǘŀ ŦƛŜƭŘΦ  CƻǊ ŜȄŀƳǇƭŜΣ ŀƴ ƛǎǎǳŜ ŎƻǳƭŘ ƘŀǾŜ ŀ ά!ŀŀ ǊŀǘƛƴƎΣ 
ǿƛǘƘ ŀ ǊŀǘƛƴƎǎ ŎƘŀƴƎŜ Ǌƛǎƪ ƛƴŘƛŎŀǘƻǊ ƻŦ ǾмέΦ   ¢ƘŜ ŀŘŘŜŘ ŦƛŜƭŘ ǿƻǳƭŘ ōŜ ŀƴŀƭƻƎƻǳǎ ǘƻ ƻǳǊ ŜȄisting ratings 
outlooks and watchlists.  

5. Make no changes to the rating scale, but provide additional information and commentary through 
written research.  

Source: Moody's (2008). Should Moody's Consider Differentiating Structured Finance and Corporate Ratings? 

Request for Comment, New York, Moody's Global Credit Policy, February 2008. 
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methodologies.  

 

2.3.1 Disclosure of conflicts of interests   

The first set of measures introduced by the SEC to address the conflict of interests in the rating of 

structured finance products was to beef up its disclosure requirements in relation to conflicts of 

interests. The SEC approved new disclosure requirements forcing CRAs to publicly disclose the per-

centage of the net revenue attributable to the 20 largest users of credit rating services, and the per-

centage of the net revenue of the agency attributable to other services. These measures also re-

quired them to disclose in a consolidated report at the end of the year the name of any person or 

company that purchased services and the relative percentage of revenues attributable to each client. 

Also the legislative proposal drafted by the US Treasury introduced a similar provision, requesting 

ŜŀŎƘ ǊŀǘƛƴƎ ǊŜǇƻǊǘ ǘƻ άŘƛǎŎƭƻǎŜ ǘƘŜ ŦŜŜǎ Ǉaid by the issuer for a particular rating, as well as the total 

ŀƳƻǳƴǘ ƻŦ ŦŜŜǎ ǇŀƛŘ ōȅ ǘƘŜ ƛǎǎǳŜǊ ǘƻ ǘƘŜ ǊŀǘƛƴƎ ŀƎŜƴŎȅ ƛƴ ǘƘŜ ǇǊŜǾƛƻǳǎ ǘǿƻ ȅŜŀǊǎέΦ These disclosure 

requirements were meant to provide information to assist investors in assessing the potential con-

ŦƭƛŎǘ ƻŦ ƛƴǘŜǊŜǎǘǎ ǘƘŀǘ ŎƻǳƭŘ ǳƴŘŜǊƳƛƴŜ ǘƘŜ ǊŀǘƛƴƎ ŀƎŜƴŎȅΩǎ ƻōƧŜŎǘƛǾƛǘȅΦ  

 

2.3.2 Restrictions to CRA activities 

The SEC has also amended its rulebook to widen the range of activities forbidden on the ground that 

they could originate conflicts of interests. First, the SEC has prevented credit analysts and the 

persons who establish ratings methodologies from participating in fee discussions with issuers, as 

well as from receiving gifts in any amount over $25 from those who they rate. Second, the SEC, as 

well as the US Treasury plan, introduced provisions to bar rating firms from providing consulting 

services to the firms they rate. A similar provision has been already implemented for audit firms in 

the passage of the Sarbanes-Oxley Act.  

This proposal received several criticisms from issuers and rating agencies. Rating agencies have 

argued that providing a rating to structured securities constitutes an iterative process between 

issuers and credit rating agencies. They described this practice as beneficial to the markets, since this 

interaction helps a rating agency to better understand the product proposed by the issuer, and it 

ƘŜƭǇǎ ǘƘŜ ƛǎǎǳŜǊ ǘƻ ǳƴŘŜǊǎǘŀƴŘ ǘƘŜ ƛƳǇƭƛŎŀǘƛƻƴǎ ƻŦ ǘƘŜ ǊŀǘƛƴƎ ŀƎŜƴŎȅΩǎ ƳŜǘƘƻŘƻƭƻƎƛŜǎ ŦƻǊ ǘƘŀǘ 

transaction. Rating agencies have also rejected the allegations that their analysts make 

recommendations regarding the structure, design, or marketing of structured products, arguing that 

the discussions they hold with issuers in rating any structured security do not transform rating 

agencies into advisors. Regulators have also acknowledged that it would be difficult to distinguish 

between the feedbacks provided during this process and recommendations made to obtain a desired 

rating. 

Third, the legislative plan sent by the US Treasury to Congress also stated that άif a rating agency 

employee is hired by an issuer and if the employee had worked on ratings for that issuer in the 
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preceding year, the rating agency will be required to conduct a review of ratings for that issuer to 

determine if any cƻƴŦƭƛŎǘǎ ƻŦ ƛƴǘŜǊŜǎǘ ƛƴŦƭǳŜƴŎŜŘ ǘƘŜ ǊŀǘƛƴƎ ŀƴŘ ŀŘƧǳǎǘ ǘƘŜ ǊŀǘƛƴƎ ŀǎ ŀǇǇǊƻǇǊƛŀǘŜέΦ ! 

similar provision was included into the Rating Accountability and Transparency Enhancement Act of 

2009, introduced in May 2009 by Senator Jack Reed. Sen. Reed had initially suggested the 

introduction of a one-year cooling off period, preventing a CRA from grading debt sold by a securities 

firm if the underwriter employed anyone who assessed bonds at the same rating company in the 

past year.  

Finally, a proposal presented by Rep. Paul Kanjorski in September 2009 but not endorsed by Federal 

regulators would instead dictate the governance arrangements of rating agencies, requiring them to 

have a Board of Directors with one-third independent directors whose compensation is not linked to 

the performance of the NRSRO and whose non-renewable term will not exceed 5 years. 

  

2.3.3 Rating Shopping 

The conflict of interest between issuers and rating agencies is amplified by the so-ŎŀƭƭŜŘ άǊŀǘƛƴƎ 

ǎƘƻǇǇƛƴƎέΦ ¢ƘŜ ǘŜǊƳ άǊŀǘƛƴƎ ǎƘƻǇǇƛƴƎέ ƛƴŘƛŎŀǘŜǎ ǿƘŜƴ ŀƴ ƛǎǎǳŜǊ ŀǘǘŜƳǇǘǎ ǘƻ άǎƘƻǇέ ŀƳƻƴƎ ǊŀǘƛƴƎ 

ŀƎŜƴŎƛŜǎ ōȅ ǎƻƭƛŎƛǘƛƴƎ άǇǊŜƭƛƳƛƴŀǊȅ ǊŀǘƛƴƎǎέ ŦǊƻƳ ƳǳƭǘƛǇƭŜ ŀƎŜƴŎƛŜǎ ŀƴŘ ƘƛǊƛƴƎ ǘƘŜ ŀƎŜƴŎȅ ƎƛǾƛƴƎ ǘƘŜ 

highest preliminary rating. US regulatory authorities have thus presented some regulatory measures 

designed with the intent of mitigating the risk that this practice could lead rating agencies to grant 

inflated ratings. 

The draft legislation issued by the US Treasury on July 2009 require an issuer to disclose all of the 

preliminary ratings it had received from different credit rating agencies.86  Also the SEC proposed in 

September 2009 the introduction of a requirement for issuers to disclose all pre-ratings obtained 

from a credit rating agency prior to selecting a firm to conduct a rating, as well as final ratings not 

used by a registrant. These disclosure requirements would have the effect of revealing to investors 

any offerings that received a more negative rating and pushed the issuer to shop for a better grade, 

and to learn if the issuer shopped around at several rating firms first.  

Moreover, also the provision introduced by the SEC requiring issuers to provide the same 

information they provide to one credit rating agency as the basis of a contracted rating to all other 

credit rating firms could limit the potential benefit from rating shopping. The notion that the 

disclosure of preliminary ratings could deter rating shopping was contested by credit rating agencies. 

CƻǊ ƛƴǎǘŀƴŎŜΣ ǘƘŜ /9h ƻŦ aƻƻŘȅΩǎ wŀȅƳƻƴŘ aŎ5ŀƴƛŜƭ ŀǊƎǳŜŘΥ άas issuers become aware that 

preƭƛƳƛƴŀǊȅ ǊŀǘƛƴƎǎ ǿƛƭƭ ōŜ ǊŜǉǳƛǊŜŘ ǘƻ ōŜ ŘƛǎŎƭƻǎŜŘΣ ƛǎǎǳŜǊǎ ǿƛƭƭ ǎƛƳǇƭȅ άǎƘƻǇέ ƻƴŜ ǎǘŀƎŜ ŜŀǊƭƛŜǊ ƛƴ ǘƘŜ 

processέ.87 

                                                 
86 US Treasury, ñPress Release: Administrationôs Regulatory Reform Agenda Moves Forward. Credit Rating Agency Reform Legislation 

sent to Capitol Hillò, 21 July 2009 
87 Moodyôs, Testimony of Raymond McDaniel before the House subcommittee on Capital Markets, Washington, DC, 30 September 2009  
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Indeed, the three major rating agencies have agreed to overhaul the way they collect fees for rating 

residential mortgage-backed securities in ƻǊŘŜǊ ǘƻ ǊŜŘǳŎŜ ǘƘŜ ƛƴŎŜƴǘƛǾŜ ŦƻǊ άǊŀǘƛƴƎ ǎƘƻǇǇƛƴƎέΦ ¢Ƙƛǎ 

change was the outcome of a settlement with the New York Attorney General Andrew Cuomo at the 

end of his investigation into their role in the mortgage market failure. Under this deal, ratings 

agencies would be paid for their review of mortgage-backed securities also in the case they were not 

hired by the issuer.88   

  

2.3.4 Business Models 

Several commentators and policymakers have criticized the measures adopted by the SEC because 

they do not tackle what most observers consider the primary source of conflicts of interest in CRA 

activities, and the main determinant of their shortcomings during the crisis: the issuer-pays business 

model.  

This issue was not completely neglected by policymakers. The new chairman of the SEC Mary 

Schapiro shortly after having assumed her new position invited CRAs and market participants to a 

roundtable to discuss possible alternative compensation models. In her opening speech, Schapiro 

ŎƭŀƛƳŜŘ ǘƘŀǘ άǘƘŜ ǎǘŀǘǳǎ ǉǳƻ ƛǎƴΩǘ ƎƻƻŘ ŜƴƻǳƎƘέ ŀƴŘ ŀǎƪŜŘ ǘƘŜ ǇŀǊǘƛŎƛǇŀƴǘǎ ǿƘŜǘƘŜǊ ǘƘŜ /ƻƳƳƛǎǎƛƻƴ 

ǎƘƻǳƭŘ ŎƻƴǎƛŘŜǊ ŀŘŘƛǘƛƻƴŀƭ ǊǳƭŜǎ ǘƻ ōŜǘǘŜǊ ŀƭƛƎƴ ǘƘŜ ǊŀǘŜǊǎΩ ƛƴǘŜǊŜǎǘǎ ǿƛǘƘ ǘƘŜ ƛƴǘŜǊŜǎǘǎ ƻŦ ƛƴǾŜǎǘƻǊǎΦ Lƴ 

ƘŜǊ ǎǇŜŜŎƘ ǎƘŜ ǊŀƛǎŜŘ ǘƘƛǎ ǉǳŜǎǘƛƻƴΥ άdoes one form of rating agency business model represent a 

better way of managing conflicts of interest than another? Is there a way to realign incentives so that 

rating agencies view investors as the ultimate customer?έ89 Moreover the Rating Accountability and 

Transparency Enhancement Act of 2009 introduced in May 2009 by Senator Reed gave mandate to 

{9/ άǘƻ ŜȄǇƭƻǊŜ ŀƭǘŜǊƴŀǘƛǾŜ ƳŜŀƴǎ ƻŦ bw{wh ŎƻƳǇŜƴǎŀǘƛƻƴΣ ŀƴŘ ǊŜǉǳƛǊŜǎ ŀ DƻǾŜǊƴƳŜƴǘ 

Accountability Office study on payment methods, in order to create incentives for greater 

ŀŎŎǳǊŀŎȅέΦ90  

Lawmakers such as the influential Democratic Senator Charles Schumer argued there was scope for a 

new investor-funded ratings structure, that is, where ratings are paid by the investors rather than by 

issuers.91 This solution was supported by Egan-Jones Ratings, the only major investor-funded rating 

agency, which argued that existing proposals would have been ineffective since they did not address 

the conflict of interest inherent in the investor-paid model. 

!ƴ ŀƭǘŜǊƴŀǘƛǾŜ ǎƻƭǳǘƛƻƴ ǿƻǳƭŘ ǊŜǉǳƛǊŜ ƛǎǎǳŜǊǎ ǘƻ ŦƛƴŀƴŎŜ ŀ άŎƻƳƳƻƴ Ǉƻƻƭέ Ŧrom which rating agencies 

would be selected, thus severing the link between issuers and raters. Insurance regulators, who use 

ratings to determine capital reserves for insurance companies, suggested a similar solution to obtain 

άself-funded, independent buy-ǎƛŘŜ ǊŀǘƛƴƎǎέ. Under the scheme proposed by the National Association 

of Insurance Commissioners, insurance commissions would collect a small fee from insurance 

                                                 
88 Financial News Online, ñRatings agencies to overhaul fee collectionò, 6 June 2008  
89 SEC, Speech by SEC Chairman: Statement at SEC Roundtable on Credit Rating Agencies, 15 April 2009   
90Press Release: Reed Offers Credit Rating Reform Bill, 19 May 2009  
91 Eoin Callan and Krishna Guha, ñBreak-up of ratings agencies suggestedò, Financial Times, 27 September 2007  
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companies to purchase publicly available bond ratings. Eric Dinallo, former Superintendent of 

LƴǎǳǊŀƴŎŜ ŦƻǊ bŜǿ ¸ƻǊƪ {ǘŀǘŜΣ ŀǊƎǳŜŘΥ άǘƘƛǎ ŀǇǇǊƻŀŎƘ ǿƻǳƭŘ ǎƻƭǾŜ ǘƘŜ ŎƻƴŦƭƛŎǘ-of-interest problem, 

ōŜŎŀǳǎŜ ǘƘŜ ǇǊƛƳŀǊȅ ǳǎŜǊǎ ƻŦ ǘƘŜ ǊŀǘƛƴƎǎ ŀǊŜ ǘƘŜ ƻƴŜǎ ǿƘƻ ǿƛƭƭ ōŜ ǇŀȅƛƴƎ ŦƻǊ ǘƘŜƳέΦ 92 

Lobbying against any change in the governance model were ς quite understandably ς the major rat-

ing agencies, which have ŘŜŦŜƴŘŜŘ ǘƘŜ ōŜƴŜŦƛǘǎ ƻŦ ǘƘŜ άƛǎǎǳŜǊ Ǉŀȅǎέ ƳƻŘŜƭ Ǿƛǎ-à-vis alternative 

models. In particular, they have argued that while issuer-pays agencies make their public ratings 

available to the market free of charge, in the case of subscription model ratings the dissemination of 

ratings would be more limited and exclusive to subscribers, giving wealthier parties an advantage 

ƻǾŜǊ ǘƘŜƛǊ ǎƳŀƭƭŜǊ ǊƛǾŀƭǎΦ !ŎŎƻǊŘƛƴƎ ǘƻ {ϧt ±ƛŎŜ /ƘŀƛǊƳŀƴ ±ƛŎƪƛŜ ¢ƛƭƭƳŀƴΣ άNot only would this result 

in less, not more, information in the market, but it would also take away an important check on 

ratings quality τ ǘƘŜ Ŏƻƴǎǘŀƴǘ ǎŎǊǳǘƛƴȅ ƻŦ ŀ ōǊƻŀŘ ƳŀǊƪŜǘέΦ93   

S&Ps released on April 10, 2009 a White Paper arguing that alternatives business models are not 

exempt from conflicts of interests. In the case of a subscriber-pays model, "it is possible to envision a 

small number of large investors representing enough of a 'bloc' to attempt to wield significant 

influence over the ratings process", in particular given the fact that in certain types of structured 

securities a small group of investors often purchases the whole initial offering. Also in the case of a 

άƎƻǾŜǊƴƳŜƴǘ ǳǘƛƭƛǘȅ ƳƻŘŜƭέ όƻǊ άŎƻƳƳƻƴ Ǉƻƻƭέ ƳƻŘŜƭǎ Ǌǳƴ ōȅ ŀ ǇǳōƭƛŎ ōƻŘȅύΣ ǘƘŜ ǎǘŀǘŜ ǿƻǳƭŘ ƘŀǾŜ 

"a natural interest" in protecting or stimulating the growth of issuer companies that are important to 

the economy.94 

This interpretation has been supported also by the other major issuer-Ǉŀȅǎ ŀƎŜƴŎƛŜǎΦ aƻƻŘȅΩǎ 

wŀȅƳƻƴŘ aŀŎ5ŀƴƛŜƭ Ƙŀǎ ǘƘǳǎ ŀǊƎǳŜŘΥ άLŦ ǘƘŜ ƛƴŘustry adopted an alternative business model in 

which investors rather than issuers pay for ratings, this would not relieve the perceived conflict ς it 

ǿƻǳƭŘ ƻƴƭȅ ǎƘƛŦǘ ƛǘΦέ 95 !ŎŎƻǊŘƛƴƎ ǘƻ /w!ǎ ǘƘŜƴΣ ǘƘŜ ŎŜƴǘǊŀƭ ƛǎǎǳŜ άƛǎ ƴƻǘ ǿƘŜǘƘŜǊ ǘƘŜǊŜ ŀǊŜ ǇƻǘŜƴǘƛŀƭ 

conŦƭƛŎǘǎ ƻŦ ƛƴǘŜǊŜǎǘ ƛƴ ǘƘŜ άƛǎǎǳŜǊ-Ǉŀȅǎέ ƳƻŘŜƭΣ ōǳǘ ǿƘŜǘƘŜǊ ǘƘŜȅ Ŏŀƴ ōŜ ŜŦŦŜŎǘƛǾŜƭȅ ƳŀƴŀƎŜŘέ ŀƴŘ 

whether the rating agency has taken appropriate steps to preserve its independence.96  

During the course of the crisis, rating agencies have taken steps to reform their governance 

procedures in order to strengthen the case that their internal policies to manage their conflicts of 

interests were adequate.97 

                                                 
92 Eric Dinallo, ñBuyers Should Pay for Bond Ratings; the insurance industry is where a new model can be launchedò, Wall Street Journal, 3 

March 2009. 
93 Testimony of Vickie Tillman, Executive Vice President of Standard & Poorôs Credit Market Services before the Committee on Banking, 

Housing and Urban Affairs, United States Senate, 26 September 2007 
94 S&P's (2009). Executive Comment: An Examination Of How Investor Needs Are Served By Various Ratings Business Models: Ensuring 

Analytical Independence And Preventing Conflicts Of Interest At  Credit Rating Firms, New York, Standard & Poor's, 10 April 2009. 
95 Testimony by Moodyôs Raymond MacDaniel before the House Oversight and Government Reform Committee, 22 October 2008, 

Washington, DC 
96 Testimony of Vickie Tillman, Executive Vice President of Standard & Poorôs Credit Market Services before the Committee on Banking, 

Housing and Urban Affairs, United States Senate, 26 September 2007  
97 S&P has also established an Office of the Ombudsman to address concerns related to potential conflicts of interest raised by issuers and 

investors, hired a Chief Compliance Officer, and engaged an external firm to review compliance and governance processes, established an 

independent Risk Assessment Oversight committee assessing risks to the rating process and feasibility of rating new types of securities, 
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According to the major issuer-based rating agencies, these measures taken together provide robust 

safeguards aƎŀƛƴǎǘ ǘƘŜ ǇƻǘŜƴǘƛŀƭ ŎƻƴŦƭƛŎǘ ƻŦ ƛƴǘŜǊŜǎǘ ƛƴƘŜǊŜƴǘ ƛƴ ǘƘŜ άƛǎǎǳŜǊ Ǉŀȅǎέ ƳƻŘŜƭΦ ¢ƘŜǊŜŦƻǊŜΣ 

regulators should not mandate what business model is viable, but rather to let market participants to 

choose the firms and business model that best serve their needs. 

This approach has also been adopted by US regulatory authorities, who have refrained from 

mandating changes in the business model of credit rating agencies. The US Treasury Assistant 

Secretary for Financial Institutions Michael S. Barr the approach of the US administration with these 

words: άhǳǊ ŀǇǇǊƻŀŎƘ ƛǎ ǘƻ ǎƻƭǾŜ ǘƘŜǎŜ ǇǊƻōƭŜƳǎ ǿƛǘƘƛƴ ǘƘŜ ŎǳǊǊŜƴǘ ŦǊŀƳŜǿƻǊƪ ǊŀǘƘŜǊ ǘƘŀƴ 

prohibiting specific models of rating agency compensation as some have advocated.  Both issuer pay 

and investor pay models exist today and we do not believe it is the place of government to prescribe 

allowable business models in the free market.  Our proposal will make it simple for investors to 

understand the conflicts in any rating that they read and allow them to make their own judgment of 

ƛǘǎ ǊŜƭŜǾŀƴŎŜ ǘƻ ǘƘŜƛǊ ƛƴǾŜǎǘƳŜƴǘ ŘŜŎƛǎƛƻƴΦέ98 

 

 

2.4 Use of Ratings in Regulation  

 

The intervention of public authorities in the regulation of rating agencies has also addressed what 

was perceived as an important factor in the financial crisis: the excessive reliance on their ratings. In 

particular, regulators have identified as an important cause of this the incorporation of ratings into 

financial regulation.  The reliance on ratings in regulation seemed problematic in light of their poor 

performance in the period prior to the crisis. As the SEC Chairman Christopher Cox has argued, the 

ŀƎŜƴŎȅΩǎ ŜȄǇƭƛŎƛǘ ǊŜŦŜǊŜƴŎŜ ǘƻ ǊŀǘƛƴƎǎ ƛƴ ƛǘǎ ǊǳƭŜǎ άƳŀȅ ōŜ ŎƻƴǘǊƛōǳǘƛƴƎ ǘƻ ŀƴ ǳƴŎǊƛǘƛŎŀƭ ǊŜƭƛŀƴŎŜ ƻƴ 

ŎǊŜŘƛǘ ǊŀǘƛƴƎǎ ŀǎ ŀ ǎǳōǎǘƛǘǳǘŜ ŦƻǊ ƛƴŘŜǇŜƴŘŜƴǘ ŜǾŀƭǳŀǘƛƻƴέΦ99 

The compǊŜƘŜƴǎƛǾŜ Ǉƭŀƴ ǘƻ ǊŜŦƻǊƳ ŦƛƴŀƴŎƛŀƭ ƳŀǊƪŜǘǎ ǇǊŜǎŜƴǘŜŘ ōȅ ǘƘŜ ¦{ ¢ǊŜŀǎǳǊȅ ǎǘŀǘŜŘΥ άregula-

tors should reduce their use of credit ratings in regulations and supervisory practices, wherever poss-

ƛōƭŜέΦ100 Indeed, the SEC introduced a set of amendments to the its rulebook seeking to reduce 

ƛƴǾŜǎǘƻǊǎΩ ǊŜƭƛŀƴŎŜ ƻƴ ŎǊŜŘƛǘ ǊŀǘƛƴƎǎ ōȅ removing references to NRSRO credit ratings in different parts 

of the Investment Company Act and the Securities Exchange Act.101 Similar proposals have also been 

                                                                                                                                                         

providing for five year client rotations for all analysts to prevent them from becoming too close to clients, study the track record of analysts 

who leave to work for issuers. Moodyôs has reorganized its internal structure, separating into two different business units the ratings-related 

and non-rating activities, as well as taking ñfurther steps to separate the Credit Policy function from parts of the rating agency with revenue-

generating responsibilityò. See S&P's (2009). Testimony of Deven Sharma, United States House of Representatives Committee on Financial 

Services and Subcommittee on Capital Markets, Insurance and Government-Sponsored Enterprises, Washington, DC, 30 September 2009. 
98 Assistant Secretary for Financial Institutions Michael S.  Barr Written Testimony Senate Committee on Banking, Housing, and Urban 

Affairs, 5 August 2009  
99 2008-06-25 ï SEC aims to curb ratings dependency 
100 US Treasury (2009). Financial Regulatory Reform. A New Foundation: Rebuilding Financial Supervision and Regulation, Department of 
the Treasury, June 17. 
101 The SEC had initially suggested wiping references to NRSRO in several of its own rules at the end of 2008. Among these rules, the SEC 

dropped the norm requiring money market funds to buy exclusively the most liquid and highest-rated debt securities, in particular 
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introduced within Congress. In September 2009, the House Financial Services Capital Markets 

Subcommittee Chairman Paul Kanjorski has released a discussion draft on the regulation of credit 

rating agencies, suggesting to remove references to credit ratings in laws and regulations. 

The removal of ratings from prudential regulatory measures has been welcomed by rating agencies, 

ǿƘƛŎƘ ƘŀǾŜ ƻǇǇƻǎŜŘ ǘƘŜ άƘŀǊŘǿƛǊƛƴƎέ ƻŦ ǊŀǘƛƴƎǎ ƛƴ ǊŜƎǳƭŀǘƛƻƴ ŦƻǊ ƳƻǊŜ ǘƘŀƴ ŀ ŘŜŎŀŘŜΦ Lƴ ǘƘŜ ŎŀǎŜ ǘƘŜ 

use of ratings in rules was not to be reduced, rating agencies demanded that also other measures 

and benchmarks should be used to complement ratings.102 

On the contrary, institutional investors and pension funds have argued that removing ratings from 

securities regulation would also remove important investor protections. Vanguard Group, one of the 

Ƴŀƛƴ ¦{ Ƴǳǘǳŀƭ ŦǳƴŘǎΣ ǎŀƛŘΥ άRatings ς even if occasionally imperfect ς protect investors by establish-

ing a uniform, minumum credit quality for all money market funds. Removing that investor protec-

tion is akin to outlawing seat belts with the hope that drivers will be less likely to be injured if a de-

ŦŜŎǘƛƴƎ ōŜƭǘ Ŧŀƛƭǎ ƛƴ ŀ ŎǊŀǎƘέ103. Also the Securities Industry and Financial Markets Association has 

acknowledged that while the use of credit ratings in regulation may foster excessive reliance on rat-

ƛƴƎǎΣ ƛǘ ŀƭǎƻ ǇǊƻǾƛŘŜǎ άŀƴ ŀǇǇǊƻǇǊƛŀǘŜ ƳƛƴƛƳǳƳέ ŀƴŘ άŀƴ ƛƳǇƻǊǘŀƴǘ Řŀǘŀ Ǉƻƛƴǘ ǘƘŀǘ ǎƘƻǳƭŘ ōŜ ǇŀǊǘ ƻŦ 

ŀ ƭŀǊƎŜǊ ŀƴŀƭȅǎƛǎέΦ104 

A different approach to limit the reliance on ratings in regulation has been suggested in a bill 

presented in February 2009 in the House Financial Services Committee by Rep. Gary Ackerman and 

Rep. Michael Castle. This bill would require the SEC to set the criteria for the kind of structured 

finance products eligible to receive ratings from credit rating agencies designated as NRSRO. The SEC 

would thus have the authority to prohibit CRA to rate those structured finance products whose 

future performances cannot be reasonably predicted, such as those without established track 

records and proven default rates, and securitization that are not comprised of homogeneous 

securities.105 Securities that do not meet these criteria could continue to be rated but they could not 

be designated as NRSRO ratings. The Ackerman-Castle bill would also grant the SEC with the 

authority to remove the NRSRO designation from those agencies that fails to comply with these 

requirements. 

 

 

  

                                                                                                                                                         

commercial paper. Securities regulators later dropped this set of amendments from regulatory reforms approved in February 2009, but some 

of these proposals were re-presented in September 2009. 
102 Testimony of Raymond McDaniel (CEO of Moodyôs Corporation) before the House subcommittee on Capital Markets, 30 September 

2009   
103 Duncan Kerr, Vanguard slams SECôs plan on ratings overhaul, Financial News Online, 20 August 2008  
104 SIFMA (2008). Proposal for a Regulatory Framework for CRAs and Embedded Ratings Policy Options,  Securities Industry and Financial 

Markets Association, 5 September 2008. 
105Press Release ï Ackerman and Castle Introduce Legislation to Impose New Restrictions on Nationally Recognized CRAs, 26 February 

2009. 
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2.5 Private Liability 

Another regulatory proposals advanced in the US regulatory debate seeks to improve the quality of 

credit ratings by increasing the liability of the agencies for their ratings under securities laws. 

Historically, rating agencies have been shielded by lawsuits since their ratings have been presented 

ŀǎ ŀƴ άƻǇƛƴƛƻƴέ ŀƴŘ ǘƘŜǊŜŦƻǊŜ ǎǳōƧŜŎǘ ǘƻ ŦǊŜŜ-speech protection. 

Speaking before the House Financial Services Capital Markets Subcommittee on July 14, 2009 

Chairwoman Mary Schapiro encouraged Congress to explore the possibility of introducing private 

liability for credit rating agencies that issue inaccurate ratings in order to hold them more 

accountable.106 

In September 2009, the SEC has thus sought comments on an amendment to remove certain 

protections for credit rating agencies from investor lawsuits. While auditors, banks and other market 

actors who consent to have their opinions included in prospectuses and securities registration 

ǎǘŀǘŜƳŜƴǘǎ ŀǊŜ ŘŜŦƛƴŜŘ ŀǎ άŜȄǇŜǊǘǎέ ŀƴŘ Ŏŀƴ ōŜ ǎǳŜŘ ōȅ ƛƴǾŜǎǘƻǊǎ ŦƻǊ ƳƛǎǎǘŀǘŜƳŜƴǘǎΣ ŎǊŜŘƛǘ ǊŀǘƛƴƎ 

agencies are currently exempted from this qualification. The SEC has thus discussed the possibility of 

rescinding the exemptiƻƴ ŦǊƻƳ άŜȄǇŜǊǘ ƭƛŀōƛƭƛǘȅέ ǳƴŘŜǊ ǘƘŜ {ŜŎǳǊƛǘƛŜǎ !ŎǘΦ107 This change would be 

coupled with another provision requiring them to file the consent of the rating agency when an 

issuer includes a rating issued by an NRSRO in a registration statement, thus making the rating 

agency subject to potential Securities Act liability. 

Other measures to make rating agencies more liable for their ratings have instead come from 

Congress. In May, Senator Reed introduced the Rating Accountability and Transparency 

Enhancement Act of 2009. This bill scaled back some of the protections that have been granted to 

credit-rating agencies in the Private Securities Litigation Reform Act of 1995. This amendment  would 

make it easier for investors to take legal action against rating firms wƘŜƴ άƛǘ Ŏŀƴ ōŜ ǇǊƻǾŜŘ ǘƘŀǘ ǘƘŜȅ 

knowingly failed to review factual elements for determining a rating based on their methodology or 

ŦŀƛƭŜŘ ǘƻ ǊŜŀǎƻƴŀōƭȅ ǾŜǊƛŦȅ ǘƘŀǘ ŦŀŎǘǳŀƭ ƛƴŦƻǊƳŀǘƛƻƴέΦ108 !ŎŎƻǊŘƛƴƎ ǘƻ ǘƘŜ ōƛƭƭΣ άŎǊŜŘƛǘ ǊŀǘƛƴƎ ŦƛǊƳǎ ŎƻǳƭŘ 

avoid litigation by conducting thorough reviews or by obtaining assessments from independent 

ŦƛǊƳǎέΦ   

Instead, a discussion draft on the regulation of credit rating agencies presented on September 2009 

by the House Financial Services Capital Markets Subcommittee Chairman Paul Kanjorski introduced a 

collective liability regime for credit ratings. Similarly to the proposal discussed by the SEC, the 

Kanjorski bill proposed to amends the Securities Exchange Act to make it easier for investors to sue 

rating agencies when a rating ŀƎŜƴŎȅ άƪƴƻǿƛƴƎƭȅ ƻǊ ǊŜŎƪƭŜǎǎƭȅέ ŦŀƛƭŜŘ ǘƻ ŎƻƴŘǳŎǘ ŀ ǊŜŀǎƻƴŀōƭŜ 

investigation or failed to review any due diligence reports it received. The point where the Kanjorski 

proposal radically different from the SEC is the introduction of a collective liability regime, where 

                                                 
106CongressDaily/A.M., ñCredit-Rating Agencies Eyed For More Regulation By SECò, 14 July 2009.  
107 Sarah N. Lynch, ñSEC to Consider Seeping New Rules for Credit Rating Agenciesò, Dow Jones Newswire, 17 September 2009  
108 Press Release: Reed Offers Credit Rating Reform Bill, 19 May 2009 
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rating agencies also share liability for any violation of the securities laws. Rep. Kanjorski ultimately 

scrapped this provision from his bill.109 

 

Proposals to introduce new liability standards have been criticized by the rating agencies. They have 

opposed any measure that would make them liable for their ratings as this could create the potential 

for an unprecedented number of lawsuits against them any time rated securities default, or even 

when ratings are simply downgraded. Rating agencies have defended themselves by arguing that 

their ratings were opinions about future events protected by the First Amendment and that they 

ǿŜǊŜ ƴƻǘ άƛƳƳǳƴŜέ ŦǊƻƳ ƭƛŀōƛƭƛǘȅΣ ǎƛƴŎŜ ǘƘŜȅ ǊŜƳŀƛƴŜŘ ǇƻǘŜƴǘƛŀƭƭȅ ƭƛŀōƭŜ ŦƻǊ ƪƴƻǿƛƴƎƭȅ ƳŀƪƛƴƎ ŦŀƭǎŜ 

statements, or engaging in fraudulent conduct. Moreover, rating agencies have presented the case 

that such measures could have a negative impact on the market, pushing the agencies to conform to 

market sentiment while avoid controversial ratings.  

Rating agencies also argued that measures making them liable for their ratings could push agencies 

to scale back the coverage of ratings to the point of rating only those entities that are least likely to 

default, thus making it more difficult for new issuers to gain access to credit markets. This could also 

generate incentives for them to avoid downgrades in order to limit potential legal exposure arising 

ŦǊƻƳ ǘƘŜ ƭŀǿǎǳƛǘǎ ƻŦ ƛƴǾŜǎǘƻǊǎ ŎƻƴǘŜǎǘƛƴƎ ǎǳŎƘ ŎƘƻƛŎŜΦ !ƴƻǘƘŜǊ ƴŜƎŀǘƛǾŜ ŜŦŦŜŎǘ ƻŦ ƛƴŎǊŜŀǎƛƴƎ /w!Ωǎ 

liability would be that of encouraging an even greater over-reliance on ratings by investors.110  

Rating agencies have also opposed provisions imposing a collective liability regime such as the one 

presented by Rep. Kanjorski. They argued that this measure would represent a deterrent to new 

agencies entering the industry knowing that they would be required to act as an insurer for the 

damage caused by employees of their competitors. 

                                                 
109Bill Swindell, ñKanjorski Drops Collective Liability Provisionò. Congress Daily, 20 October 2009. 

 
110 See for instance the Testimony of Deven Sharma, Washington, DC, United States House of Representatives Committee on Financial 

Services and Subcommittee on Capital Markets, Insurance and Government-Sponsored Enterprises  , 30 September 2009. 
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However, other market actors have held a different opinion. For instance the Council of Institutional 

Investors argued that eliminating the exemption of credit rating agencies from expert liability would 

increase their diligence.111 

 

 

 

2.6  SEC Authority reform 

 

The crisis has also strengthened the SEC authority over credit rating agencies. In July 2009, the SEC 

has created a new monitoring group, which was given the task of conducting both routine and 

special examinations of the activities of credit rating agencies.  

Moreover, further steps to strengthen the supervision of rating agencies where suggested in the 

legislative proposal sent to Congress by the US Treasury in July 2009 (see Box 2.6). 

While the US Treasury proposal seeks to strengthen the lead role of the SEC in the regulation of 

rating agencies, other proposals coming from Congress have moved in a different direction. For 

instance, ǘƘŜ /ƻƴƎǊŜǎǎƛƻƴŀƭ hǾŜǊǎƛƎƘǘ tŀƴŜƭΩǎ Special Report on Regulatory Reform has suggested to 

ƎƛǾŜ ǘƘŜ {9/Ωǎ ǊƻƭŜ ǘƻ ŀ /ǊŜŘƛǘ wŀǘƛƴƎ wŜǾƛŜǿ .ƻŀǊŘΦ ¢Ƙƛǎ ōƻŘȅ ǿƻǳƭŘ ōŜ ƳƻŘŜƭŜŘ ŀǊƻǳƴŘ ǘƘŜ tǳōƭƛŎ 

Company Accounting Oversight Board, a non-for-profit corporation overseeing the auditors of public 

companies created after the Enron scandal by the Sarbanes-Oxley Act. The Credit Rating Review 

.ƻŀǊŘ ǿƻǳƭŘ άaudit ratings after the fact, perhaps on an annual basis, to ensure that rating agencies 

aǊŜ ǎǳŦŦƛŎƛŜƴǘƭȅ ŘƛǎŎƭƻǎƛƴƎ ǘƘŜƛǊ ǊŀǘƛƴƎ ƳŜǘƘƻŘƻƭƻƎƛŜǎΣ ǘƘŜ ǊŀǘƛƴƎǎ ŀƎŜƴŎƛŜǎΩ ƳŜǘƘƻŘƻƭƻƎƛŜǎ ŀǊŜ ǎƻǳƴŘΣ 

ŀƴŘ ǘƘŜ ǊŀǘƛƴƎ ŀƎŜƴŎƛŜǎ ŀǊŜ ŀŘƘŜǊƛƴƎ ǘƻ ǘƘŜƛǊ ƳŜǘƘƻŘƻƭƻƎƛŜǎέΦ112 

                                                 
111 FinReg 21, ñPressure mounts to make credit agencies legally liable for ratingsò. 9 October 2009. 

 
112 Congressional Oversight Panel (2009). Modernizing the American Fiancial Regulatory System: Recommendations for Improving 

Box 2.6: US Treasury Proposal to Strengthen the supervision of rating agencies 

- Establish A Dedicated Office For Supervision Of Rating Agencies:  Our legislative proposal establishes a 
dedicated office within the SEC to strengthen supervision of rating agencies and to carry out the 
enhanced regulations required. 

- Mandatory Registration:  Unlike the current voluntary system of registration, our proposal would make 
registration mandatory for all credit rating agencies. This will bring all ratings firms into a strengthened 
system of regulation. 

- SEC Examination Of Internal Controls And Processes:  The SEC will require each rating agency to 
document its policies and procedures for the determination of ratings.  The SEC will examine the 
internal controls, due diligence, and implementation of rating methodologies for all credit rating 
agencies to ensure compliance with their policies and public disclosures. 

Source: -  !ŘƳƛƴƛǎǘǊŀǘƛƻƴΩǎ wŜgulatory Reform Agenda Moves Forward. Credit Rating Agency Reform Legislation 

sent to Capitol Hill, 21 July 2009
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The bill introduced in July 2009 by Rep. Keith Ellison would instead give the Federal Reserve authority 

over the credit rating agencies when they analyze and rate structured financial products. The 

rationale for placing the Fed at the helm derives from the powers that the Federal Reserve has been 

given with the Term Asset-Backed Securities Loan Facility (TALF) program. Under this program, the 

Fed had announced a review of the methodologies employed by CRAs analyzing the assets eligible to 

be financed in the TALF program. The Ellison bill sought to extend these oversight powers beyond the 

assets financed through the TALF program to cover all asset-backed securities.113 

 

                                                                                                                                                         

Oversight, Protecting Consumers, and Ensuring Stability, Washington, DC, Congressional Oversight Panel, January 2009 
113 Targeted News Service, ñEllison Introduces credit rating agency reform billò, 8 July 2009  
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III. HEDGE FUNDS 

 

 

 

The regulation of hedge funds in the United States presents a paradox. For a decade before the latest 

financial crisis, hedge funds were able to escape falling under the public regulatory umbrella, also 

after events such as the collapse in 1999 of the US hedge fund Long-Term Capital Management. 

However, a decade later, hedge funds could not escape regulation in the aftermath of a crisis in 

which funds managers saw themselves largely as victims or scapegoats of mistakes generated in the 

ŀƭǊŜŀŘȅ ǊŜƎǳƭŀǘŜŘ ōŀƴƪƛƴƎ ǎŜŎǘƻǊΦΩ114 

 

 

 

 

                                                 
114

 This section partially draws upon Helleiner, E. and S. Pagliari (2009). The End of Self-Regulation? Hedge Funds and Derivatives in 

Global Financial Governance. Global Finance in Crisis. The Politics of International Regulatory Change. E. Helleiner, S. Pagliari and H. 

Zimmermann. London, Routledge. 

 

Short Summary 

 ̧ The first section (Section 3.1) analyzes the regulation of hedge funds in the US from an historical 
perspective. Section 3.1.1 describes how since regulators started to debate the regulation of hedge 
fund in 1999, they have relied on indirect regulation of hedge funds through their counterparties and 
on industry-driven codes of best practices. Section 3.1.2 discuss how this approach has lasted well into 
the last financial crisis. However, since the end of 2009 US authorities have revised their position and 
endorsed direct regulation of hedge funds. 

 ̧ The second section (Section 3.2) analyzes the central pillar common to all the proposals to regulate 
hedge funds presented in the US: mandatory registration of hedge fund advisers with the Securities and 
Exchange Commission. Section 3.2.1 describes how in the past hedge fund managers have been 
exempted in US securities laws from registration requirements and how the SEC sought in the fight this 
exemptions. Section 3.2.2 presents how the aftermath of the crisis has brought to the emergence of a 
new consensus in favour of mandatory registration. Section 3.2.3 summarizes the different legislative 
proposals presented in the US Congress in 2009 to regulate hedge funds. Section 3.2.4 explores the 
debates regarding the de minimis threshold for registration. 

 ̧ The third section (Section 3.3) analyzes the regulatory measures going beyond simply requesting hedge 
funds managers to register. In particular, section 3.3.2 analyzes two-layered regulatory regime 
introduced by US Treasury plan, while section 3.3.3 discusses the request from the SEC to be granted 
the authority to use adopt new-hedge fund rules as needed. 
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3.1 From self-regulation to direct regulation 

 

3.1.1  From LTCM to Amaranth: the regulation of hedge funds before the crisis 

Hedge funds have been on the radar of US regulators for a decade prior to the crisis. In the aftermath 
of the East Asian financial crisis of 1997-98 some policymakers in East Asia and Australia accused 
hedge funds of having contributed to this shock. However, regulatory authorities from the US and 
from other industrialized countries countered this claim, arguing that they had been nothing more 
ǘƘŀƴ ǎƛƳǇƭȅ άǎȅƳǇǘƻƳǎ ƻŦ ŀ ǇǊƻōƭŜƳ ŎŀǳǎŜŘ ōȅ ǿŜŀƪ ƴŀǘƛƻƴŀƭ ǇƻƭƛŎƛŜǎέΦ115 However, a few months 
later, the long wave of the East Asian financial crisis brought the Federal Reserve Bank of New York 
to organize the bailout of the US hedge fund Long-Term Capital Management in order to avoid a 
wider collapse in the financial markets. The bailout of LTCM forced American regulatory authorities 
to acknowledge the risks created by hedge funds and to devise a plan to mitigate them. 

¢ƘŜ ƭŜŀŘŜǊǎƘƛǇ ǿŀǎ ǘŀƪŜƴ ōȅ ǘƘŜ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ ƻƴ CƛƴŀƴŎƛŀƭ aŀǊƪŜǘǎΣ ǿƘƛŎƘ ƛƴ мф99 
ǇǳōƭƛǎƘŜŘ ŀ ǊŜǇƻǊǘ ŜƴǘƛǘƭŜŘ άHedge Funds, Leverage, and the Lessons of Long-Term Capital 
aŀƴŀƎŜƳŜƴǘέ116. The central recommendation contained in this report was that excessive leverage 

and risk-taking would be better constrained through market discipline than through direct regulatory 
oversight. The role of regulators should be that of enhancing market discipline by creating an 
environment in which investors and counterparties could obtain sufficient information to monitor 
ŀƴŘ ƭƛƳƛǘ ƘŜŘƎŜ ŦǳƴŘǎΩ ǊƛǎƪƛƴŜǎǎ and creditworthiness. The report urged public supervisors and the 

                                                 
115 Eichengreen, B. (2003). Governing Global Financial Markets: International Responses to the Hedge Funds Problem. Governance in a 

Global Economy. M. Khaler and D. Lake. Princeton, Princeton University Press. 
116 PWG (1999). Hedge Funds, Leverage, and the Lessons of Long-Term Capital Management, Washington, President's Working Group on 

Financial Markets; see also Eichengreen, B. (2003). Governing Global Financial Markets: International Responses to the Hedge Funds 
Problem. Governance in a Global Economy. M. Khaler and D. Lake. Princeton, Princeton University Press.; Bernanke, B, ñHedge Fund and 

Systemic Riskò, speech delivered on the 26 May 2008; Robotti, P. (2006). Mapping the regulatory debate on hedge funds: a political 

analysis, London, Financial Markets Group at the London School of Economics; Robotti, P. (2007). Capture or self-capture? US Domestic 
Actions to Reach out the World of Hedge Funds: implications for international negotiations. 2007 International Studies Association Annual 

Convention, Chicago . 

 

.ƻȄ оΦмΥ  wŜŎƻƳƳŜƴŘŀǘƛƻƴǎ ƛƴ ǘƘŜ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ wŜǇƻǊǘ άIŜŘƎŜ CǳƴŘǎΣ [ŜǾŜǊŀƎŜΣ ŀƴŘ ǘƘŜ [Ŝǎǎƻƴǎ 

of Long-¢ŜǊƳ /ŀǇƛǘŀƭ aŀƴŀƎŜƳŜƴǘέ 

 

 ̧ More frequent and meaningful information on hedge funds should be made public.  

 ̧ Public companies, including financial institutions, should publicly disclose additional information 
about their material financial exposures to significantly leveraged institutions, including hedge 
funds.  

 ̧ Financial institutions should enhance their practices for counterparty risk management.  

 ̧ Regulators should encourage improvements in the risk-management systems of regulated 
entities. 

 ̧ Regulators should promote the development of more risk-sensitive but prudent approaches to 
capital adequacy.  

 ̧ Regulators need expanded risk assessment authority for the unregulated affiliates of broker-
dealers and futures commission merchants.*  

 ̧ ¢ƘŜ /ƻƴƎǊŜǎǎ ǎƘƻǳƭŘ ŜƴŀŎǘ ǘƘŜ ǇǊƻǾƛǎƛƻƴǎ ǇǊƻǇƻǎŜŘ ōȅ ǘƘŜ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ Group to support 
financial contract netting.  

 ̧ Regulators should consider stronger incentives to encourage offshore financial centers to comply 
with international standards. 

{ƻǳǊŎŜΥ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ όмфффύΣ άIŜŘƎŜ CǳƴŘǎΣ [ŜǾŜǊŀƎŜΣ ŀƴŘ ǘƘŜ [Ŝǎǎƻƴǎ ƻŦ [ƻƴƎ-Term Capital 

aŀƴŀƎŜƳŜƴǘέΣ ²ŀǎƘƛƴƎǘƻƴΣ 5/ 
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Congress to take initiatives to ensure an effective level of disclosure (for a summary see Box 3.1). 
aƻǊŜƻǾŜǊΣ ƛƴ ƻǊŘŜǊ ǘƻ ǊŜƎǳƭŀǘŜ ƘŜŘƎŜ ŦǳƴŘǎΩ Ǌƛǎƪ ƳŀƴŀƎŜƳŜƴǘ ŀƴŘ ƛƴǘŜǊƴŀƭ ŎƻƴǘǊƻƭǎΣ ¦{ ŦŜŘeral 
ǊŜƎǳƭŀǘƻǊǎ ǊŜŎƻƳƳŜƴŘŀǘƛƻƴ ǘƘŀǘ άŀ ƎǊƻǳǇ ƻŦ ƘŜŘƎŜ ŦǳƴŘǎ ǎƘƻǳƭŘ ŘǊŀŦǘ ŀƴŘ ǇǳōƭƛǎƘ ŀ ǎŜǘ ƻŦ ǎƻǳƴŘ 
ǇǊŀŎǘƛŎŜǎέΦ 

The PWG considered but did not recommend direct regulation of hedge funds. According to 
regulators, direct regulation would have been ineffectivŜΣ ƭƛƳƛǘƛƴƎ ǘƘŜ ŦǳƴŘΩǎ ŀōƛƭƛǘȅ ǘƻ ǇǊƻǾƛŘŜ ƳŀǊƪŜǘ 
discipline, and imposed costs in the form of moral hazard. 

The issue of hedge funds regulation returned on the table of the US regulatory authorities almost a 

decade after the collapse of LTCM. Bringing hedgŜ ŦǳƴŘǎ ōŀŎƪ ƛƴǘƻ ǘƘŜ ǊŜƎǳƭŀǘƻǊǎΩ ŀƎŜƴŘŀ ǿŜǊŜ ǘƘƛǎ 

time the collapse of another American hedge funds - Amaranth - as the result of a 6bn dollars single 

ǘǊŀŘŜǊΩǎ ōŜǘ ƻƴ ǘƘŜ ƴŀǘǳǊŀƭ Ǝŀǎ ƳŀǊƪŜǘΣ ŀǎ ǿŜƭƭ ŀǎ ǘƘŜ ǇǊŜǎǎǳǊŜǎ ŜȄŜǊŎƛǎŜŘ ōȅ ǘƘŜ DŜǊƳŀƴ ƎƻǾŜǊƴƳŜƴǘ 

to bring back the regulation of hedge funds in the international agenda. However, the new set of 

ǇǊƛƴŎƛǇƭŜǎ ǘƻ ǊŜƎǳƭŀǘŜ ǇǊƛǾŀǘŜ Ǉƻƻƭǎ ƻŦ ŎŀǇƛǘŀƭǎ ǊŜƭŜŀǎŜŘ ōȅ ǘƘŜ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ ƛƴ нллт ŘƛŘ 

not depart from the previous support for market-driven regulatory mechanisms (see Box 3.2).117 In 

ǘƘƛǎ ŘƻŎǳƳŜƴǘΣ ¦{ ŦŜŘŜǊŀƭ ǊŜƎǳƭŀǘƻǊǎ ŀǊƎǳŜŘ ǘƘŀǘ άƳŀǊƪŜǘ ŘƛǎŎƛǇƭƛƴŜ ōȅ ŎǊŜŘƛǘƻǊǎΣ ŎƻǳƴǘŜǊǇŀǊǘƛŜǎΣ ŀƴŘ 

ƛƴǾŜǎǘƻǊǎ ƛǎ ǘƘŜ Ƴƻǎǘ ŜŦŦŜŎǘƛǾŜ ƳŜŎƘŀƴƛǎƳ ŦƻǊ ƭƛƳƛǘƛƴƎ ǎȅǎǘŜƳƛŎ Ǌƛǎƪ ŦǊƻƳ ǇǊƛǾŀǘŜ Ǉƻƻƭǎ ƻŦ ŎŀǇƛǘŀƭέΦ 

The role of regulators should not be that of directly regulating and supervising hedge funds, but 

ǊŀǘƘŜǊ ǘƘŜȅ άǎƘƻǳƭŘ ǳǎŜ ǘƘŜƛǊ ŜȄƛǎǘƛƴƎ ŀǳǘƘƻǊƛǘƛŜǎ ǿƛǘƘ ǊŜǎǇŜŎǘ ǘƻ ŎǊŜŘƛǘƻǊǎΣ ŎƻǳƴǘŜǊǇŀǊǘƛŜǎΣ ƛƴǾŜǎǘƻǊǎΣ 

and fiduciaries to foster market discipline on private pools of capitaƭέΦ118 Ben Bernanke defended in a 

speech this approach, arguing that industry-led efforts since the collapse of LTCM to date had been 

effective, and the primary goal of public authorities remained that of strengthening market 

discipline.119  

 

 

3.1.2  After the crisis 

¢ƘŜ ǎǳǇǇƻǊǘ ŎƻƳƛƴƎ ŦǊƻƳ ¦{ ǊŜƎǳƭŀǘƻǊȅ ŀǳǘƘƻǊƛǘƛŜǎ ŦƻǊ άƛƴŘƛǊŜŎǘ ǊŜƎǳƭŀǘƛƻƴέ ƻŦ ƘŜŘƎŜ ŦǳƴŘǎ ŀƴŘ 
industry-driven codes of best practices still persisted at the beginning of the crisis in 2007. In 
{ŜǇǘŜƳōŜǊ нллтΣ ǘƘŜ tǊŜǎƛŘŜƴǘΩǎ ²ƻǊƪƛƴƎ DǊƻǳǇ ƛƴǘŜǊǾŜƴed directly to foster the emergence of this 
self-regulatory regime creating two advisory groups, one composed of investors in hedge funds and 
the other composed of hedge funds managers, with the mandate of creating and publicly releasing a 
private sector-driven set of best practices for HFs and their investors.120  

                                                 
117 PWG (2007). Agreement among PWG and US Agency Principals on Principles and Guidelines regarding Private Pools of Capital, 

Washington, President's Working Group on Financial Markets,, February 22. 
118 PWG (2007). Agreement among PWG and US Agency Principals on Principles and Guidelines regarding Private Pools of Capital, 

Washington, President's Working Group on Financial Markets, February 22. 
119 Bernanke argued: ñContinued focus on counterparty risk management is likely the best course for addressing systemic concerns related to 

hedge funds. This public policy approach does not entail the moral hazard concerns created by authorities' monitoring of positions using a 

private database. Rather, a focus on counterparty risk management places the responsibility for monitoring risk squarely on the private 

market participants with the best incentives and capacity to do soò. 

Ben Bernanke (2006). ñHedge Fund and Systemic Riskò, speech at the Federal Reserve Bank of Atlantaôs 2006 Financial Markets 

Conference, Sea Island, Georgia 26 May 2006 
120 PWG (2007). PWG Announces Private Sector Groups to Address Market Issues for Private Pools of Capital, Washington, President's 

Working Group on Financial Markets,, September 25. 
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The attitude of all the major US federal authorities towards this issue, and their support for self-

regulation and indirect regulation over direct regulation have changed since the end of 2008.  Three 

elements could be identified as playing an important role in triggering this change.  

The first element is the panic that unfolded in the markets after the collapse of Lehman Brothers in 

September 2008 and the use of public money to bailout financial institutions. Despite the fact that 

not a single hedge fund was bailed out and hedge funds did not receive public funding, these events 

significantly politicized financial regulation politics within Congress and increased the appetite for 

hedge fund regulation.  

The second element is the Madoff scandal. Madoff was not a hedge fund manager; rather, he 

ŜȄŜŎǳǘŜŘ ǘǊŀŘŜǎ ŦƻǊ ƻǘƘŜǊ άŦŜŜŘŜǊ ŦǳƴŘǎέ ǘƘǊƻǳƎƘ Ƙƛǎ ōǊƻƪŜǊŀƎŜ ŦƛǊƳǎΦ !ƭǘƘƻǳƎƘ aŀŘƻŦŦ ǿŀǎ 

registered with the SEC, the scandal provoked a backlash against the lack of oversight of hedge fund 

managers. 

The third element was the change at the helm of the major federal regulatory agencies and of the US 

Treasury following the election of President Barack Obama. The Bush administration had maintained 

a soft-touch approach in the regulation of hedge funds and denied the need to directly regulate 

hedge funds. Instead, the new course of action introduced by the Obama administration became 

clear since the confirmation hearings in January 2009. Both the nominee to head of the SEC Mary 

Schapiro and the Treasury Secretary-nominee Timothy Geithner pledged to pursue mandatory 

registration of advisers to hedge funds and other private funds with the SEC under the Investment 

Advisers Act.  

Moreover, the new Congressional session that inaugurated at the beginning of 2009 saw several 

Congressmen presenting bills to regulate hedge funds. As Senator Chuck Grassley acknowledge when 

ǇǊŜǎŜƴǘƛƴƎ Ƙƛǎ ōƛƭƭΣ άǘƘŜǊŜ ǿŀǎ ƴƻǘ ƳǳŎƘ ƻŦ ŀƴ ŀǇǇŜǘƛǘŜ ŦƻǊ ǘƘƛǎ ǎƻǊǘ ƻŦ ŎƻƳƳƻƴ ǎŜƴǎŜ ƭŜƎƛǎƭŀǘƛƻƴ 

when I first introduced it before the financial crisis erupted.  Hopefully, attitudes have changed given 

ŀƭƭ ǘƘŀǘ Ƙŀǎ ƘŀǇǇŜƴŜŘ ǎƛƴŎŜ ǘƘŜ ŎƻƭƭŀǇǎŜ ƻŦ .ŜŀǊ {ǘŜŀǊƴǎ ƭŀǎǘ aŀǊŎƘέΦ121 

The next section analyze the content of hedge fund regulation that is emerging in the United States, 

starting from the common denominator of all the regulatory proposals presented in 2009: the 

mandatory registration of hedge fund advisers with the Securities and Exchange Commission. 

 

 

 

 

 

                                                                                                                                                         

The first of these two groups, called ñAsset Managerôs Committeeò was formed by HF managers and chaired by Erich Mindich, CEO of the 

American HF Eton Park, and a former colleague of US Treasury Secretary Paulson at Goldman Sachs. Similar to the HFWG, the mandate of 

this group was to develop guidelines for the areas of valuation, disclosure, risk management, trading and business operations, and, 
compliance conflicts and best practices (PWG 2007c) 
121 January 29, 2009, Floor Statement of Senator Chuck Grassley of Iowa  
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3.2 Registration of hedge fund managers 

 

3.2.1 Exemption from registration before the crisis 

At the core of most proposals presented by US lawmakers in 2009 there is the mandatory 

registration with the Securities and Exchange Commission of all advisers to hedge funds whose assets 

under management exceed a certain threshold. 

Before the crisis, hedge funds were able to take advantage of different exemptions in federal 

securities law to avoid the registration with, and the oversight of, federal regulatory authorities (see 

Box 3.3). As a result of these exemptions, the ability of the SEC to oversee hedge fund managers 

remained limited to those funds managers that registered voluntarily with the SEC as investment 

advisers. Regulators could oversee hedge funds only through the consolidated supervision of their 

counterparties, in particular the banks that provide them with credit and act as primary broker-

dealers. 

In 2004 the SEC sought authority to require the registration of hedge fund advisers. In order to 

achieve this goal, the SEC contested the exemption contained within the Investment Advisers Act of 

1940 which allows hedge fund managers to count a single fund with hundreds of millions under 

ƳŀƴŀƎŜƳŜƴǘ ŀǎ ƻƴŜ άŎƭƛŜƴǘέΦ ¢ƘŜ {9/ ǊŜŘŜŦƛƴŜŘ ǘƘŜ ǘŜǊƳ άŎƭƛŜƴǘέ ǳǎŜŘ ǳƴŘŜǊ ǘƘŜ LƴǾŜǎǘƳŜƴǘ 

Advisers Act and it required hedge fǳƴŘ ŀŘǾƛǎŜǊǎ ǘƻ άƭƻƻƪ ǘƘǊƻǳƎƘέ ǘƘŜ ŦǳƴŘǎ ƛƴ ŎƻǳƴǘƛƴƎ ǘƘŜ ƴǳƳōŜǊ 

of investors in the fund as clients.  

This rule requiring hedge fund advisers to register with the SEC became effective at the beginning of 

2006, and by June of the same year over 2500 hedge fund advisers had registered with the SEC. 

However, most investment managers of hedge funds opposed this rule. They maintained that 

mandatory registration would impose burdensome costs upon the hedge fund industry. Moreover, 

they questioned the usefulness of this requirement, arguing that other federal regulators could 

Box 3.3: Exemptions granted to hedge funds in US federal securities law 

1. Securities Act of 1933 Ą Hedge funds were able to typically avoid registration of their securities under 
ǘƘŜ {ŜŎǳǊƛǘƛŜǎ !Ŏǘ ƻŦ мфоо ōȅ ŎƻƴŘǳŎǘƛƴƎ ǇǊƛǾŀǘŜ ǇƭŀŎŜƳŜƴǘǎ ŀƴŘ ǎŜƭƭƛƴƎ ǇǊƛƳŀǊƛƭȅ ǘƻ άŀŎŎǊŜŘƛǘŜŘ 
ƛƴǾŜǎǘƻǊǎέ. The exemption from the Securities Act allowed hedge funds to remain much less transparent 
than funds conducting public offerings. 

2. Investment Company Act of 1940 Ą hedge funds usually qualified for exceptions from regulation under 
the Investment Company Act of 1940 by either limiting themselves to 100 total investors or permitting 
ƻƴƭȅ άǉǳŀƭƛŦƛŜŘ ǇǳǊŎƘŀǎŜǊǎέ ǘƻ ƛƴǾŜǎǘΦ  ¢ƘŜǎŜ ǇǊƻǾƛǎƛƻƴǎ ŀƭƭƻǿŜŘ ƘŜŘƎŜ ŦǳƴŘǎ ǘƻ ōŜ ŜȄŜƳǇǘŜŘ ŦǊƻƳ 
regulatory measures designed to protect retail investors, such as investor redemption rights, application 
of auditing standards, asset valuation, portfolio transparency and fund governance. 

3. Investment Advisers Act of 1940 Ą hedge funds could be exempted from the Investment Advisers Act of 
1940 in the case they have fewer than 15 clients and do not market to the public as an investment 
adviser. Registered advisers are subject to periodic examination by the Securities and Exchange 
Commission, as well as to recordkeeping and antifraud requirements, and to hire a chief compliance 
officer. While this provision was used to identify advisers that were to small to require federal oversight, 
it was exploited by hedge fund managers who were permitted to count a single fund with hundreds of 
Ƴƛƭƭƛƻƴǎ ƻǊ ōƛƭƭƛƻƴǎ ǳƴŘŜǊ ƳŀƴŀƎŜƳŜƴǘ ŀǎ ƻƴŜ άŎƭƛŜƴǘέΦ 



 

63 

already access the vital regulatory information through their counterparties.122 Philip Goldstein, 

manager of the New York fund Bulldog Investors, took exception to the regulation and filed a lawsuit 

to challenge its enforcement. 

¢ƘŜ ¦ƴƛǘŜŘ {ǘŀǘŜǎ /ƻǳǊǘ ƻŦ !ǇǇŜŀƭǎ ŦƻǊ ǘƘŜ 5ƛǎǘǊƛŎǘ ƻŦ /ƻƭǳƳōƛŀ ƛƴ άDƻƭŘǎǘŜƛƴ ǾǎΦ {9/έ ǊǳƭŜŘ ǘƘŀǘ ƛƴ ƛǘǎ 

ƴŜǿ ŘŜŦƛƴƛǘƛƻƴ ƻŦ ϦŎƭƛŜƴǘǎϦΣ ǘƘŜ {9/ ǿŀǎ ƎƻƛƴƎ ōŜȅƻƴŘ ƛǘǎ ǎǘŀǘǳǘƻǊȅ ŀǳǘƘƻǊƛǘȅΦ !ŦǘŜǊ ǘƘŜ άDƻƭŘǎǘŜƛƴ ǾǎΦ 

{9/έΣ ƴƻ Ŧurther efforts were made by federal authorities to directly regulate hedge funds. The SEC 

declined to appeal and to petition the United States Supreme Court, while the Bush administration 

adopted since then a light-touch approach to the regulation of hedge funds, based on general best-

practices and indirect regulation. Shortly after the ruling by the Court of Appeals for the District of 

Columbia, Rep. Barney Frank introduced the "Securities and Exchange Commission Authority 

Restoration Act of 2006" to amend ǘƘŜ ŘŜŦƛƴƛǘƛƻƴ ƻŦ άŎƭƛŜƴǘέ ƛƴ ƭƛƴŜ ǿƛǘƘ ǘƘŜ {9/ ǇǊƻǇƻǎŀƭ ōǳǘ ǘƘƛǎ ōƛƭƭ 

died in committee.123 

Despite the fact that the SEC ruling was ultimately tossed out by the federal court, hedge funds did 

not remain completely outside the oversight of federal authorities. While several hedge funds 

advisers withdrew their registration with the SEC, a large number of them continued to register 

voluntarily. Moreover, hedge funds were supervised prior to the crisis by the CFTC when trading on 

regulated futures and options. In 2008, 29 advisers of the largest 78 US hedge funds were registered 

as Commodity Pool Operators or Commodity Trading Advisors, and were therefore required to report 

their futures and options positions above a designated threshold.124 

 

3.2.2 SEC registration after the crisis 

The crisis has triggered a change in the attitude of all the major US federal authorities towards the 

issue of hedge funds registration, starting with the Securities and Exchange Commission. 

The SEC toughened its position on the regulation of hedge funds. The $65 billion Ponzi scheme 

orchestrated by Bernard Madoff also focused the attention on the failure of the SEC to detect this 

scandal, as confirmed by an internal investigation concluded in July 2009 by the SEC Inspector 

General David Kotz.125 

The new nominee to head the SEC Mary Schapiro has since her confirmation hearing in January 2009 

put her weight behind proposals requiring hedge fund managers to register with the SEC. The 

request coming from the SEC found the support from the new US Treasury secretary Timothy 

Geithner (see section 3.3.2), as well as from the most important lawmakers in Congress (see 3.2.3). 

Moreover, mandatory registration was endorsed also from what had been until that the point the 

major opponents of this proposal: hedge fund managers. In 2009, both the Managed Funds 

                                                 
122 Managed Fund Association (2004), Press Release: MFA issues warning on SEC hedge fund registration proposals, 17 September 2004 
123 Congressional Research Service (2009),  Hedge Funds: Legal Status and Proposals for Regulation, Washington DC, 27 August 2009  
124 King, M. R. and P. Maier (2009). "Hedge funds and financial stability: Regulating prime brokers will mitigate systemic risks." Journal of 
Financial Stability. 
125   The investigation recommended that hedge funds use an ñindependent custodianò to maintain investments in separate accounts, similarly 

to what mutual funds are required to do, as well as to pledge that they conducted due diligence on their advice or face criminal prosecution. 
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Association126 and the Alternative Investment Management Association127 - the two major hedge 

fund associations ς declared their support for proposals mandating the registration of hedge funds 

with the SEC.  The MFA also claimed that the regulatory solution it endorsed were going beyond 

what suggested by US authorities, as it supported the mandatory registration of a wider family of 

fund managers in order to maintain a playing-level field.128  

How can we explain this shift in the stance of the major hedge fund groups, which had until the crisis 

fought mandatory registration with the SEC? The new support from hedge fund groups is largely the 

ǊŜǎǳƭǘ ƻŦ ǘƘŜ ŎƻƳōƛƴŀǘƛƻƴ ƻŦ ǘƘŜ άǊŜǇǳǘŀǘƛƻƴŀƭέ ŀƴŘ άǊŜƎǳƭŀǘƻǊȅέ ǘƘǊŜats triggered by the crisis.129 

First, the poor performance of hedge funds since the collapse of Lehman Brothers has caused an 

unprecedented outflow of investors, bringing to a halt the continued growth of the industry that had 

characterized the previous decade. The Madoff scandal further undermined the reputation of hedge 

funds, despite the fact that the same Bernard Madoff was not a hedge fund managers. As 1471 funds 

ǿŜǊŜ ƭƛǉǳƛŘŀǘŜŘ ƛƴ нллу ŀŎŎƻǊŘƛƴƎ ǘƻ IŜŘƎŜ CǳƴŘ wŜǎŜŀǊŎƘ ŀƴŘ ǘƘŜ ƛƴŘǳǎǘǊȅΩǎ ǘƻǘŀƭ ŎŀǇƛǘŀƭ Ǉlunged, 

hedge fund managers came thus to see a minimum degree of regulatory oversight as beneficial to 

restore the tarnished reputation of the industry.  

Second, hedge funds endorsed mandatory registration with the SEC as they preferred the minimum 

level of regulatory oversight brought by this solution to   more burdensome solutions that could 

inhibit the way they operate or place restrictions at the product level such as mandatory leverage 

restrictions and capital requirements (see section 3.3.2).130 

Indeed, hedge funds managers do not expect that the registration with the SEC will impose an 

insurmountable burden. While the major costs of registration come from compliance requirements 

and filling out forms, this solution limits to a minimum the intervention of regulators into their 

investment strategies (see Box 3.4).  

Most importantly, more than half of US hedge-fund managers are already registered with the SEC. 

According to a report presented by the Government Accountability Office in 2008, the SEC regulated 

an estimated 1991 hedge fund advisers. Among these there are 49 of the largest US hedge fund 

advisers which account for one-ǘƘƛǊŘ ƻŦ ǘƘŜ ƘŜŘƎŜ ŦǳƴŘǎΩ ŀǎǎŜǘǎ ǳƴŘŜǊ ƳŀƴŀƎŜƳŜƴǘ ƛƴ ǘƘŜ ¦{Φ131 

While the costs of registration would be relatively small for the managers of the largest hedge funds, 

                                                 
126  Managed Funds Association (2009), Press Release: MFA Announces support for registration of Investment Advisers Including hedge 

funds, 7 May 2009 
127 Alternative Investment Management Association,  Press Release: AIMA Supports US Regulatory Reform Proposals, 23 June 2009; 

Alternative Investment Management Association, Press Release: AIMA Reiterates Support for Registration of Hedge Fund Managers in the 

U.S.i, 3 November 2009 
128 Managed Funds Association (2009), Press Release: MFA Announces support for registration of Investment Advisers Including hedge 

funds, 7 May 2009 
129 Haufler, V. (2001). A Public Role for the Private Sector: Industry Self-Regulation in a Global Economy. Washington, D.C., Carnegie 

Endowment for International Peace. 
130 Helleiner, E. and S. Pagliari (2009). The End of Self-Regulation? Hedge Funds and Derivatives in Global Financial Governance. Global 

Finance in Crisis. The Politics of International Regulatory Change. E. Helleiner, S. Pagliari and H. Zimmermann. London, Routledge. 
131 GAO (2008). Hedge Funds: Regulators and Market Participants Are Taking Steps to Strengthen Market Discipline, but Continued 

Attention Is Needed, Washington, United States Government Accountability Office January 2008. 
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the smaller funds managers would face a relatively larger burden and have thus been less supportive 

of this kind of regulation. 

   

 

3.2.3 Congress: regulating funds or their managers? 

On the same day when Bernard Madoff was arrested, the US Congress began to legislate to mandate 

ǘƘŜ ǊŜƎƛǎǘǊŀǘƛƻƴ ƻŦ ƘŜŘƎŜ ŦǳƴŘ ƳŀƴŀƎŜǊǎΦ ¢ƘŜ {ŜƴΦ .ȅǊƻƴ 5ƻǊƎŀƴ ƛƴǘǊƻŘǳŎŜŘ ǘƘŜ ά5ŜǊƛǾŀǘƛǾŜǎ ŀƴŘ 

IŜŘƎŜ CǳƴŘ wŜƎǳƭŀǘƻǊȅ LƳǇǊƻǾŜƳŜƴǘ !Ŏǘ ƻŦ нллуέΣ ǿƘƛŎƘ ǊŜǉǳŜǎǘŜŘ ŦŜŘŜǊŀƭ ǊŜƎǳƭŀǘƻǊǎ ǘƻ ŎƻƻǊŘƛƴŀǘŜ 

rulemaking in order to impose reporting rules as well as capital requirements upon hedge funds. 

While this bill died with the end of the 110th Congress at the end of 2008, the 111th Congress 

immediately demonstrated a greater appetite for this legislation.  Different legislative proposals 

introduced in Congress throughout 2009 sought to give the SEC the authority to require hedge funds 

to register with the agency. 

At the beginning of 2009, two distinct bipartisan bills were introduced in the Senate and the House of 

in order to require hedge funds to grant the SEC the authority to monitor the activities of hedge 

funds. However, in order to achieve the same goal, the two bills were directed to two different 

targets: respectively the hedge funds and their managers. 

¢ƘŜ άIŜŘƎŜ CǳƴŘ ¢ǊŀƴǎǇŀǊŜƴŎȅ !Ŏǘέ ƛƴǘǊƻŘǳŎŜŘ ōȅ {ŜƴŀǘƻǊ /ƘǳŎƪ DǊŀǎǎƭŜȅ ŀƴŘ {ŜƴŀǘƻǊ /ŀǊƭ [ŜǾƛƴ132 

would clarify that the SEC has the authority to require hedge funds to register by removing the 

ǇǊƻǾƛǎƛƻƴ ŀƭƭƻǿƛƴƎ ƘŜŘƎŜ ŦǳƴŘǎ ǘƻ ŜǎŎŀǇŜ ǘƘŜ ŘŜŦƛƴƛǘƛƻƴ ƻŦ ŀƴ άƛƴǾŜǎǘƳŜƴǘ ŎƻƳǇŀƴȅέ ǳƴŘŜǊ ǘƘŜ 

Investment Company Act of 1940. Hedge funds could avoid the requirements imposed by the 

Investment Company Act only by requiring their advisers to register with the SEC, maintaining books 

and records required by the SEC, cooperate with any request by the SEC for information or 

                                                 
132 This bill was modeled after a similar legislative proposal (Hedge Fund Registration Act) introduced by Sen. Grassley in May 2007. 

Box 3.4: Regulatory requirements associated with the SEC registration of hedge funds advisers 

 

1. Provide the Commission with the ability to collect data from advisers about their business operations 
and the private funds they manage, 

2. Empower the Commission to conduct on-site examinations of advisers to identify conflicts of interest 
and the disclosure level, to determine for instance whether fund assets are subject to appropriate 
safekeeping or whether the performance represented to them in an account statement is accurate.     

3. Empower the SEC to oversee trading activities to prevent market abuses such as insider trading and 
market manipulation. 

4. Require hedge fund advisers to develop internal compliance programs administered by a chief 
compliance officer. 

5. Permit the Commission to screen individuals associated with the hedge fund adviser, in order to deny 
registration to those individuals convicted of a felony or engaged in a securities fraud. 

6. Permit to introduce scalable forms of regulation to differentiate between large and small size 
businesses. 

Source: SEC Division of Investment Management Director Andrew J. Donahue Issues Testimony Concerning 

Regulating Hedge Funds and Other Private Investment Pools, 15 July 2009 
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examination, file an annual disclosure form with basic information that would be made publicly 

available.133  

.ȅ ŀƳŜƴŘƛƴƎ ǘƘŜ άLƴǾŜǎǘƳŜƴǘ /ƻƳǇŀƴȅ !Ŏǘ ƻŦ мфплέ ǘƘŜ DǊŀǎǎƭŜȅ-Levin bill sought to achieve the 

registration of hedge funds advisers by targeting the underlying fund. This solution has not been 

endorsed by the US Treasury and federal regulators. They have instead supported regulatory 

proposals targeting directly the hedge fund advisers by amending the Investment Advisers Act. An 

ŜȄŀƳǇƭŜ ƻŦ ǘƘƛǎ ŀǇǇǊƻŀŎƘ ŎƻƳŜǎ ŦǊƻƳ ǘƘŜ άIŜŘƎŜ CǳƴŘ !ŘǾƛǎŜǊ wŜƎƛǎǘǊŀǘƛƻƴ !Ŏǘ ƻŦ нллфέ ƛƴǘǊƻŘǳŎŜŘ 

at the beginning of February 2009 by Rep. Michael Castle and Rep. Michael Capuano sought instead 

to amend the Investment Advisers Act.134 In particular, this bill would remove from the Investment 

!ŘǾƛǎŜǊǎ !Ŏǘ ǘƘŜ άǇǊƛǾŀǘŜ ŀŘǾƛǎŜǊέ135 exemption from registration for investment advisers with fewer 

than 15 clients, requiring all hedge fund advisers who manage at least $30 million to register with the 

{9/Φ ¢ƘŜ άǇǊƛǾŀǘŜ ŀŘǾƛǎŜǊέ ŜȄŜƳǇǘƛƻƴ ƘŀŘ ŀƭǊŜŀŘȅ ōŜŜƴ ǘƘŜ ǘŀǊƎŜǘ ƻŦ ǘƘŜ ŦŀƛƭŜŘ ŀǘǘŜƳǇǘ ōȅ ǘƘŜ {9/ ǘƻ 

mandate the registration of funds advisers in 2004. 

 

 

Amending the Investment Advisers Act of 1940 to remove the private adviser exemption has also 

been the approach taken by the US Treasury in its plan to bring hedge funds under the federal 

regulatory umbrella (see section 3.3.2), as well as by other bills, such as the Private Funds 

Transparency Act of 2009 introduced in June 2009 by Senator Jack RŜŜŘ ŀƴŘ ǘƘŜ άPrivate Fund 

Investment Advisers Registration Actέ ƛƴǘǊƻŘǳŎŜŘ ƛƴ {ŜǇǘŜƳōŜǊ ōȅ 2009 Paul Kanjorski. 

This solution has also been endorsed by the major hedge funds group, the Managed Funds 

Association.136 Other hedge funds managers have instead argued that some provisions included in 

the Advisers Act to provide certain protections for investors (e.g. compensation restrictions) are not 

well suited for managers of investment pools with high net worth and institutional investors and 

complex investment strategies such as hedge funds. James Chanos, president of Kynikos Associates 

[tΣ ŀǊƎǳŜŘΥ άthe Advisers Act, which was adopted in largely its current form in 1940, is not well suited 

to investment structures and strategies developed primarily in the last tǿŜƴǘȅ ȅŜŀǊǎέΦ IŜ 

recommended instead to draft a new "standalone statute tailored for private investment funds".137 

Chanos also argued that requiring registration of hedge fund advisers would be ineffective to 

                                                 
133 29-January-2009, Press Release 

A specific provision of the bill requiring hedge funds to disclose also the names and addresses of each investor in the fund provoked a 

significant opposition from investors notoriously protective of their privacy. Grassley and Levin subsequently clarified that this disclosure 

would not be extended to all investors, but only those hedge fundôs beneficial owners who profit from the fees generated by the fund's 

operations. 
134 Castle and Capuano also introduced a second bill (Pension security Act of 2009) to require pension funds to disclose each hedge fund in 

which the plan invested and the amount invested. 
135 Under the Investment Adviser Act, an investment adviser can benefit from the "private adviser" exemption only if the adviser: has fewer 

than 15 clients during the preceding 12 months; does not hold itself out generally to the public as an investment adviser; and does not advise 
any registered investment companies, such as mutual funds, or companies electing to be regulated as business development companies. 
136 Dow Jones NewsWires, ñUS Rep Janjorski: Hedge Funds Should register with SECò, 7 May 2009, 
137 May 7 2009 ï House Financial Services Subcommittee on Capital Markets -James Chanos ï President of Kynikos Associates LP 
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mitigate systemic risk, while at the same time it could degrade investors diligence by causing undue 

reliance upon SEC regulation. 

 

3.2.4 What Threshold?  

According to the US Treasury proposal, registration would not be required for all hedge funds 

advisers but exclusively those with assets under management that exceed a "modest threshold".138 

While the initial US Treasury plan did not specify a figure, the US Treasury later recommended that 

this threshold should be set at $30 million in managed assets. 

Similarly to the US Treasury, also the SEC and the Private Fund Transparency Act introduced by Sen. 

Reed would require advisers to private funds to register under the Advisers Act if they have at least 

Ϸол Ƴƛƭƭƛƻƴ ƻŦ ŀǎǎŜǘǎ ǳƴŘŜǊ ƳŀƴŀƎŜƳŜƴǘΣ άǊŜƎŀǊŘƭŜǎǎ ƻŦ ǘƘŜ ŦƻǊƳ ƻŦ ƛǘǎ ŎƭƛŜƴǘǎ ƻǊ ǘƘŜ ǘȅǇŜǎ ƻŦ 

securities in ǿƘƛŎƘ ǘƘŜȅ ƛƴǾŜǎǘέΦ139 The bipartisan bill introduced by Sen. Grassley and Sen. Levin 

raised this de minimis threshold at $50 million in assets under management. 

More recent proposals have set the de minimis threshold at a much higher level. The Private Fund 

Investment Advisers Registration Act introduced by Rep. Kanjorski was approved by the house 

Financial Services Committee at the end of October 2009 with a last minute amendment raising the 

threshold for registration from $30 million to $150 million. Also the legislative proposal presented in 

November 2009 by the Chairman of the Senate Banking Committee Chris Dodd required only 

advisers of hedge funds with $100 million or more in assets to register with the US. 

This figures are still too low according to the major hedge funds groups. The Alternative Investment 

Management Association has argued that if the purpose of registration is to allow regulators to 

monitor the systemically relevant funds, then the threshold for disclosure purposes should be closer 

to $1 billion or $2 billion.140 The threshold would be influenced by the definition of when a fund is 

ǎȅǎǘŜƳƛŎŀƭƭȅ ǊŜƭŜǾŀƴǘ ŀƴŘ ǿƘŀǘ ŘŜŦƛƴŜǎ ǎȅǎǘŜƳƛŎ ǊƛǎƪΦ !La!Ωǎ ŎƘƛŜŦ !ƴŘǊŜǿ .ŀƪŜǊ ǎǘŀǘŜŘΥ ϦLƴ ƻǳǊ ǾƛŜǿ 

there is probably no hedge fund on the planet, or maybe two or three at most that are systemically 

ƛƳǇƻǊǘŀƴǘ Χ LŦ ȅƻǳ ŀǊŜ ǎȅǎǘŜƳƛŎŀƭƭȅ ƛƳǇƻǊǘŀƴǘΣ ƛǘ ƳŜŀƴǎΣ ǿƘŜƴ ȅƻǳ ƎŜǘ ƛƴǘƻ ǘǊƻǳōƭŜΣ ȅƻǳ ƎŜǘ ǊŜǎŎǳŜŘΦ 

²Ƙƻϥǎ ŀōƻǳǘ ǘƻ ǊŜǎŎǳŜ ŀ ƘŜŘƎŜ ŦǳƴŘΚέ141 

AIMA has stressed that the reporting and regulatory requirements associated with the registration to 

the SEC would create excessive costs for smaller funds.  

Policymakers have instead tried to reduce the burden that the legislation could impose upon 

venture-capital funds and private-equity funds. Advisers to these funds were thus exempted from 

ǊŜƎƛǎǘǊŀǘƛƻƴ ōȅ ǘƘŜ άtǊƛǾŀǘŜ CǳƴŘ LƴǾŜǎǘƳŜƴǘ !ŘǾƛǎŜǊǎ wŜƎƛǎǘǊŀǘƛƻƴ !Ŏǘέ ƛƴǘǊƻŘǳŎŜŘ ƛƴ {ŜǇǘŜƳōŜǊ 

                                                 
138US Treasury (2009). Financial Regulatory Reform. A New Foundation: Rebuilding Financial Supervision and RegulationDepartment of 

the Treasury, June 17. 
139 SEC Division of Investment Management Director Andrew J. Donahue Issues Testimony Concerning Regulating Hedge Funds and Other 

Private Investment Pools, 15 July 2009 
140 Reuters, ñHedge funds oppose tougher rules on operations-AIMAò, 20 June 2009 

 
141 Reuters, ñHedge funds oppose tougher rules on operations-AIMAò, 20 June 2009 
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2009 by Rep. Paul Kanjorski and the legislative proposal introduced by Senator Chris Dodd in 

November 2009. 

Other hedge funds groups have instead highlighted the need to maintain a level playing field for all 

funds. According to the Managed Funds Association, exemptions from registration for the smallest 

ƘŜŘƎŜ ŦǳƴŘ ŀŘǾƛǎŜǊǎ άǎƘƻǳƭŘ ōŜ narrowly, though appropriately, tailored so as not to create a broad, 

ǳƴƛƴǘŜƴŘŜŘ ƭƻƻǇƘƻƭŜ ŦǊƻƳ ǊŜƎƛǎǘǊŀǘƛƻƴέΦ142 

  

  

 

  

3.3 Beyond registration  

  

оΦоΦм ά9ƴƘŀƴŎŜŘ ƻǾŜǊǎƛƎƘǘέ ǾǎΦ άƎǊŀƴǳƭŀǊ ŀǇǇǊƻŀŎƘέ 

While all the regulatory proposals described above agree on introducing a mandatory registration for 

hedge fund advisors, a few policymakers have argued that the regulatory requirements imposed by 

this measures are not enough. 

The SEC Chairwoman Mary Schapiro declared in April 2009 that registration without any further 

ŀǳǘƘƻǊƛǘȅ άǿƻǳƭŘ ƴƻǘ ōŜ ǎǳŦŦƛŎƛŜƴǘέΦ143 Schapiro argued that the SEC should have the authority to 

impose book-keeping and record-keeping requirements, as well as broader rulemaking authority as 

situations evolve, including imposing limits on leverage or certain kinds of trading activity if 

necessary.144 Similar proposals to legislate on hedge fund liquidity, leverage and capital requirements 

Ƙŀǎ ōŜŜƴ ǎǳƎƎŜǎǘŜŘ ōȅ ǘƘŜ DǊƻǳǇ ƻŦ олΣ ŎƘŀƛǊŜŘ ōȅ tŀǳƭ ±ƻƭŎƪŜǊΣ ŎƘŀƛǊƳŀƴ ƻŦ hōŀƳŀΩǎ 9ŎƻƴƻƳƛŎ 

Recovery Advisory Board, as well as by Senator Reed.145  

However, these provisions going beyond registration have not fully emerged. Rep. Kanjorski has 

ŘŜǎŎǊƛōŜŘ ǘƘŜ ƛƴǘǊƻŘǳŎǘƛƻƴ ƻŦ ƳŀƴŘŀǘƻǊȅ ǊŜƎƛǎǘǊŀǘƛƻƴ ǳǎƛƴƎ ǘƘŜ ŀƴŀƭƻƎȅ ƻŦ ŀ άǇƻƻƭ ǇŀǎǎέΥ "If they 

want to continue to swim in our capital markets, they must at a minimum, fill out forms and get an 

ŀƴƴǳŀƭ Ǉƻƻƭ Ǉŀǎǎέ146. However, while the regulation introduced in the US puts regulators in the 

position to monitor who access the pool and to prevent misconduct, it does introduce significant 

ǊŜǎǘǊƛŎǘƛƻƴǎ ǘƻ ƘŜŘƎŜ ŦǳƴŘǎΩ ǘǊŀŘƛƴƎ ŀŎǘƛǾƛǘƛŜǎΦ ¦ƴƭƛƪŜ ǘƘŜ !ƭternative Investment Funds Managers 

directive presented by the European Commission, what has emerged from Congress is therefore an 

                                                 
142 Testimony of Richard Baker, President and CEO of Managed Funds Association. Hearing on Capital Markets Regulatory Reform: 

Strengthening Investor Protection, Enhancing Oversight of Private Pools of Capital, and Creating a National Insurance Office  
143Reuters, ñUS SEC needs authority over hedge funds: Schapiroò, 28 April 2009 
144FinReg21, Darell Delamaide, ñSECôs Schapiro will seek authority to impose limits on hedge fund activityò, 4 May 2009 
145 Christine Williamson, ñIndustry bracing for round of congressional regulationò, Pensions & Investments,, 23 February 2009 

 
146Dow Jones NewsWires, ñUS Rep Janjorski: Hedge Funds Should register with SECò, 7 May 2009 
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άŜƴƘŀƴŎŜŘ ƻǾŜǊǎƛƎƘǘέ ƻŦ ƘŜŘƎŜ ŦǳƴŘǎ ǊŀǘƘŜǊ ǘƘŀƴ ŀ άƎǊŀƴǳƭŀǊ ŀǇǇǊƻŀŎƘέ ǘƻ ŎƭƻǎŜƭȅ ǊŜƎǳƭŀǘƛƴƎ ǘƘŜƛǊ 

activities, as argued by the MFA president Richard Baker.147  

The next section will analyze the plan presented by the US Treasury. Unlike other bills introduced 

within Congress, this legislative proposal would introduce more intrusive restrictions on the activities 

of those funds of systemic importance. 

 

3.3.2 The US Treasury Plan 

The Treasury Secretary-nominee Timothy Geithner pledged since the confirmation hearings in 

January 2009 to pursue mandatory registration of advisers to hedge funds and other private funds 

with the SEC under the Investment Advisers Act. 

However, the plan initially delineated by Geithner in March 2009 and delivered as a legislative 

proposal to Capitol Hill in July 2009 went beyond simply introducing the registration requirement. 

The Treasury Plan introduced a tiered approach to registration depending on the systemic relevance 

of each fund and how it would affect the market. 

The first layer applied to all investment advisers with more than $30 million of assets under 

management. By removing the 15-client exemption from registration under the Investment Advisers 

Act, the US Treasury plan required these funds to register with the SEC and subject them to 

recordkeeping and disclosure requirements. The bill would create an exemption for certain foreign 

private advisers based with a small number of clients. 

At the same time, the US Treasury plan went beyond the legislative proposals presented by 

Congressmen by introducing a second layer of regulation for systemically important funds. Once 

registered with the SEC, this regulatory agency would collect on a confidential basis information with 

respect to amount of assets under management, borrowings, off-balance sheet exposures, 

counterparty credit risk exposures, trading and investment positions, and other important 

information. These disclosure requirements were meant not only to police hedge funds but also to 

ŎƻƭƭŜŎǘ Řŀǘŀ άǘƘŀǘ ǿƻǳƭŘ ǇŜǊƳƛǘ ŀƴ ƛƴŦƻǊƳŜŘ ŀǎǎŜǎǎƳŜƴǘ ƻŦ Ƙƻǿ ǎǳŎƘ ŦǳƴŘǎ ŀǊŜ ŎƘŀƴƎƛƴƎ ƻǾŜǊ ǘƛƳŜ 

and whether any such funds have become so large, leveraged, or interconnected that they require 

ǊŜƎǳƭŀǘƛƻƴ ŦƻǊ ŦƛƴŀƴŎƛŀƭ ǎǘŀōƛƭƛǘȅ ǇǳǊǇƻǎŜǎέΦ148 The SEC would then share this information with a 

systemic-risk regulator, in particular the Federal Reserve and the newly created Financial Services 

Oversight Council.    

In the case these regulatory agencies determine that a hedge fund poses a threat to the overall 

financial stability, regulators would have the power to place limits on its activities and leverage. 

Unlike the Directive originally presented by the European Commission to regulate hedge funds 

                                                 
147Associated Press, ñHedge fund industry accepts Obama oversight plan, but seeks more details, assured privacyò, 31 March 2009 
148 US Treasury (2009). Financial Regulatory Reform. A New Foundation: Rebuilding Financial Supervision and Regulation Department of 

the Treasury, June 17. 
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managers, the US Treasury plan would introduce capital requirements or and leverage restrictions 

only to those funds deemed to be systemically relevant.  

  

3.3.3 Regulatory Flexibility 

An additional regulatory solution going beyond the simple registration of hedge funds advisers has 

been presented by the SEC. In October 2009, the SEC Commissioner Luis Aguilar argued that, in 

ŎƻƴƧǳƴŎǘƛƻƴ ǿƛǘƘ ŀŘǾƛǎŜǊǎΩ ǊŜƎƛǎǘǊŀǘƛƻƴΣ ǘƘŜ /ƻƴƎǊŜǎǎ ŎƻǳƭŘ ŎƻƴǎƛŘŜǊ ƎǊŀƴǘƛƴƎ ǘƘŜ {9/ ǘƘŜ ŀǳǘƘƻǊƛǘȅ ǘƻ 

adopt new-hedge fund rules as needed. He said: "The commission should be actively seeking from 

Congress broader authority to have additional regulatory flexibility to act in the future". Aguilar 

ƧǳǎǘƛŦƛŜŘ ǘƘƛǎ ǎƻƭǳǘƛƻƴ ƛƴ ǘƘƛǎ ǿŀȅΥ άBecause it is difficult, if not impossible, to predict today what rules 

will be required in the future to protect investors and obtain sufficient transparency, especially in an 

industry as dynamic and creative as private funds, an additional option might be to provide the 

Commission with tƘŜ ŀǳǘƘƻǊƛǘȅ ǘƘŀǘ ŀƭƭƻǿǎ ŦƻǊ ŀŘŘƛǘƛƻƴŀƭ ǊŜƎǳƭŀǘƻǊȅ ŦƭŜȄƛōƛƭƛǘȅ ǘƻ ŀŎǘ ƛƴ ǘƘƛǎ ŀǊŜŀέ 

In this way, the SEC would acquire the rule-making authority to place new conditions on the 

ŜȄŜƳǇǘƛƻƴǎ ǘƘŀǘ ƘŜŘƎŜ ŦǳƴŘǎ ƘŀǾŜ ǳƴŘŜǊ ǘƘŜ LƴǾŜǎǘƳŜƴǘ /ƻƳǇŀƴȅ !Ŏǘ ƻŦ мфплΦ άThis would enable 

the Commission to better discharge its responsibilities and adapt to future market conditions without 

ƴŜŎŜǎǎŀǊƛƭȅ ǎǳōƧŜŎǘƛƴƎ ǇǊƛǾŀǘŜ ŦǳƴŘǎ ǘƻ LƴǾŜǎǘƳŜƴǘ /ƻƳǇŀƴȅ !Ŏǘ ǊŜƎƛǎǘǊŀǘƛƻƴ ŀƴŘ ǊŜƎǳƭŀǘƛƻƴΦέ149 

  

 

 

 

 

                                                 
149 SEC Division of Investment Management Director Andrew J. Donahue Issues Testimony Concerning Regulating Hedge Funds and Other 

Private Investment Pools, 15 July 2009 

 


