RESTRUCTURING GLOBAL AND
EU FINANCIAL REGULATION:
CHARACTER, CAPACITIES,
AND LEARNING’

Julia Black

Introduction

It is said that ‘generals fight the last war’. Regularors can do the same. In the wake
of the crisis, regulators and politicians arc currently fighting on a number of bat-
tlefronts. New policies are rapidly proliferacing from the international committees
of regulators, from international organizations such as the OECD and IMF, from
national governments, and from the EU. New provisions are being brought in, reg-
ulatory structures are being icconfigured, and new regulators are being created.

The question is whether the financial regulators are building the regulatory equiva-
lent of the Maginot 1ine, or whether they are devising strategies that will enable
them to anticipate future crises, and sufficient resilience to withstand them when
anticipation fails. For we know there will be another crisis, but do not know when
it will come or the form it will take.

There is no doubt that policymakers recognize some of these difficulties. In par-
ticular, the need to build a greater capacity for surveillance has been recognized
in the creation of organizations charged with macro-prudential surveillance at the
global, EU, and in some cases national level. However, regulators failed not just
because they did not look hard enough at what was happening in the markets. It

* 'This is a revised version of a paper delivered at the conference on Financial Regulation and
Supervision in the New Financial Architecture, Taormina, Sicily, 20-21 May 2010. I am grateful to
the participants of that conference, both academics and regulators, for their comments on the paper,
and to those regulators and policy makers who have been willing to give their time to discuss various
views and ideas in this paper in recent months. The usual responsibilities remain my own.
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was also that their cognitive understandings of the way markets operated, and
the way markets and regulation interacted, were flawed. Conventional wisdom
has been overthrown by the power of events, prompting a paradigm shift in some
aspects of financial regulatory policy. However, just what paradigm should replace
the old is still unclear, although the contours of the new conventional wisdom are
becoming clearer. Part of the challenge for regulators going forward is whether
they can put in place ways to challenge conventional wisdoms, including their
own, before another crisis does it for them.

The crisis thus created a series of cognitive as well as financial shocks. This chapter
analyses the cognitive shifts prompted by the crisis and the impact they are having
on the organization of global and EU financial regulation. The chapter focuses on
regulators’ capacities for anticipation rather than resilience per se, and argues that
for these capacities to be developed, the current mechanisms by which the finan-
cial regulators learn of their own and each others’ performance need to be quite
fundamentally reoriented. In addition, regulators need to build in mechanisms
for cognitive challenge. As senior economists advised the Queen, the crisis was
caused by a ‘collective failure of imagination’.! Bur Cespite the various changes
being introduced, it is not clear whether some of rte inain lessons have really been
learnt. There is some recognition by regulators = the complexity, fragmentation,
interdependencies, and dynamic adaptability of the system they are attempting to
regulate. However, rather than move to butid flexibility and scope for variety and
learning into the regime, the policy dyramic at the moment is to retreat into hier-
archical regulation that seeks to cenriol both markets and other regulatory actors
through detailed rules, and witiin the EU, harmonized control. The dynamics
driving these policy processes ure understandable, but there is a significant risk of
introducing new rigiditics Liuto the system. Instead, reflexive learning and dynamic
responsiveness to the regime’s own performance need to become the central prin-
ciples on which tiie glcbal and EU regulatory regimes operate.

The chapter argues that in order to develop structures and strategies for dynamic
responsiveness we need first to understand the changes in the organizational struc-
tures of global and EU financial regulation and the cognitive shifts which underlie
them. With respect to financial markets, the assumption that the ‘sum of the whole
is greater than its parts’ has been replaced by the recognition that ‘the whole is only
as strong as its weakest link’.? It is increasingly recognized in some quarters that
this aphorism applies as much to the regulatory system as it does to the markets.

' On avisit to the LSE in November 2008 the Queen asked, “Why did no one see this coming?’
The British Academy forum of economists convened to answer the Queen’s question wrote to her
concluding that ‘the failure to foresee the timing, extent and severity of the crisis and to head it off,
while it had many causes, was principally a failure of the collective imagination of many bright peo-
ple, both in this country and internationally, to understand the risks to the system asa whole’. Letter
dated 22 July 2009. See also Financial Services Authority (FSA), The Turner Review: A Regulatory
Response to the Global Banking Crisis (London, 2009).

2 IMF, The Fund’s Mandate—An Overview (January 2010), 12.
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Chapter 1: Restructuring Global and EU Financial Regulation

No longer is it seen as sufficient to focus on the monitoring and supervision either
of individual institutions or of individual countries; what is important is the opera-
tion of the system as a whole.

Linked to these cognitive changes is a normative reassessment of what regulation
should be trying to achieve. Although there is broad consensus on the normative
goals of financial regulation, namely financial stability, investor protection, and
prevention of market abuse, there is far less agreement as to just what these mean
in different instances,3 and even less as to what measures should be taken to attain
them. There are also conflicting policy dynamics, with centripetal pressures to
move regulation to the international level being countered by centrifugal pressures
for unilateralism either by individual countries or the EU.

The chapter groups these developments into four main areas: surveillance, resil-
ience, stability, and regime management. It then considers the developments in the
institutional structures at the international level, focusing on the re-formulated,
and newly invigorated, Financial Stability Board (FSB), the INiT, the EU and the
multi-lateral arrangements for coordination through colleges ot supervisors at the
global and EU levels. In each case it considers current mzchanisms of observa-
tion, communication, and enforcement mechanisn:s within different parts of the
regulatory regime, focusing primarily on the changing role of the FSB. The discus-
sion then turns to examine in more depth the d'ticult issues of regime manage-
ment, coordination, and learning. The pace £ policy development is so great and
the proliferation of proposals currently ¢manating across the regime so numerous
that there are significant risks of creating further tensions and internal conflicts
if their development is insufficierit! coordinated.* Coordination is not simply a
matter of technical agreemenr. fic wever; the tensions and conflicts are often deeply
rooted, raising significant issues of regime management and enhancing the need to
develop capacities for mefexive observation and dynamic adaptation. So the final
section of the chapt¢r considers how the system’s existing and potential capacities
for reflexive learning and dynamic responsiveness can be strengthened. It focuses
on two elements of that challenge: enhancing information and knowledge, and
developing mechanisms of challenge.

3 On the issues in defining and identifying financial stability, see eg A. Crockett, The Theory
and Practice of Financial Stability (1996) 144 De Economist 4, 531; C. Goodhart and D. Tsomocos,
Analysis of Financial Stability (2007) (Special Paper 173, Financial Markets Group, London School
of Economics); O. Aspachs, C. Goodhart, M. Segoviano, D. Tsomocos, and L. Zicchino, Searching
for a Metric for Financial Stability (2006) (Special Paper 167, Financial Markets Group, London
School of Economics); H. Davies and D. Green, Banking on the Future: The Rise and Fall of Central
Banking (Princeton University Press, 2010), 54-9.

4 For example the potential for statutory schemes for bank resolution that impose moratoria on
payments can conflict with the status of private netting agreements in insolvency law: see P. Paech,
Systemic Risk, Regulatory Powers and Insolvency Law: The Need for an International Instrument on
the Private Law Framework for Netting (2010) (Working Paper Series no 116, Institute for Law and
Finance, Goethe Universitat).
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Part I: European Reform as a Response to the 2008 Crisis

Financial regulation—a polycentric regime

It is fashionable now in financial regulation circles to emphasize the complexity and
adaptability of the financial system and the unpredictability of regulation.> However,
more generic analyses of regulation and governance have been emphasizing these
themes for some time.® Regulatory systems and the systems they attempt to regulate
are often complex and dynamic, with significant interdependencies existing within
and between them.” Power and knowledge are fragmented between different actors,
with significant implications for the construction and operation of regulatory regimes.
The performance of regulatory governance is also often disaggregated into a number of
different functions that are dispersed between a number of actors at the international,
regional, national, and sub-national level who co-exist in a range of different relation-
ships. Complex interactions and interdependencies exist between social actors, and
between social actors and government in the process of regulatior; some of which regu-
lation itself creates.® Those being regulated have significant operational autonomy, and
their response to regulation is often unpredictable. Those attempting to regulate others
thus face significant challenges. Some of these are uniace o the particular task or task
environment—such as managing particular risks o ceracturing certain markets; oth-
ers, such attempting to manage behaviour, are gziieric across regulatory regimes.

Regulation thus is a messy, complex, and {a: gely imperfect process. In order to have
some hope of regulating effectively rie regulatory system collectively needs the
capacity to regulate dynamically. Reguiatory capacity, it is suggested, is a composite
of resources and motivations.®Pesources comprise: information, knowledge and
expertise, financial resources; organizational capacity, power or strategic position,
and authority and legitirnacy. However, resources are only one aspect of capacity;
what is also important i¢ an understanding of motivations of those in possession
of resources, their ‘wativational postures” or ‘attitudinal settings’, which may be
based in norms of self-interest, appropriateness, or both.'® Moreover, where either

5 egS. Schwarcz, Regulating Complexity in Financial Markets (2009—10) Washington University
LRev8(2) 211.

6 eg G. Teubner, ‘After Legal Instrumentalism: Strategic Models of Post-Regulatory Law’ in
G. Teubner (ed), Dilemmas of Law in the Welfare State (De Gruyter, 1986); N. Rose and P. Miller,
Political Power Beyond the State: Problematics of Government (1992) 43(2) British Journal of Sociology
173; ]. Kooiman (ed), Modern Governance: New Government-Society Interactions (Sage, 1993).

7 See]. Black, Decentring Regulation: Understanding the Role of Regulation and Self Regulation in
a Post-Regulatory’ World (2001) 54 Current Legal Problems 103;]. Black, Constructing and Contesting
Legitimacy in Polycentric Regulatory Regimes (2008) Regulation and Governance 1.

8 See eg J. Kooiman, Findings, Speculations and Recommendations in J. Kooiman, see n 6, at
253; N. Rose, Powers of Freedom: Reframing Political Thought (Cambridge University Press, 1999);
L. Hancher and M. Moran, Organizing Regulatory Space in L. Hancher and M. Moran (eds),
Capitalism, Culture and Economic Regulation (Oxford University Press, 1989).

9 J.Black, Enrolling Actors in Regulatory Processes: Examples from UK Financial Services Regulation
[2003] Public Law 62.

10 J. March and J. Olsen, The New Institutionalism: Organizational Factors in Political Life
(1984) 78 American Political Science Review 734; V. Braithwaite, K. Murphy, and M. Reinhart,
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or both regulatory actors and capacities are dispersed, then there needs to be some
way in which they are coordinated to achieve the particular outcome or outcomes
sought, either by the whole or each of its participants.

The challenges facing the global financial regulatory regime are thus not unique in
all respects, but they are severe." The regime comprises non-state and state actors
operating at the global level, at the regional level, at the national level, and within
individual firms. The focus here is not on the relationship between regulators (state
or non-state) and firms.'? Rather, it focuses on the interactions between regulators
themselves within the regime.'

Atthe global level, the regime is characterized by a multiple of international regula-
tory committees (IRCs) and other organizations, each with different memberships,
legal bases, mandates, and powers.' There are individual committees of securities
regulators, notably the International Organization of Securities Commissioners
(IOSCO), central bankers from the G20 countries (pre-crisis, from the G8)
who are members of standard setting committees of the Baiit.of International
Settlements (eg the Basle Committee on Banking Supervisicn {BCBS)), and insur-
ance regulators (International Association of Insurance Jupervisors (IAIS). These
coordinate in the development of principles for firiancial conglomerates in the
Joint Forum. In addition, the International Accounring Standards Board (IASB),
a group of professional experts, sets accounting rules, the International Financial
Reporting Standards, which are used by di:0st major economies apart from the
United States. The international financiul 1astitutions (IFIs), the World Bank, and
the International Monetary Fund (IN¥) play a role in that they monitor the imple-
mentation of some of the IRCs’ I'einciples within individual countries as part of
their broader Financial Services Assessment Process (FSAP) activities. Although
the IFIs are the only organizations in this global regulatory matrix which have a
legal underpinning, the ESAP process is conducted under the IMF’s non-binding
technical assistance programme, and so technically takes the form of guidance and
assistance. All global regulation is thus based on soft law. Finally, these bodies are

Taxation Threat, Motivational Postures, and Responsive Regulation (2007) 29(1) Law & Policy
137.

" The term ‘regime’ here is used to refer to a set of interrelated units that are engaged in joint
problem solving to address a particular goal; its boundaries are defined by the definition of the prob-
lem being addressed, and it has some continuity over time: C. Hood, H. Rothstein, and R. Baldwin,
The Government of Risk (Oxford University Press, 2001), 9-17.

12 Firms themselves are regulatory actors in that they have internal systems of regulation (eg
compliance, risk management, internal audit), though on significantly different scales depending
on their size, and in that they are actors whose behaviour contributes to the overall performance of
the regulatory regime.

13 By regulators I am referring to those state or non-state actors who have been given a mandate
to regulate the behaviour of others (though not necessarily by all those they purport to regulate), ie
engage in organized attempts to influence their behaviour.

14 See H. Davies and D. Green, Global Financial Regulation: The Essential Guide (Polity Press,
2008); C. Brummer, Soft Law and the Global Financial System (Cambridge University Press,
2011).
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Part I: European Reform as a Response to the 2008 Crisis

all members, together with G20 countries, of the Financial Stability Board (ESB).
The FSB originated in 1999 when, following the rescue of a hedge fund, Long
Term Capital Management, the Financial Stability Forum (FSF) was created to
coordinate these international regulatory committees, the IFIs and the OECD,
and to bring G7 finance ministers closer to the global standard-setting processes.'
As a consequence of the crisis, the membership of the FSF and the Basle commit-
tees BCBS was broadened to comprise the G20 countries, and the FSF reconsti-
tuted as the FSB and given a mandate by the G20 to implement its policies on
financial regulation.

At the European level, in addition to the usual law-making institutions, there are
separate committees of finance ministers that advise the Commission on secur-
ities, banking, and insurance legislation. In the period immediately preceding the
crisis, three ‘level 3° committees of regulators also operated in each of these areas:
the Committee of European Securities Regulators (CESR), the Committee of
European Insurance and Occupational Pension Supervisoss ({CEIOPS), and the
Committee of European Banking Supervisors (CEBS).'® Their role was to advise
and facilitate consultations on draft legislative propesals and to develop technical
guidance on the implementation of legislative provisions. Prior to the crisis, the
European Central Bank has to date played alric:t no role in financial regulation.
As discussed below, this structure was radica!t v altered with the introduction of the
European System of Financial Supervision in January 2011.

Policy battleiionts and opposing forces

Opposing forces

The financial crisie Lias prompted significant changes in the organizational struc-
tures of financiairegulation at the global and EU levels. Underlying these changes is
a complex set of policy and institutional dynamics. The political talk is of harmon-
ization, coordination, and cooperation, but on key issues we see Balkanization as
countries go it alone."” Centripetal pressures that push regulation towards certain
central points are being counteracted by significant centrifugal pressures which are
pushing it back towards national governments.

15 According to Davies and Green, the ECB ‘turned up at the first meeting uninvited and has
never been shown the door’, ibid, 114. The European Commission, on the other hand, was invited
but refused to attend: ibid. Given the Commission’s insistence after the crisis that it be a member of
the FSB, its priorities had clearly changed.

16 Final Report of the Committee of Wise Men on the Regulation of European Securities Market
(February 2001), available at <http://www.europa.eu.int/comm/internal-market/securities/docs/
lamfalussey/wisemen/final-report-wise-men_en.pdf>.

17" For example the deep disputes over whether banks should be broken up.
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Chapter 1: Restructuring Global and EU Financial Regulation

There are a number of centripetal pressures for international harmonization. The
markets are peripatetic and can easily engage in regulatory arbitrage, so countries
that introduce tougher regulation can suffer ‘first mover disadvantage’ as financial
business moves elsewhere. Moreover, the crisis demonstrated that the globalized
markets create significant interdependencies between regulators, with each relying
on the other for it to be able to achieve its objectives, both in normal times and
in times of crisis. They also create interdependencies between governments’ fiscal
positions. In particular, within the EU the principle of home country control,
combined with the global nature of financial markets, makes one country signifi-
cantly dependent on the quality of regulation in another. Through the passport-
ing regime, one country’s weak regulation can be brought into another country
through a cross-border bank.'® At the same time there is less willingness to trust
other national governments to deliver regulatory regimes that are robust enough
to be relied upon. Harmonization, supported by mechanisms of enforcement, can
increase control by a group of countries over another’s regulatory regime and thus
reduce the vulnerabilities that such interdependencies create. F'urther, as the han-
dling of the crisis demonstrated, unilateral actions by one couatry can have nega-
tive spillover effects on others, which coordinated actisn cun avoid. For example,
when Ireland introduced a full deposit guarantee r ail its banks in September
2008 there was an immediate flight of capital fromn the United Kingdom to Ireland,
prompting the United Kingdom and then the &U to raise deposit guarantee limits
within a matter of days.

So on the one hand, although normaiive consensus may be hard to achieve, reg-
ulators and governments recognize that international harmonization can be in
their own interests for a numher of reasons. These ‘bottom up’ pressures accord
with attempts from internatiorial bodies and the EU authorities to enhance the
control that they exert over-the financial regulatory regime, or at least parts of it.
All of these factors toecher exert centripetal pressures, pushing regulation to the
regional and internacional level.

On the other hand, centrifugal pressures are also strong. National governments
have become acutely aware of the potential cost that the financial system can
impose on their own taxpayers. As has been acutely observed, banks are global in
life but national in death.' There are clear signs that this ‘mortality mismatch’, as
I call it, is exerting a fundamental influence on policy-making, prompting poli-
cies of ‘fiscal protectionism’. There is a recognition that international harmoni-
zation, or at least co-ordination, is necessary to manage financial institutions in
life (eg through colleges of supervisors) and when they are critically ill (through

'8 The UK Treasury Select Committee has reccommended the abandonment of the passporting
regime for banks, which would be a significant move contrary to one of the EU’s central principles
of freedom of movement: Treasury Select Committee, Banking Crisis: Regulation and Supervision
(Fourteenth Report of Session 2008—-09, HC 767, HMSO, 2009).

9 M. King, evidence to UK Treasury Select Committee, ibid, response to Q146.
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cross-border crisis management procedures). However, the process of managing
their death (powers and procedures for the resolution of failing banks) and deal-
ing with its consequences (funding bail-outs and/or deposit guarantees) remains
national, at least for the moment. In 2007-09, governments in the United States,
the United Kingdom, and the rest of the EU were forced to inject US$4.89 trillion
directly into banks and other financial institutions, equivalent to 6 per cent GDP
in each country/region and to issue guarantees on bank borrowing and bank assets
that, if called upon, would equate to US$14 trillion gross: the equivalent of 50 per
cent of the GDP in each country/region.?® Governments are understandably con-
cerned to ensure that they will not have to do this again and are putting in meas-
ures to prevent such calls on their budget deficits, often unilaterally, though talk
of a common resolution fund for EU banks is growing. Whilst it remains national
governments and their taxpayers that have to pick up the bill for financial failure,
those governments will be concerned to protect their fiscal position and to retain
the right and ability to do so.

There is thus a fundamental tension between the centiipetal forces which push
agenda-setting to the international level, and centrifugal torces which push it out
to national governments as countries ‘go it alone’ Managing this tension is not
straightforward. Part of the reason for the Corin ission’s proposal for an EU-wide
resolution fund for banks (as distinct from-that for sovereign debt), for example,
is to minimize the incentive effects for F.U Member States to act unilaterally in a
crisis to protect their own taxpayers o1 the insolvency of a cross-border bank.?!

The organizational restructuring :: 1s suggested, is integrally linked both to these
conflicting forces and to some ot the significant cognitive shifts in the understand-
ing of the nature of the mariets, the nature of the problems, and the solutions that
need to be imposed. The plethora of current policy initiatives is potentially over-
whelming, but in a2 artempt to impose at least analytical coherence on them they
are divided hereinie four interlinked groups: surveillance, resilience, stability, and
regime management.

Policy battlefronts

Surveillance

Getting information, and just as importantly, making sense of it, is a critical ele-
ment of any regulatory system and has been shown to be deeply lacking in financial
regulation.?? As the FSB/IMF report on information gaps observed, ‘[T]he recent

20 Bank of England, Financial Stability Reports (October 2008) and (June 2009).

2 European Commission, Communication to the European Parliament, 26 May 2010, Council,
European Economic and Social Committee and the European Central Bank, Bank Resolution
Fund, COM(2010) 254 final.

22 eg FSF, Report of the Financial Stability Forum on Enhancing Market and Institutional
Resilience (April 2008); IMF, see n 2; IOSCO, Report on the Subprime Crisis—Final Report,
Report of the Technical Committee of IOSCO (2009).
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crisis has reaffirmed an old lesson—good data and good analysis are the lifeblood
of effective surveillance and policy responses at both the national and international
levels’.2®> With respect to institutions, supervisors need to know more about their
liabilities, their consolidated position, and the nature of their maturity mismatch.
With respect to the system, they are seeking to understand the build-up of risk
within the system, the nature of the inter-linkages between participants in the mar-
kets and between different types of risk, and the nature of maturity mismatches
that exist on banks’ balance sheets and within and between currencies. In particu-
lar, the challenge is to understand the interrelationship between macro-economic
developments at the global and national level, their relationship with movements
in the financial markets, and their impacts on the stability of individual financial
institutions, and in turn of those institutions on financial stability—the ‘macro-
micro’ link.?4

The crisis showed that these links had been either ill-understood or significantly
underemphasized. For example, the links between aggregate leverage, valuation,
and liquidity, particularly in a mark-to-market environment ¢reated by account-
ing rules and margin requirements, had simply not beeri recognized prior to the
crisis.®

The crisis also revealed significant blind spots in the regulator’s vision. There was
very little data on inter-institutional, intra-group, and cross-border exposures.?
Some countries had only patchy informatiin on their payment and settlement
systems.?’ Particular activities of some financial institutions were firmly in the
spotlight, but others, notably hedge {tinds but also the activities of banks them-
selves, operated very much beyona the regulators’ gaze. The ‘shadow banking sys-
tem’ should be more accurately described as the ‘invisible banking system’. ‘Over
the counter’ dealings in derivatives equate to ‘under the radar’ dealings, so little is
known by regulators about the details of these deals or of the inter-linkages and risk

concentrations that av< thereby created.

Visibility is now sought over all activities of all participants, in a relentless search for
‘synoptic legibility’.?® However, whilst improved legibility is necessary, what is also
important is the development of a cognitive framework in which to make sense of
the information collected and convert it from data to knowledge.?® Here the central

23 FSB and IMF, The Financial Crisis and Information Gaps—Report to the G20 Finance
Ministers and Central Bank Governors (November 2009), 4.

24 eg FSB and IMF, see n 22; H. Hannoun, Information Gaps—What has the Crisis Taught Us?,
Speech dated 20 April 2010.

25 Joint FSF-CGFS Working Group, 7he Role of Valuation and Leverage in Procylclicality (March
2009), 2.

26 ESB, Guidance on Systemic Risk (November 2009).

27 Tbid.

28 J.Scott, Seeing Like a State: How Certain Schemes to Improve the Human Condition Have Failed
(Yale University Press, 1998).

29 K. Weick, Sense Making in Organizations (Sage Publications, 1995).
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challenge at the moment is to understand the exact nature of the links between
macro-prudential developments and the adjustments that need to be made to the
micro-prudential supervision of individual financial institutions. Surveillance is
important, but until those links are better understood it remains only a partial
basis for dynamic adjustment of the regulatory regime to the changes in risk pro-
files of products, markets, and actors that comprise the financial system.

Resilience

Secondly, regulators are struggling to find ways to enhance the resilience of the
financial system. This is not a new strategy in the regulatory governance of risk.
Indeed, some argue that resilience rather than anticipation should be the dominant
strategy for responding to uncertainty.3’ In engineering terms, and particularly
when dealing with complex systems, regulators should ensure that systems have
built-in buffers between parts that may fail to prevent a failure in one partaffecting
other parts, and ‘redundancies’, controls which come into operation when oth-
ers have failed.3" What is new to financial regulation post-‘risis is the conscious
focus on bank recovery and resolution, and the relatioriship of resolution and
supervision.

The rationale for regulating banks has always focused on the potential for the
failure of one institution to have systemic cei:sequences, but the channels for that
systemic crisis have traditionally been scer to be inter-linkages through the pay-
ment system and inter-bank market; «nd through contagion effects arising from
bank runs caused by loss of investor.confidence.3? The regulatory system has tra-
ditionally built in resilience through the lender of last resort facility, and failing
that, through the contained ccllapse or managed takeover of the bank. The crisis
showed that in many countries there was no further backstop plan. In some cases,
for example the Uniced Kingdom, putting these structures in place had been on
policymakers” ‘to de’ lists, but in the benign macro-economic environment that
prevailed, they were not seen as particularly urgent.33

Building in resilience to the financial system is proving an extremely challenging
task. At one level, the battle is relatively straightforward. It involves enhancing
the types of resiliency structures and mechanisms that already exist, or creat-
ing new techniques which follow the same logic and understandings of how the
financial system works as operated in the past. These include the introduction

30 A, Wildavsky, Searching for Safery (Transaction Books, 1988).

31 C. Perrow, Normal Accidents: Living with High-Risk Technologies (Basic Books, 1984).

32 C. Goodhart, et al, Financial Regulation: Where, Why, How and What Now? (Routledge,
1998).

33 In the United Kingdom the Tripartite Authorities had conducted a series of ‘war games’ on
the possible failures of different banks which had revealed the weaknesses in the UK regulatory
structure for managing the failure of a large bank, but the matter had not been pushed up the leg-
islative agenda: Treasury Select Committee, 7he Run on the Rock (5th Report of Session 2007-08
HC 56-1).
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of special legal regimes for the failure of banks,3#3% requirements, initiated in
the United Kingdom, taken up by the BCBS and more recently by the FSB, for
firms to produce ‘living wills’ or ‘resolution plans’,3¢ and initiatives to enhance
the cross-border crisis management and the resolution of cross-border banks.3”
This work is critical, but so is recognition that individual resolution plans may
only work if banks fail one at a time. But when systemic crises hit, several fail
together. Whilst core operational functions may be maintained by the resolution
authorities, if markets are frozen there are then no buyers for the bank’s assets,

good or bad.

The hardest part of the battle is coming to grips with the realization that the sys-
tem simply did not operate in the way that regulators, banks, and economists had
thought it did. If you do not understand how the system works, it is very hard to
build in mechanisms either for managing risk or for ensuring the system’s resilience
when those risks crystallize. Whilst regulators and others realize a new cognitive
framework is needed, they are struggling to develop one.

For example, in the initial post-crisis phase, the nature and characteristics of sys-
temic risk, which had previously been almost unquestioned, were found to be mat-
ters of considerable doubt and debates began as to whichi institutions or practices
are systemically important®® and how systemic significance is created.?® The iden-
tification of the ‘global SIFIs” has brought son'e ¢losure to that debate, but it may
be disrupted again when the next crisis strikes:

Linked to these cognitive shifts is the realization that the technologies of risk man-
agement that both regulators and fitiancial institutions had used were deeply inad-
equate, if not fundamentally flaved. They also gave regulators and firms a highly
distorted view of the nature ana distribution of risks in the financial system. There
is widespread recognitior +hat liquidity risk was underestimated,*° as was leverage:
risk-adjusted leverage mieasures failed to capture the multiples of exposure created

34 UK Banking Act 2009.

35 Dodd-Frank Act 2010 in the United States; European Commission, Communication on
an EU Framework for Cross-Border Crisis Management in the Banking Sector (October 2009);
Consultation on technical details of a possible European crisis management framework (January
2011).

36 ESA, Turner Review Conference Discussion Paper (DP09/4, October 2009); BCBS, Report
and Recommendations of the Cross Border Bank Resolution Group (Basle, March 2010).

37 Ibid; European Commission, see n 35; FSB, Key Attributes for Effective Resolution Regimes for
Financial Institutions November 2011).

38 ESB, Guidance to Assess the Systemic Importance of Financial Institutions, Markets and
Instruments: Initial Considerations—Background Paper (November 2009); FSB, Progress in the
Implementation of the G20 Recommendations for Strengthening Financial Stability, Report of the
Financial Stability Board to G20 Finance Ministers and Central Bank Governors (April 2011).

39 For example the discussions as to whether there should be a list of systemically important
financial institutions identified in advance or not: eg IMF, Responding to the Financial Crisis and
Measuring Systemic Risks (Global Financial Stability Report, IMF, 2009).

40 egde Larosiere Report, The High Level Group on Financial Supervision in the EU, available at
<http://ec.europa.cu/internal _market/finances/docs/de_larosiere_report_en.pdf>; FSF, see n 23.
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by pooling and tranching structured credit instruments, or the compounding of
that embedded leverage through re-securitization.*' Further, there is dawning
awareness that although regulators and risk managers can tend to put risks into
‘buckets’ market, credit, liquidity, and so on, risks can quickly overspill from one
to the other: liquidity risk quickly evolved into market and credit risk, as lack of
liquidity caused a drop in market value and prevented firms from rolling over
short-term borrowing.*?

Risk models were also found to be deeply flawed. Value at Risk (VaR) models,
the darling of risk managers and banking regulators since the early 1990s, were
found to have procyclical effects. As all follow the same models, there is a herd
effect, further enhancing volatility. As a result there are now calls for VaR models
to ‘see through the cycle™ and a pull away from their entrenchment in the Basle
capital requirements. Model-based risk assessments were also based on limited
historical data, often restricted to the ‘Golden Decade’ of the last ten years that
had seen particularly benign economic conditions.** Ever worse, in the case of
residential mortgage-backed securities, they were based en no empirical data at
all.#> Correlation risks were not understood, again particularly with respect to
credit derivatives obligations.*® Stress tests were woeru!ly inadequate. Even in late
2007, before the most intense periods of the ¢7siz, the Chief Financial Officer of
Goldman Sachs, David Viniar, was reported «s commenting that events that were
in most models assumed to happen onlyoi.ce in several billion years (once every 6
x 1024 lives of the universe in fact) were happening several days in a row. Models
will always be wrong to an extent, bucas Andrew Haldane commented, the mod-
els failed Keynes’ test, which is tiat it is better to be roughly right than precisely
wrong. “With hindsight, these models were both very precise and very wrong’.4”

Moreover, ithasbeen recognized thatregulation does notoperate asaneutral instru-
ment, but can create negative feedback loops, amplifying the very risks they are
meant to be contialling. The potential procyclical effects of Basle I have long been
noted.*® Moreover, the failure of the leverage measures (where they were applied)
to capture the full extent of leverage or the multiples of exposure incentivized

41 Risk-adjusted leverage measures failed to capture the multiples of exposure created by pool-
ing and tranching structured credit instruments, or the compounding of that embedded leverage
through re-securitisation: Joint FSF-CGFS Working Group, The Role of Valuation and Leverage in
Procyclicality (March 2009); CRMPG 111, Containing Systemic Risk: The Road to Reform (2008).

42 eg Joint Forum, Credit Risk Transfer—Developments from 2005-07 (April 2008).

43 Tbid.

44 Tbid; A. Haldane, Why Banks Failed the Stress Test, Speech dated 13 February 2009.

45 Joint Forum, see n 42.

46 Tbid. In particular, the exposure of senior tranches of CDOs to worst-case correlations (eg
recession in the macro-economy) as that generates the largest losses on the underlying portfolio.

47 Haldane, see n 44.

48 eg]. Danielsson, et al, An Academic Response to Basle II (Special Paper 130, Financial Markets
Group, LSE, 2001); C. Goodhart, Financial Regulation, Credit Risk and Financial Stabiliry (2005)
192 National Institute Economic Review 118; C. Goodhart, B. Hofmann, and M. Segoviano, Bank
Regulation and Macroeconomic Fluctuations (2005) 20 Oxford Review of Economic Policy 591.
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greater leverage and did nothing to abate the risk concentrations that were accu-
mulating. The problems did not only lie with capital rules for banks. Accounting
rules on loan loss provisioning based on incurred losses, and in particular mark-to-
market accounting requirements, have been shown to have profoundly procyclical
effects.*® Private sector risk management techniques had the same impact, enhanc-
ing the links between valuation techniques, leverage, and asset prices. Triggers in
debt or over-the-counter (OTC) derivative contracts and haircuts on financing
transactions based on market valuations or credit ratings added liquidity during
the boom but drained it out when conditions were stressed, exacerbating delever-
aging and asset sales in a vicious downward spiral.>

Stability

Thirdly, there is a focus on developing strategies for macro-economic stabil-
ity. Here too there has been a significant cognitive shift. In particular, there is a
recognition of the inter-linking and inter-dependencies between the stability of
macro-economy, individual financial institutions, and the netviork effects of the
financial system as a whole. The mechanisms of these inter-linikages are still only
partly understood, but there is broad agreement emergig on four issues.>' First,
the stability of the financial system is linked to stability of the macro-economic
system, and vice versa (the macro-micro issue). Secondly, that ensuring the sta-
bility of one does not ensure the stability of the whole (the inter-connectedness
issue). Thirdly, though more tentatively, thix financial stability is not a ‘banks
only’ issue but is affected by the activities of all market players, including those
not normally within the remit of banking supervisors, such as hedge funds, OTC
dealings, insurance and reinsuranc¢ companies, and mutual funds (the ‘network’
issue).>?

There is far less consensus et the policy implications that should flow from these
diagnoses, however. Thereare significant divides on key issues, for example whether
banks should be brol-en up and how;>? whether monetary authorities or financial
supervisors can spot ‘bubbles’ and have the political authority to pierce them;>*

49 FSB, Working Group on Loan Loss Provisioning; FSE-BCBS, Joint Working Group on
Capital (March 2009); de Larosiere Report, see n 40; Joint FSF-CGFS Working Group, see n 41.

50 Joint FSF-CGFS Working Group, ibid; Joint Forum, see n 42.

51 FSF, see n 23.

52 A development illustrating this cognitive shift is IOSCO?’s recent creation of a research group
to investigate systemic risk in the securities markets, previously considered to be an issue confined
to banks. Its initial focus is hedge funds, and it has sent out a data collecting template to funds for
them to complete: IOSCO/MR/03/2010.

53 eg the ‘Volcker' rule provisions in the Dodd-Frank Act 2010; the UK’ Independent
Commission on Banking, Final Report And Recommendations (London, 2011).

54 D. Gruen, M. Plumb, and A. Stone, How Should Monetary Policy Respond to Asset Price Bubbles?
(2005) 1 International Journal of Central Banking 1; ]. Dokko, et al, Monetary Policy and the Housing
Bubble (Federal Reserve Board, Finance and Economics Discussion Series 2009—-49).
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what the relationship is between monetary policy and financial supervision; or
whether trade imbalances can and should be addressed.>®

Organizational restructuring and regime management

Fourthly, there is a concern to put in place institutional structures which can
develop and deliver a regulatory system that will ensure that these battles are suc-
cessfully fought at every level, from international committees, through regional
and national systems of regulation, down to firms’ internal governance structures.
Here too there has been a cognitive reframing, but this time as to the needs, capaci-
ties, and resources of different actors in the regulatory system, the nature of their
inter-linkages and interdependencies, and the negative feedback loops and exter-
nalities that thereby can be created.

1.34 As explained above, regulatory capacity is a combination of the possession of

1.35

certain key resources and the ability and willingness to deploy those resources
in pursuit of a certain set of normative goals. Critical resourees are information,
organizational capacity, expertise, financial resources, stzazegic position, and legit-
imacy and authority. The crisis demonstrated that regalarors did not have adequate
information nor did they have a means of making s=nsc of what they had. They did
not have sufficient technologies to manage ani :egulate risks. They did not have
the organizational capacities to coordinate a1 perform regulation in conjunction
with other national authorities or overseas regulators. The strategic position of
those purporting to perform regulariar, over firms or other regulators, was often
weak.5” At the international level, and indeed at the EU level, there are significant
questions of the legitimacy and acthority of some those purporting to manage the
regulatory regime by those they hope to manage.

There are four discernibie themes in the current organizational realignments,
which are focused 1. ir. more detail below. First, there are ‘re-centrings’ occurring:
changes in the diseribution of regulatory powers and functions between actors
within the system and attempts by various actors in the system to pull more regula-
tory powers back to themselves. These are happening at the national level as national
governments reorganize their national systems of regulation.*® They are evident at
the regional level, as the EU radically restructures its regulatory regime and the
balance of responsibilities and powers between the EU and Member States. They
are occurring at the international level, as participation is broadened and functions
redistributed between the ‘siloed’ international committees and the coordinating

55 Davies and Green, see n 3, ch 3.

56 R. Portes, ‘Global Imbalances” in M. Dewatripint, X. Freixas, and R. Portes (eds), Macro
Economic Stability and Financial Regulation: Key Issues for the G20 (London: Centre for Economic
and Policy Research, 2009); S. Dunaway, Global Imbalances and the Financial Crisis (Special Report
No 44, Council of Foreign Relations, March 2009); H. Davies, The Financial Crisis: Who is to
Blame? (Polity Press, 2010).

57 See eg FSF, see n 23; FSA, seen 1.

%8 egIreland, Germany, the United Kingdom, and the United States.
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role of the Financial Services Board. They are also visible within firms themselves,
as regulators focus in far more detail on the internal governance structures of firms,
and on the role of shareholders within them.>®

Secondly, there is a re-evaluation of the regulatory capacities of different partici-
pants within the regime, including regulated firms and other market actors. In
particular, there is a growing recognition that regulators do not have the resources
necessary by way of information, tools and technologies, organizational capaci-
ties, leverage, and, at the international level in particular, legitimacy and authority
to perform regulation effectively. However, this is also matched by a recognition
that firms and markets do not possess these resources either.®® In many areas, self-
regulation is politically dead, or at least in intensive care.®' The OTC derivative
markets, credit rating agencies, and hedge funds are all finding the regulators’
spotlights turned firmly on them, though often for very different reasons.? Firms’
internal governance structures and remuneration policies are also firmly in the
regulators’ sights.®3

Thirdly, and linked to this, are changes in patterns of enroltaent, in particular the
role of credit rating agencies. Much attention has been ssiven to the reliance that

59 eg D. Walker, A Review of Corporate Governance inI’K Banks and Other Financial Industry
Entities—Final Recommendations (HM Treasury, Noveimb:r 2009).

80 eg Senior Supervisors Group, Observations on. Ris'z Management Practices during the Recent
Market Turbulence (March 2008); ibid, Risk Mrzoement Lessons from the Global Banking Crisis
0f 2008 (October 2009); OECD, Corporate Goverr.ance and the Financial Crisis: Key Findings and
Main Messages (June 2009).

61 However, in other respects, there is stili reliance on private market actors to perform signifi-
cant coordinating roles. A key example'sthe role of ISDA, not only in developing the standard form
contracts on which the derivativesmarkets are built, but in providing a coordinated mechanism for
settlement of contracts at the height of the crisis. Its ‘big bang’ protocol incorporated into its stand-
ard documentation the auctian vettlement of contracts after a default or other credit event on a com-
pany referenced in credit fefau’t swap transactions: Auction Supplement to the 2003 ISDA Credit
Derivatives Definition: (ti:c“‘Big Bang Protocol’); 2009 ISDA Credit Derivatives Determinations
Committees, Auction Settlement and Restructuring CDS Protocol (the ‘Small Bang Protocol’).
Notably, in an attempt by ISDA to control the interpretation of its contracts and not leave this to
the courts in individual jurisdictions, the protocols include provision for the ISDA Determinations
Committee to make binding determinations for issues such as whether a credit event has occurred;
whether an auction will be held; and whether a particular obligation is deliverable. The auction
process provided a crucial and largely successful mechanism for settling transactions at the height
of the crisis and to this extent ISDA can be seen has having a significant role in ensuring financial
stability; ISDA, however, remains outside the main coordinating body of international regulators,
the Financial Stability Board. On the question of who should have the interpretive authority over
ISDA contracts, and in particular the role of the courts, see J. Golden, “The Future of Financial
Regulation: The Role of the Courts” in I. MacNeil and J. O’Brien (eds), 7he Future of Financial
Regulation (Oxford University Press, 2010).

62 See the US Dodd-Frank Act 2010; in the EU see Regulation (EC) No 1060/2009 of the
European Parliament and of the Council on credit rating agencies; EU Commission, Proposal for
a Directive of the European Parliament and of the Council on Alternative Investment Fund Managers,
COM(2009) 207 final.

63 eg FSB, Principles for Sound Compensation Practices (2009); EU Commission, Green Paper
on Corporate Governance in Financial Institutions and Remuneration Policies, COM(2010) 284
final (June 2010).
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investors placed on ratings and there have been calls from regulators for investors
to perform their own due diligence.®* However, the regulatory system has been just
as negligent. In significant areas, credit ratings are hardwired into the regulatory
regime, often acting as thresholds or triggers for regulatory action.® The standard-
ized approach introduced under Pillar 1 of Basle II relies on credit ratings of bor-
rowers assigned by ‘external creditassessment institutions’ (ECAIs) where these are
available to compute banks’ regulatory capital for credit risk.56 Central banks have
relied on credit ratings to determine what they will accept as collateral.®”

Enrolment can confer benefits, extending regulatory capacity. However, as the
crisis has demonstrated, enrolment can enhance regulatory capacity but it also cre-
ates significant dependencies and vulnerabilities.5® Moreover, it can create negative
feedback loops, as illustrated in the effects of the mark-to-market accounting rules
noted above. It can also create opportunities for gaming the regulatory rules—as
where banks guaranteed the liabilities of their SPVs, which gained a high credit
rating as a consequence. Banks then bought the commercia! paper of their special
purpose vehicles, relying on the high credit rating to reduce their capital require-
ments.®® There is thus a significant re-evaluation of tiie-nature and extent of this
particular enrolment relationship. Credit rating ager.cies are now to be regulated
within the EU.7® Central banks have indicated that they will no longer rely on
credit ratings agencies to determine what caliateral they will accept.”" Under the
revised Basle II requirements on securitization, exposure has been amended to
include requirements to ensure that bauks perform their own due diligence and do
not simply rely on credit ratings given by the agencies.”?

64 eg FSFE, see n 23, at 27-.8; CESR, Second Report to the European Commission on the
Compliance of CreditRatigAgencieswith theIOSCO Codeand the Role of CreditRating Agencies
in Structured Financs (CESR/08-277, May 2008); ESME, Report to the European Commission on
the Role of CreditRazuiig Agencies (4 June 2008); FSB, Improving Financial Regulation: Report of
the Financial Stability Board to G20 Leaders (September 2009).

85 DG Market Services, Tackling the Problem of Over Reliance on Ratings (2009).

66 D. Van Roy, Credit Ratings and the Standardised Approach to Credit Ratings in Basle I (ECB
Working Paper Series, No 217, August 2005); FSI, 2008 ESI Survey on the Implementation of the
New Capital Adequacy Framework in non-Basel Committee Member Countries (BIS, 2008).

67 eg the European Central Bank only accepted ‘A’ rated products; however, as the Greek crisis
has demonstrated, in times of crisis this strict stance may have to be adjusted, and the ECB has had
to say it will accept Greek bonds regardless of their rating. Financial Times (5May 2010).

68 Indeed, the crisis and its aftermath have demonstrated the fundamental reliance of monetary
authorities on banks to act as sluice gates to push money out into the economy; when banks refuse
to do so, monetary authorities are almost paralysed.

9 BCBS, Enhancements to the Basle II Framework (July 2009); the revised rules now introduce a
ban on banks recognising ratings gained through such guarantees.

70 EC, see n 67, on CRAs.

71 Bank of England, Financial Stability Report (December 2009) on the need to reduce reliance
on credit ratings in capital adequacy regulation; on collateral see Bank of England, Market Notice—
Expanding Eligible Collateral in the Discount Window Facility and Information Transparency for
Asset-Backed Securities (July 2010).

72 BCBS, seen 72.
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Fourthly, new actors are being created, existing ones reconstituted, and relation-
ships between regulators are being rearticulated and reformed, as detailed in the
next section. There is a notable thread running throughout these restructurings,
which is that there needs to be a greater focus on managing the regime as a whole.
However, as discussed in the next section, this management process is fraught with
difficulties, all of which have a bearing on the ability of the regime and its different
components to develop capacities for reflexive self-observation (capacity to know
how the regime itself is performing) and dynamic responsiveness (ability to adapt
rapidly to changes in the market and its own performance).

Emerging structures of coordination: the global level

The shape of the new regulatory structures is by now settling into shape, though
there is still a good degree of flux as each carves out its new insti‘utional position
relative to others within the institutional structure as a whole. /At the global level
there have been two key developments in the structure and inanagement of the
regulatory system: the extension and enhancement of the central coordinating
body, the FSB, and the enhanced monitoring role ot the IMF. At the EU level,
the new regulatory structure bears marks of beth evolution and revolution, and
is likely to restructure the relationship between the EU and Member States in the
area of financial regulation quite fundairenally. This section considers each of
these in turn, asking whether and how thzse developments are likely to enhance
the capacity of the global and EU.regulatory regimes for reflexive learning and
responsive adaptation.

Financial Stability Board— Fead of Global’?

Potentially the most significant change in the organizational structures of global
financial regulatiot: hias been the reconstitution of the FSF into the FSB.”2 Its mem-
bership has widened to include the G20 countries and the European Commission.
Its role is also changing from one of a loose coordinator to putative regime manager
and regulator.”® There have also been suggestions that it may break out of the usual
communicative circle of regulators and international bodies and engage directly
with financial institutions.”

73 G20, Declaration Summit on Financial Markets and the World Economy (15 November
2008); this also prompted the expansion in the membership of the BCBS to the G20 countries.
According to the de Larosiere Report, the G20 initiative originated with the EU Commission,
which was keen to ensure it had adequate involvement in the international standard-setting bodies:
de Larosiere Report, see n 40, at para 220 (though note the observation above that it had refused
such a role in 1999: Davies and Green see n 14.

74 On the role of the FSF in its early years, see Davies and Green, see n 14, at 113-18.

75 ESF, see n 23.
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The transformation of the FSF from a loose coordinator to regime manager and
even direct regulator is not a straightforward one, though there has been a clear
consolidation of the FSB’s position since 2009. The FSF, the FSB’s predecessor,
was itself born out of a crisis, the near collapse and rescue of Long Term Capital
Management (LTCM). Although seen asa significant crisis at the time, LTCM was
aminor local difficulty in comparison with the events of 2007-09. The Forum was
a delicately struck balance between the interests of national governments, national
regulatory authorities, central banks, the international financial institutions (the
IMF and the World Bank), the existing international committees of regulators, and
various other inter-governmental bodies, notably the EU, ECB, and the OECD.”¢
Its creation was in part a further step in the search for coordination between the
existing international committees of securities, banking, insurance, and account-
ing regulators and other global actors. However, by introducing financial ministers
directly into the structure it also forced politicians and regulators to confront each
other at the international level.””

The FSB’s Charter, agreed in 2009, clearly establishes it a5 the regime manager
for the G20, and provides the FSB with a basis for huilding its own institutional
position within the international architecture. It gives the FSB greater legitimacy
as an overall coordinator and even standard-setter, at least for the G20 countries,
but complicates its dynamics. It is not yet e!cai whether the FSB is an arm of the
G20 (useful for the FSB in that it enhaaces’its leverage) or a separate institution
with its own institutional identity, sasition, and agenda (useful for it if it wants
to apply its existing agenda to nor.-(GZ0 countries or develop a distinct agenda of
its own for G20 and/or non-GZ& countries with respect to issues which the G20
has not asked it to address. crindeed if the FSB wants to sanction or even expel a
member). Moreover, pelitical tensions clearly exist between the members, though
at present these are noc paralysing. The FSB comprises politicians, financial regula-
tors, and central banks from the G20, international organizations (World Bank,
IMF, OECD), the EU Commission and ECB, pre-existing IRCs, and the IASB.
The membership of the FSB was a political decision taken in the heat of the crisis,
though, not the result of careful planning and consideration of what should be the
criteria for membership. Notably, there is no consonance between the identity of
G20 countries and the identity of countries which are of global financial systemic
significance. Some G20 members are hosts to significant financial markets, others,
such as Argentina, have almost none. There are other significant financial centres
that are not members, such as Singapore. Further, whatever its composition, like
other international organizations there will be tensions between members as each

76 It was formed at the proposal of Hans Tietmeyer, then President of the German Bundesbank,
after an inquiry instigated by the BIS. H. Tietmeyer, Report on International Cooperation and
Coordination in the Area of Financial Market Supervision and Surveillance (BIS, 1999). For a discus-
sion of the FSF’s work and the problems of its institutional position, see Davies and Green, see n 14,
at 113-18.

77 Davies and Green, ibid, 117-18.
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national government pursues its own national agenda and interests. In addition,
the financial markets take a different form in each country, and have different lob-
bying powers, both of which shape the policy agendas each state is pursuing at the
international level.

Finance ministers introduce some semblance of democratic engagement into the
global regulatory regime and are shaping the global regulatory agenda in a way
that they have arguably not done since the decision to set up the first Basle Capital
Accord.”® However, this can produce tensions with the international committees
of regulators who find their technocratic world now politicized in unpredictable,
and for some, such as the IASB, uncomfortable ways. Indeed the IASB chairman
stated he considered resigning in protest against the political pressure being place
on the IASB by the EU and in particular French President Nicolas Sarkozy, to
amend IAS 39, which provides rules on fair value accounting for financial instru-
ments.”® Furthermore the presence of both international organizations and a selec-
tive group of their members can create uneasy dynamics. The de'Larosiere Report,
for example, indicated frustration that some of the EU Memucr States have a sepa-
rate voice at the international level and can use these intcinational fora to oppose
and outmanoeuvre it. It argued that only the EU should be represented in inter-
national organizations, including the FSB,?° though this is not a suggestion that
has been adopted with the alacrity of some of it sther recommendations. Others
have criticized the over-representation of EU Member States, though for different
reasons.®!

The FSB has to manage these tensiois: Its reformulation as an independent actor
is one that is in its infancy, and the process of developing its own identity as
an organization, distinct from ¢he aggregate views and interests of its members,
will evolve over time. It has clearly evolved considerably over the last two years,
as discussed below, ard this evolutionary dynamic is likely to continue. As the
analysis of policy shitts-above suggests, it is expected to develop a role in systemic
surveillance, together with the BIS and the IMF. It is also developing a greater
role as a standard-setter, formulating principles for regulators to implement. It is
also actively developinga role in promoting and overseeing the implementation of
international financial regulation by national governments, both G20 and non-
G20 Member States, and broadening participation in its deliberations to facilitate
that role.

78 See E. Kapstein, Resolving the Regulator’s Dilemma: International Coordination of Banking
Regulations (1989) 43 International Organization 323; Davies and Green, see n 14, at 34-9.

79 ‘Pressured IASB Chairman Considered Resigning’, Accounting Today, 13 November 2008,
<http://www.accountingtoday.com/news/29825-1.html>; IASB Plots Out Impairment Revisions’,
Accounting  Today, 27 April 2009, <http://www.accountingtoday.com/news/IASB-Plots-
Impairment-Revisions-50232-1.html>.

80 de Larosiere Report, see n 40, at paras 208, 256.

81 Tbid.
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FSB as a regulator: setting standards

The international financial regulatory committees have been enthusiastic stand-
ard-setters since their various inceptions. The principles and rules they issued were
directed at Member State regulators and focused both on the organization and
operation of regulation by national governments and their regulatory authorities,
including central banks and on the regulation of market actors. The FSF was con-
tent largely to leave the function of standard-setting to the existing IRCs, princi-
pally IOSCO, the BCBS, the IAIS, and the IASB. It confined itself to compiling a
compendium of a selected set of their principles to be monitored under the FSAP
process. However, since its reconstitution in 2008 it has become a standard-setter
itself. It issued two sets of Principles in its first six months (on remuneration and
cross-border crisis management), more than it did in the last 10 years in its old
formulation as the FSF.#2 It is has also issued a set of ‘key attributes’ for resolution
regimes and at the time of writing is consulting on principles for underwriting
practices for residential mortgages.®

It may be thought that in the new settlement it is the FSB ‘which is the lead principles
provider, but the dynamics of principles-developmei't wre worth examining more
closely. For example, the role of the FSB in iscuitig the remuneration principles
could be viewed as simply a pragmatic allocativp of functions between the differ-
ent organizations that are involved in the irternational financial regulatory regime.
They could have been issued by any or 2ot the other sectoral regulatory organiza-
tions, but as they apply to all financia’ stitutions it makes sense for the FSB to issue
them. However, itis suggested thatthere isa deeper significance to this development.
It is important to recognize that principles are not simply regulatory instruments
used in an attempt to affece-henaviour. First, they can have symbolic significance:
they are used to establisk: their authors’ own institutional position within the regula-
tory regime. Second'y, they have a broader functional role: not just to regulate the
behaviour of maiker actors but also that of other national regulators. Thirdly, the
increased focus on implementation means that principles are increasingly being
used as benchmarks of performance against which national regulatory regimes are
assessed, and thus as criteria of accountability.8* Consequently, the development of
the FSB’s role as standard-setter is a step towards establishing its position as overall
coordinator, manager, and enforcer of the international regulatory regime. The FSB
has also begun to adopt a clearer coordinating and project management role in the
development of principles by the other IRCs. For example, in late 2011 it initiated a
project on shadow banking with work streams distributed between BCBS, IOSCO,

82 FSB, see n 63; FSB, Principles for Cross Border Cooperation and Crisis Management (April
2009).

83 FSB, Consultation Document on Principles for Sound Residential Mortgages Underwriting
(October 2011).

84 See further J. Black “The Rise, Fall and Fate of Principles Based Regulation’ in K. Alexander
and N. Moloney (eds), Law Reform and Financial Markets (Edward Elgar, 2011).
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and FSB, with BCBS and IOSCO charged with developing policy recommenda-
tions on securitization in the shadow banking sector for FSB approval.® This is the
first time that such a coordinated standard setting process between the IRCs has
been introduced, and the positioning of the FSB as project manager indicates the
shifting tectonics of the global regulatory landscape.

However, there are limits to the extent to which the FSB is ‘head of global’. The
process of developing principles, for example, is not necessarily a linear, hierarchi-
cal, ‘low down from the top’ process, but more complex. The members of the IRCs
are national regulators who have considerable rule-making autonomy in their own
jurisdictions (at least outside the EU). The development of principles on remu-
neration provides a good early post-crisis illustration of the dynamics of ‘principles
production’ in this polycentric system of financial regulation, and of the challenges
facing the FSB if it wants to become ‘head of global’. Despite the rhetoric of the need
for greater international coordination and harmonization, the United Kingdom’s
FSA was a ‘first mover’, declaring that it was prepared to act unilarerally. It issued its
draft code on remuneration in February 2009. This was follewed by the communi-
qué from the G20 that principles governing remuneration should be developed. As
aconsequence, the FSF (as it still was) issued its Principl=s oi: Sound Compensation
Practices in April 2009, followed by Implementation Standards for the Principles
in September 2009. Two of the international e<umittees of regulators, IOSCO
(securities) and the BCBS (banking) then began to develop proposals to imple-
ment these Principles. Separately, regularcrcin Australia, Switzerland, France, and
the Netherlands published principles on remuneration practices, broadly follow-
ing the FSF’s, and the United States indicated its intention to do so. Meanwhile,
various initiatives were emanatii:g ‘rom the EU. The CEBS issued the final version
of its high-level principles or remuneration just after the FSB in April 2009, and
the Commission published 4 recommendation,® and draft amendments, to the
Capital Requirements Directive (CRD). These were formalized and sent to the EU
Parliament and Council in July 2009.87 None of these principles aligned exactly
with one another.%8

So the production of the remuneration principles was not the simple ‘low from
the top’ process that it might appear. Principles were being produced simultane-
ously and in parallel with only patchy coordination. The process demonstrates the

85 FSB, Reporton the Overview of Progress in the Implementation of the G20 Recommendations
for Strengthening Financial Stability (November 2011).

8 EU Commission, Recommendation on Remuneration Practices of Risk Taking Staff
within Financial Institutions (IP/09/674); Proposal to Amend the Capital Requirements
Directive (IP/09/1120), available at <ec.europa.eu/internal_market/company/directors-remun/
index_en.htm>.

87 Available at <http://ec.europa.eu/internal_market/bank/docs/regcapital/com2009/Leg_
Proposal_Adopted_1307.pdf>.

88 For discussion see FSA, Reforming Remuneration Practices in Financial Services (PS 09/15,
London, August 2009).
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‘multi-authorship’ of principles, and the multiple roles that individual regulators
play in each of these rule-writing fora: the FSA, for example, is both contributing
author of and subject to the principles emanating from the FSB, IOSCO, BCBS,
and the European regulators. However, it may be more influential in some of these
fora than others with respect to different issues, and so, like others, will seek to
exploit the variable geometry of the global regulatory structure to its best advan-
tage. The process also illustrates the difficulties of system management and the
lack of coordination that can characterize norm formation in polycentric systems,
as each regulator wants to develop its own norms to suit its own local conditions
and priorities.

FSB as a regulator: monitoring, assessment, and putative enforcement

Setting principles may be a necessary part of regulation but it is by no means suf-
ficient. As all regulators know, the greater challenge is ensuring they are complied
with. Implementation has traditionally been left to the IMF FSAP process, dis-
cussed below, but the FSB and the IRCs are now paying wiich more attention to
monitoring the implementation of their own principles. Gieater transparency may
also be creeping in, for implementation of internatiet.al standards by national gov-
ernments is no longer seen by the international faaicial regulatory community to
be a matter that can remain private to thatgovernment. Rather, it is information
that all need to know, as the financial stability of one country can be dependent on
the regulatory performance of another:

From a global, system-wide perspective, it is thus significant that the G20 Member
States have now agreed to submit their national financial regulatory regimes to the
ESAP process, and for thos¢ reviews to be more in depth. There is also renewed
impetus from the IMF for all systemically significant countries to be reviewed
regularly, not just thase in the G20. However, the drive for all members to be
reviewed and for meports to be published will require some changes in the attitudes
of national governments to the review processes: some have already demonstrated
that they are more open to criticism than others. Three of the new FSB members
had not previously agreed to being assessed: Indonesia, China, and the United
States. Reviews of them are currently underway. Not all have previously agreed to
have their reports published (eg Brazil and Russia for its 2008 report). Ten coun-
tries had only agreed to have their reports published in summary form, including
Germany, Mexico, and Japan. All are now required to agree to publication.®

Under the FSAP processes, the FSF’s role was limited to assembling the compen-
dium of principles against compliance was to be assessed as part of the wider FSAP
review. In contrast, the FSB is now being positioned by the G20, and is positioning
itself, as a central actor in ensuring that standards are implemented. To achieve

8 The first country peer review was of Mexico: FSB, Country Review of Mexico—Peer Review
Report (September 2010). The review assessed Mexico’s implementation of the recommendations
made in its 2006 FSAP report.
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this, the FSB has set up two systems of peer review. The first is a country-based
review of implementation of FSAP recommendations to G20 member countries,
and second on a thematic basis, for monitoring implementation of the FSB’s stand-
ards, again by G20 countries.

Under the FSAP follow-up review process, the initial focus of the FSB is on juris-
dictions that could pose a risk to financial stability because of their importance in
the financial system and their weak adherence to the relevant standards (though
note that non-G20 countries can also be systemically significant). By early 2012
it had completed country peer reviews of Italy, Spain and Australia, Canada and
Switzerland. Under the thematic review process, by this time it had also conducted
reviews of risk disclosure practices, deposit insurance systems, and a follow-up
review of compensation practices.

The added value of the peer review process, the FSB hopes, will come from ‘the
cross-sector, cross-functional, system-wide perspective brought Gy its members’
and from dialogue with peers’.?® Peer review reports and any ¢ mmentaries pro-
vided by the reviewed jurisdictions will be published. Foliowing publication of
the report, jurisdictions’ implementation of agreed acticns will be monitored by
the FSB and, if implementation lags, capacity-building inechanisms will be made
available through technical assistance and peer pressure may be applied.®’

There is an ambiguity in the role of peer reviews, however, as to whether they are
primarily aimed at providing technical assistance or whether they are aimed at
ensuring compliance. The dynamic of the peer process can be such that countries
are reluctant to criticize each other for they know that they have their own weak-
nesses. Nonetheless, the FSB’s'stance at present is tending towards the latter.
However, the FSB has no dircet means of promoting or enforcing compliance.
It is nonetheless develoring a ‘toolbox’ of positive and negative measures that
could be deployed.®: thiz comprises a combination of carrots and sticks (and
some orange-painted, carrot-shaped sticks). At the softer end are ‘compliance’
based strategies such as advice and technical assistance. Moving up the sanctions
pyramid,®? borrowing from IOSCO, the FSB suggests that those who are not
adherent should sign a multilateral Memoranda of Understanding (MoU) on
information sharing and cooperation as a condition of membership of various
international bodies or their working groups (but note that it does not include
membership of itself in its list of examples, raising questions as to the extent
that the FSB as an organization separate from the G20 can determine its own

90 ESB, Framework for Strengthening Adherence to International Standards (January 2010).

91 Tbid.

92 ESB, Promoting Global Adherence to International Cooperation and Information Exchange
Standards, Annex D, Toolbox of possible measures to promote the implementation of international
financial standards (FSB, March 2010).

93 1. Ayres and J. Braithwaite, Responsive Regulation (Oxford University Press, 1992).
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membership).®* It suggests that national regulators could vary their stance to
financial institutions that are based in non-compliant countries, for example in
making decisions relating to market access, or enhancing their supervision of
such institutions in a number of ways, including higher capital requirements.
At the top of the pyramid it suggests that the IFIs could consider withholding
financial assistance from such countries. The toolbox thus contains a wide range
of tools, but the FSB can exercise very few of these itself, other than ‘naming and
shaming’. Whether in practice there is the political will to adopt these measures
when they are needed (and whether those who are named will in fact be shamed)
remains to be seen.

There is also the question of what use is made of the information collected on
implementation: whether FSB is there to collate and disseminate information, as it
has begun to do through its Implementation Monitoring Network with respect to
ESAPs, or to take a more active role in analysing and acting on it.

The second, more recent peer review mechanism, is directea at the latter func-
tion. It is the Coordination Framework for Implementaticii Monitoring (CFIM),
set up in 2011 in collaboration with the other IRCs:? The objectives of the FSB’s
CFIM are to ensure that implementation monijceving processes are comprehen-
sive, rigorous, and timely, and promote the everall coherence and consistency of
implementation across sectors and functions; o generate comprehensive and con-
sistent information on the nature and pece of implementation of agreed G20/FSB
recommendations so that it can be reported to the G20 and to the public; identify
and help to reduce impediments 0, and gaps in, implementation by providing
political impetus and leveraging peer pressure; and identify useful lessons from
experience on the effectiven<ss of the policy reforms and the associated standards
as well as on any unintended consequences.® Priority areas for review are decided
by the FSB Plenarv,and initially are to focus on Basel I1, I1.5 and Basel III imple-
mentation threugi the BCBS’s Standards Implementation Group; a Peer Review
Council for monitoring consistent implementation of global SIFI (G-SIFI) poli-
cies; a coordination group on OTC derivatives reforms; and ongoing monitoring
on the implementation of compensation principles and standards. In addition to
detailed monitoring, the FSB Secretariat, in consultation with FSB members, will
provide an annual scoreboard to the G20 Leaders tracking progress across the full

94 Applicants to become IOSCO members are required to apply to become signatories to the
IOSCO MMoU and to sign the IOSCO MMoU as a condition for being accepted as IOSCO mem-
bers: <http://www.iosco.org>.

9 FSB, A Coordination Framework for Monitoring the Implementation of Agreed G20/FSB
Financial Reforms (October 2011).

96 Ibid. The FSB Plenary will determine priority areas where consistent and comprehensive
implementation of reforms is particularly important for global financial stability. The CFIM will
ensure that these areas are subjected to more intensive monitoring and detailed reporting, including
on a country-by-country basis. They include the Basel I1, I1.5 and III frameworks; OTC derivatives
market reforms; compensation practices; resolution frameworks; policy measures for G-SIFIs; and

shadow banking.
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range of reforms.®” In addition, the FSB will monitor implementation of all G20/
ESB recommendations through the Implementation Monitoring Network, which
will be upgraded for this purpose and will remain the FSB information hub on
implementation progress.®®

The Framework is intended to add an important coordination and analytical func-
tion to existing systems for information gathering and for implementation reviews
by the international regulatory committees. Critically, it puts the FSB as the head
of a line reporting process up to the G20. To this extent, it is a mechanism which
not only performs the stated function of improving implementation but it also
reinforces the FSB’s role as system coordinator.

Over the last two years (2009-11) the FSB has thus taken some significant steps to
define and reinforce its position as ‘head of global’. So far, it has used its position
as the arm of the G20 to bolster and justify that role. However, this reliance on
its G20 mandate, whilst currently empowering the FSB, may over time prove to
be a source of weakness. The Framework document makes it cicar that, at least for
the moment, the FSB’s mandate stops at the limits of G20 policy. It has no role in
monitoring and reporting on other standards of the IRC:s rior of FSAP reviews to
the extent they cover issues outside the G20 mandate *> The Framework thus estab-
lishes a clear demarcation to the limits of the FEB’s institutional position as leader
and coordinator of the international regulatory regime. It is likely that the FSB will
continue to build itself a role as central coordinator and ‘head of global’ over the
next few years based on the position the G20 has given it, but it will be interesting
to see the extent to which it can build this position on its own account, expanding
its role in practice beyond that bestawed on it by its Charter.

Indeed, there is a tension, curreatly implicit, between the FSB’s role as agent of the
G20 and the FSB’s role ascoordinator of the global regulatory structure independ-
ent of the G20 (notwi*herunding its membership). As the initial post-crisis appetite
and energy of the C20 governments to address and agree on issues of financial
regulatory policy wanes, the FSB may well find itself wanting to adopt policies on
its own initiative and, critically, with respect to non-G20 countries.'® There may
be important functional reasons for it to do so. Critically, there is not a perfect
overlap between G20 membership and global systemic importance. It is notable
that the IMF considers four G20 jurisdictions not to have systemically important

97 FSB, Report to G20, November 2011.

98 FESB, A Coordination Framework for Monitoring the Implementation of Agreed G20/FSB
Financial Reforms (October 2011).

99 FSB, see n 96.

190 This potential for divergence recognizes both the relative autonomy of independent regula-
tors from national governments in policy-making in most G20 countries, and the different mem-
bership of the FSB from the G20 both in terms of countries represented and in terms of other
international bodies involved.
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financial systems and it considers a further ten non-G20 countries to be systemi-
cally significant. It is therefore introducing mandatory FSAPs for them.'°’

It will be interesting to see whether the FSB broadens its role to follow up on these
non-G20 FSAPs. More generally, it would be unfortunate, to say the least, if the
current constitution of the FSB meant that it was unable to fulfil its role of main-
taining global financial stability because it is able to focus only on those countries
which happen to be members of the G20 and not others which are systemically
significant. If it is to extend its remit to cover non-G20 countries, it will have to
adjust the basis on which it claims that it is legitimate for it to do so, and not tie its
legitimacy so closely to the G20 mandate. It has recently broadened consultation
beyond G20 countries, which could expand its legitimacy base. For example, in
2011 it set up six Regional Consultative Groups comprising FSB member and non-
member countries to exchange views on vulnerabilities affecting financial systems
and on initiatives to promote financial stability. However, to what extent it can
establish itself as ‘head of global’ rather than ‘arm of the G20 remains to be seen.

In short, the FSB has a delicate institutional balance to st:ike. The more the FSB
ties the legitimation of its position as ‘head of glok4® .o its role as an arm of the
G20, useful in these early days, the less it may finc it can act independently of it,
which could hamper the FSB in the future.

The changing role of the IMF

The FSB is not the only body wkich has been shifting its institutional position
in the architecture of global firiancial regulation. The IMF has also been repo-
sitioning itself. The IMF is ot a new actor in the financial regulatory regime.
It was a founding meraber of the FSF. As noted above, with the World Bank it
has been monitoring countries’ compliance with certain principles of regulation
issued by the international committees of regulators as part of its FSAP since
2002. Consister:t with the IMF’s mandate, these reports were focused on indi-
vidual country compliance. They did not consider the systemic implications of one
country’s regulatory regime.'%? The IMF also performed macro-economic surveil-
lance. However, in a reflection of the pre-crisis cognitive and institutional divide
between macro-economic surveillance and micro-prudential supervision, there
were no mechanisms in place for their reports to be integrated into the processes of
banking supervision.

101 G20 countries which are not considered systemically significant are South Africa, Argentina,
India, and Saudi Arabia. Those considered systemic but are not in the G20 (and not EU members)
are Singapore, Hong Kong, and Switzerland. The EU as a regional organisation is represented on
FSB, but there are also several EU members who are not G20 members who are considered signifi-
cant: Netherlands, Spain, Ireland, Austria, Luxembourg, and Sweden: IMF, Integrating Stability
Assessments Under the Financial Sector Assessment Program into Article IV Surveillance (August
2011).

102 See the discussion in IMF, see n 2.

28



Chapter 1: Restructuring Global and EU Financial Regulation

In the wake of the crisis, the expectations of the role the IMF should play in the
global financial system have increased. In particular, the FSAP process has been
enhanced and in September 2010 the IMF Executive Board agreed to make it
mandatory for 25 jurisdictions with systemically important financial sectors to
undergo financial stability assessments under the FSAP at least every five years
as part of the legally based bilateral surveillance activities of the IMF under
Article I'V.103

This is a significant shift, as previously FSAPs had been a voluntary form of techni-
cal assistance, and indeed remain voluntary for other countries. The crisis made
it clear that the FSAPs needed to be enhanced, and that there also needed to be
much closer integration between the FSAP and the IMF’s other Article IV assess-
ments.'% However, it also revealed the gap between the IMF’s legal mandate and
the new role expected of it, and in 2010 the IMF had launched a mandate review,
arguing that its legal powers and purposes were addressed at ‘matters important
to a bygone age’, trade and balance of payments, and based on a bilateral relation-
ship of the IMF with individual members.'%® Ultimately, theselution was finessed
through an expansive interpretation of the IMF’s mandacc.and an agreement that
financial stability assessments are an important part of thz bilateral relationship of
countries with the IMF, obviating the need for legii-changes.

Other issues still remain, however. The IMF kas only limited and episodic access
to supervisory data (eg in the context of FEAPs), and members have in the past
declined to provide systemically relevaiit 'nformation on grounds of confidenti-
ality.'6 Further, the Fund has no lega! authority to require confidential data on
entities such as large complex finaicial institutions'®” Finally, there is a resourcing
issue. The IMF is introducing a strong risk-based element to the assessments, mov-
ing to having shorter, ‘mediar’ assessments on particular issues and greater use
of cross-country thematic reviews to facilitate comparability.'® In part this is to
facilitate better maragement of resources, but nonetheless (and illustrating one of
the inevitable consequences of risk-based monitoring systems), non-systemically
important countries are concerned that they will be ‘poor relations’ and receive less
technical assistance as a result of the increased focus on systemic jurisdictions.'®®

103 TMF, Public Information Notice (PIN) No 10/135, 27 September 2010 (IMF, 2010).

104 IMF, Integrating Financial Sector Surveillance Issues and FSAP Assessments into Surveillance
(IMF, 2009).

105 TMF, see n 2, at 3.

106 Thid.

107 Tbid; Art VIII, Section 5(b).

198 IMF, Financial Sector and Bilateral Surveillance—Toward Further Integration (IMF, August
2009), 7; see also IMF, The FSAP After 10 Years: Experiences and Reform for the Next Decade (IMF,
2009); Revised Approach to Financial Regulation and Supervision Standards in FSAP Updates (IMF,
2009).

109 TMF, see n 104.
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The IMF’s mandate review also illustrates the uneven role that law plays in the
international financial regulatory system and its implications for regulatory capac-
ity. The FSB has been reconstituted without need for any legal debate or treaty
changes, but in contrast does not have hard-edged legal powers that it can deploy.
The IMF has some considerable legal powers, but in order to fulfil its new role it has
to engage in a series of creative interpretations in order to avoid the difficult process
of amendment to its Articles.

Restructuring at the regional level: reconfiguring EU financial regulation

The radical restructuring of the institutional structures of EU financial regula-
tion is an excellent example of how not to waste a good crisis. Indeed the Larosiere
Report, on whose recommendations the restructuring is based, admitted that its
proposals were more about the enhancement of the European single market than
they were a response to the financial crisis. Nevertheless, it did argue that unco-

ordinated crisis management action had led to negative spillover effects which
needed to be addressed.®

The authors of the new EU regime have extensive ambitions to establish the EU
authorities as the central regime managers of th¢ riztwork of financial supervision
within the EU, but are approaching the tasl 'n 2 very different way than the FSB
or even IMF. This is partly because they cai: the EU has the institutional and legal
structures that it can deploy to impleracit its strategies. Its authors are searching
for control, and for the elimination of Qiscretion, variety, and difference in finan-
cial supervision across Member States.

The legislative reforms introduced in 2011 are discussed elsewhere in this book, but
briefly, they established a European level body charged with overseeing risk in the
financial system as awhole, the European Systemic Risk Board (ESRB) and create
aEuropean Systein of Financial Supervision (ESES)."" The ESRB is to monitor and
assess potential threats to financial stability that arise from macro-economic devel-
opments and from developments within the financial system as a whole (‘macro-
prudential supervision’) and, where necessary, issue recommendations for action
to deal with these risks. The three new, legally constituted, European Supervisory
Authorities (ESAs) replace the previous Level 3 committees and have powers to
issue binding technical standards, subject to a fairly complex rule-making proce-
dure. A central aim of the creation of the new system is to create a single rulebook
for the whole of the EU that is consistently interpreted and applied throughout the
EU by all Member State financial regulators. This process is to be strengthened by
introducing more directly applicable rules at the EU level wherever possible.

M0 de Larosiere Report, see n 40, at 27.
"M European Commission, Communication from the Commission: European Financial
Supervision, COM(2009) 252 final (May 2009).
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As with the FSB and IMF, a key tool is to be the peer review process, discussed in
Niamh Moloney’s chapter in this book."? Peer reviews were introduced by CESR
in 2003, and institutionalized through the creation of a Review Panel. CEBS fol-
lowed suit in 2007 and CEIOPS in 2008. The reviews were largely formal assess-
ments of powers and practices, with an orientation to promoting best practice. It
is clear that the significance of the peer review process is intended to increase and
that they will form a central mechanism of coordination, not simply mechanisms
of providing technical assistance. The ESAs are legally required to conduct regular
peer reviews, though national authorities are not formally bound to follow the
ESAS’ recommendations but are to ‘endeavour’ to do so." Again, exactly where
on the spectrum between information sharing and technical assistance at one end,
and enforcement on the other, remains to be seen.

Managing the financial regulatory regime:
orchestrating interactions

Types and methods of interaction

The crisis has created a series of ‘cognitive shocks’ for inancial regulators, prompt-
ing a series of policy changes and, of main focus Lere, of organizational restructur-
ings and realignments. There are clearly a-tumber of challenges going forward,
but the remainder of the discussion focus<s only on three: system coordination,
reflexive self-observation or ‘learning’, and responsiveness.

One of the key challenges of polycentric regulation, particularly when it is multi-
level, is coordination or ‘orcliestration’.'™ In the financial sphere, the question is
how best to manage a complex, interlocking network of regulatory actors and their
relationship with an eventnore complex, dynamic, and interlocking financial sys-
tem. Both the FSB at the global level and the EU authorities at the regional level
are attempting to become ‘regime managers’, and in some respects are being posi-
tioned in this role by other actors in the regulatory arena. However, this is a far
from straightforward trajectory, particularly for the FSB which, unlike the EU
authorities, cannot rely on a complex institutional infrastructure and legal fiat to
accomplish this task. But with respect to both the FSB and the new EU regulators,
the issue of ‘who governs’ remains contested and is underlain with a number of
tensions and conflicts.

N2 CESR, General Methodology for Implementation Reviews Undertaken by CESR, CESR/04-
711b (April 2005).

"3 Regulation 1093/2010 (establishing EBA); Regulation 1094/2010 (establishing EIOPA);
Regulation 1095/2010 (establishing ESMA); and Directive 2010/78/EU (the Omnibus Directive).

14 K. Abbot and D. Snidal, International Regulation without International Government:
Improving International Organization Performance through Orchestration (June 2010), available at
<http://ssrn.com/abstract=1487129>.
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There are four main types of institutional structures for control: hierarchy, com-
munity, markets/competition, and managed networks." The FSB is attempting
to use three of these—hierarchy through the promulgation of rules and a sys-
tem for their enforcement; community in attempting to deploy peer pressure, and
peer cooperation through support and capacity building; and network manage-
ment strategies in that it is attempting to facilitate concerted actions by develop-
ing or steering processes that either encourage negotiations and interactions or
foster the conditions for collective behaviour by building levels of consensus to
points that allow for action on a given issue, for example as in cross-border crisis
management.

The EU is opting only for one: hierarchy. Although there are indications that the
system should in practice be managed on a ‘hub and spoke’ basis, the ESAs’ powers
to settle disputes among national financial supervisors, to impose temporary bans
on risky financial products and activities, and to directly prevent or remedy any
breaches of EU law by financial institutions should nationa! authorities fail to act,
mean that the ‘hub’ has overall powers of control to ensuze the spokes do not fly off.
The only strategy not being used strongly by either is tarkets: there is little faith at
present in the idea that coordination can be achieved ‘tizrough the “invisible hand”
of the self interest of participants’ who are willin;; to exchange resources and con-
clude agreements in order to attain mutually Heneficial solutions and higher levels
of collective welfare."® The crisis has showr the limits of that approach as a strategy
for management of an international reguiatory regime.

1.76 A difficulty is that each of these inodes of control has quite distinct logics that are

hard to combine, and often & demanding set of institutional preconditions for
them to operate successfuity which are simply not present. Hierarchies are top-
down institutional ard: control structures in which a central control body lays
down rules and pelicies that provide direction to the network of inferior institu-
tions. This wouks est if there is a high degree of organizational integration from
top to bottom, there is a clear and commonly understood mandate, and the control
body has the authority, tools, and capacity to organize the network."” Hierarchical
controls work less well where networks are loosely constituted and where the mem-
ber organizations are numerous, independent, divergent in characteristics, and
oriented to different objectives."® Hierarchies also depend on recognition by
those within them that there is an apex, and that the regulatory process is one of

15 Partof the discussion section comes from a paper drafted jointly with Rob Baldwin, Regulatory

Cohabitation (presented at the Regulation conference, Dublin, June 2010); I thank Rob for agreeing
to the use of part of that paper here.

116 See B.G. Peters, ‘Managing Horizontal Government: The Politics of Co-ordination’ (1998)
76 Pub Admin 295, 298; B. Marin, ‘Generalised Political Exchange’ in B. Marin (ed), Generalised
Political Exchange (Campus Verlag, 1990); R. Fisher and W. Ury, Getting to Yes (Houghton Mifflin,
1981); E. Ostrom, Governing the Commons (Cambridge University Press, 1990).

M7 See eg Peters, ibid.

M8 D. Chisholm, Co-ordination without Hierarchy (University of California Press, 1989).
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implementing goals formulated ex ante by a central authority. They struggle in a
context in which there are a number of constellations of actors operating in the
same policy space,'® and moreover where participants see the nature of the task
not to be one of rule implementation but as an interactive process of exchang-
ing information about problems, preferences, responses, and trade-off goals and
resources.'® This is a message that EU policy-makers would do well to reflect on.

Community controls are based on recognition of a stable group of peers who share
a common set of interests, and whose main concern is to remain accepted by the
community. Self-interest is either emasculated or is recognized to be dependent
on or identical to the community interest. Regulatory strategies based on peer
pressure and peer support work less well where participants have conflicting goals,
objectives, and interests and have motivations to compete with one another, and
where non-participation in the group is not fatal to the survival of the outsider.
There are aspects of the international and EU regulatory system where these insti-
tutional structures are present, but they are by no means pervasive

Network management strategies are directed towards harnessing the different con-
trol capacities of the involved actors,'?! or developing proces:es that change percep-
tions and allow collective actions to be taken. Netwoil management strategies are
arguably better suited to polycentric regimes in which diffused regulators interact
and bring different capacities to bear on issues wittiout there being any hierarchical
linkages but instead there are wider dispersicasof authority to a number of autono-
mous bodies who may only be loosely coordinated. These strategies involve creat-
ing a governance mechanism for the network which establishes agendas rather
than common goals; creates con:munications channels; makes ad hoc arrange-
ments to support collective acticn; brokers solutions by bringing problems, solu-
tions, and parties together; promotes favourable conditions for joint action; or
manages conflicts threnugh mediation and arbitration.'? Mediation processes may,
indeed, involve the <st2blishing of units dedicated to liaising between different
actors with the aim of effecting bridges between parties with different interests and
orientations so as to build relationships and inter-organizational trust.'> However,
for the network manager, the problems are that network management strategies
are messy, complex, fluid, and their outcomes uncertain. There are strong argu-
ments that it is nevertheless strategies of network management that are needed to

M9 See W. Grant, W. Paterson, and C. Whitston, Government and the Chemical Industry (Oxford
University Press, 1988). A government motive for creating a network may be the desire to opt out of
control over a difficult issue—to ‘offload a headache’—see S. Goldsmith and W. Eggers, Governing
By Network (Brookings, 2004), 43.

120 . Kickert, E-H Klijn, and J. Koppenjan (eds), Managing Complex Networks (Sage, 1997).

121 See Black, see n 9; CRI 2006; K. Jayasuriya, “The New Regulatory State and Relational
Capacity’ (2004) 32(4) Policy & Politics 487.

122 See Kickert, Klijn, and Koppenjan, see n 120, at 47.

123 See N. Machado and T. Burns, Complex Social Organization: Multiple Organizing Modes,
Structural Incongruence and Mechanisms of Integration (1998) 76 Public Administration 355,370. On
trust as the ‘bedrock of collaboration’ see Goldsmith and Eggers, see n 119, at 111.
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regulate complex adaptive systems such as these; that strategies have to be adapt-
able, dynamic, and match variety with variety. However, these are not messages
that governments and regulators currently want to hear.

Despite the differences in their formal organizational structures, both the FSB
and the EU authorities face a number of similar challenges in trying to position
themselves as hierarchical ‘leaders’. First, both are operating in a crowded policy
space. In many respects the FSB is competing with its members as a standard set-
ter, and potentially as the guardian of implementation. Further, its members have
significantly different regulatory capacities, enhancing the dependence of some
on the FSB, but reducing that of others. The OECD, for example, is here a ‘norm
entrepreneur—a body that issues principles or standards in the hope that others
will adopt them and implement them. The OECD has issued its own principles for
financial regulation, but they need adopting by the FSB if these principles are to
be integrated into the peer review process cither of the FSB or of the IMF/World
Bank.'?* In contrast, the EU has far greater regulatory capacity as it has legal pow-
ers to act unilaterally, as of course do individual nation states who are members of

the FSB.

However, as a standard-setter the EU is also opeiaiing in a crowded policy arena.
It is competing with international regulators and, to the extent it has left them
any room to create their own rules, with Meirriber States. Some Member States are
making as much use of this remainirg+2om for policy independence as they can,
whilst they can. Moreover, through their own membership of the international
committees of regulators its Meraber States can leapfrog the EU, exercising influ-
ence in the decisions made in‘ether fora which the EU then has to decide whether
or not to accept. So although the EU can be a critical and selective adopter of tran-
snational standards, as its.approach to the IASB’s rules indicates,'?® in crafting its
rules it is often workiny on a canvas on which the main outlines have already been
drawn by others:

There are differences between the challenges the FSB and the EU Commission
face, however, arising from the differences in the organizational infrastructure in
which they are situated and in their regulatory capacities. As discussed above, the

124 OECD, Policy Framework for Effective and Efficient Financial Regulation: OECD
Recommendation and Principles (2009).

125 Asnoted above, there hasbeen asignificant debate between the IASB and the EU Commission
on the IASB’s rule IAS 39 Financial Instruments: Recognition and Measurement, since 2004. The
EU initially did not accept this rule (the IAS carve out) only adopting it in 2005. The IASB was
pressed to review the provision by the FSB, BCBS, Commission, and others. However, the EU
Commissioner, Michel Barnier, initially indicated that that the EU may not adopt the IFRS rule,
and indeed that continued EU funding of the IASB will be contingent on it making changes to
its governance structure: see eg M. Christodoulou, ‘Europe’s IASB Concerns Voiced at Global
Meeting’ (1 April 2010) Accountancy Age 1. Agreement was finally reached and the new standard
brought into effect in the EU in 2011: Commission Regulation (EC) No 149/2011 of 18 February
2011. The debate over IAS 39, as well as the creation of the Monitoring Board, illustrates the price
the IASB is being required to pay for success, ie for the EU’s adoption of its standards.
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ESB is still in an ambiguous institutional position. It may evolve to be the overall
coordinator of the international regulatory regime, but it faces the main problems
of network management: conflicting objectives and interests of participants; dif-
ficulties of surveillance over the regime; the use of regulatory tools with conflicting
logics within the regime; differential capacities and resources of participants; lack
of its own resources and capacities to effect change or manage the network; and
the difficulty of getting recognition from participants that they are in a network
that should be managed and that the manager is the FSB. A critical issue will be
success in getting members and non-members to implement the principles that the
ESB issues. For this, countries and other members of the FSB have to afford it suf-
ficient recognition of its legitimacy and authority to govern. Italso has to be able to
exercise sufficient leverage through peer pressure or other means to get compliance
from members, and more problematically perhaps, from non-members. None of
these are straightforward challenges to meet.

Further, the FSB (and indeed the EU) still faces the fundamerital issue that it is
national governments who, at least under present arrangeracnts, underwrite the
financial institutions operating in their jurisdiction. The“mortality mismatch’ of
financial institutions, combined with an understand:biz policy of fiscal protec-
tionism, means that national governments are dezp'y unwilling to confer sover-
eignty to international bodies or to sign up te <vimmon standards or modes of
supervision if these would compromise their ability to protect their fiscal position
in times of crisis.

The EU authorities also face a numbe; of challenges. As in the case of the inter-
national regulators, a critical issue is not just the creation of standards but their
implementation. The EU can us< legal fiat to achieve its objectives, but it would be
a mistake for it to think that the use of legal powers removes the need to actively
build legitimacy and anthcrity with respect to Member State regulators. It would
also be a mistake te assuine that complete harmonization in the interpretation and
implementation of its rules is either attainable or desirable, though all the indica-
tions are that this is exactly what is being attempted. Although the Authorities
now have legal powers to take action against infringers, this should be used as a last
resort. The focus should be on building recognition and authority independently
through their processes and day-to-day operation. Here the conflicting rhetoric
and powers create a further ambiguity, however. The insistence on complete har-
monization cannot easily be reconciled with rhetoric that it should be created ‘fully

respecting the proportionality and subsidiarity’.'6

Moreover, there are conflicting objectives both at the EU level and between the
EU and Member States. The structure itself is still ‘siloed’, as at the international
level, between securities, banking, and insurance, and with an institutional divide
between macro and micro-prudential regulation, reinforcing at the organizational

126 de Larosiere Report, see n 40, at para 184.
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level the cognitive constructions of financial markets which the crisis has shown to
be flawed. Ensuring coordination between these different actors is clearly essential,
but all too often each organization can remain bounded by its own job description
and institutional focus.

Furthermore, the new EU Authorities have a set of legal powers but very little
operational or regulatory capacity to effect change or manage the network of
Member State regulators, although the rapid increase in their staffing levels may
enhance their capacity in this respect. Nonetheless, they are likely to continue to
rely heavily on a small number of Member States for expertise. This ‘asymmetric
Europeanization’ is a familiar feature of the operation of other EU regulatory agen-
cies, and there is little reason to think the regime for financial regulation will be
any different.'?” Further, although again the legal structures create a clear legal
hierarchy for managing the regime, this does not on its own resolve the problem of
how to gain recognition from participants that they should be managed, and that
the appropriate managers are the Authorities.

Moreover, the policy dynamics created by banks” morteiity mismatch and the
politics of fiscal protectionism exert a significant centri‘ugal force at the EU level,
just as they do at the international level."?® The L arosiere Report’s insistence on
harmonization was shot through with excepriops to allow Member States to act
in the interests of national financial stability, and these have been embedded into
the new regulatory structures and precec:es. The passporting regime for banks, the
central plank of European financial \ni<gration, has been put into question, and as
noted above has been strongly crisicized in some quarters as providing the channels
through which financial insta>ility can spread.'?® The focus now is less on the abil-
ity of banks to do cross-bord«r business, and far more on the protection of national
deposit holders and the nztional fiscal position. Without an EU-wide bank resolu-
tion fund, however, “vhiist national taxpayers are in line to bail out national banks,
national regulators wili want to maintain as much control as possible and it is right
that their governiments should want them to do so, not least because it is national
governments, not EU institutions, that are democratically accountable to those
same taxpayers.

Finally, the EU regime itself sits in an interesting position within the global regime.
To the extent that the EU is attempting to create a single system of financial regula-
tion, it creates a potentially ambiguous position for itself in the international regu-
latory sphere, one which raises interesting questions. If the EU institutions are not
just coordinators but are themselves the key regulators in the EU system, should
they not be subject to peer review monitoring by the FSB, the BCBS, or by the IMF

127 1.. Barroso, The European Regulatory State (PhD thesis, London School of Economics,
2011).

128 See eg UK Treasury Select Committee, see n 18.

129 A. Turner, The Turner Review: A Regulatory Response to the Global Financial Crisis (Financial
Services Authority, 2009).
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(albeit under a revised IMF mandate)? Arguably they should, if they are really to
be setting the single rulebook and single set of supervisory strategies. This may not
be a process the EU institutions would be entirely comfortable with, however. This
would create an interesting dynamic between EU institutions and their Member
States, who may welcome an FSB/IMF assessment of the ESAs, particularly if they
think there are deficiencies in the EU regime. They may yet use their individual
membership in the global bodies to push for one.

Levels of interaction: multi-lateral supervisory arrangements and
supervisory colleges

Inaddition to the restructurings outlined above, there hasbeen amove to strengthen
multi-lateral regulatory arrangements for the regulation of firms themselves. In
the past, the main focus of the international regulatory efforts has been Member
States: this has been a ‘government regulator to government regulator’ conversa-
tion, not regulator to private market actor.’®® One of the weakresces of ‘regulator
to regulator’ conversations is that they can be too removed {rer what is happen-
ing in the markets. A key difficulty for regulators is asymi:etric information: that
although they are in a better position than individual taarket actors to have aggre-
gate, system-wide information, they lack the detailed, ‘on the ground’ information
that the latter can have.’

A further difhculty is ensuring adequai¢ iiformation flows between different
parts of the regulatory regime. It has been suggested in other contexts that build-
ing resilient systems of information and surveillance, particularly in conditions
of uncertainty and which are subject to rapid change requires multi-scale net-
works, in which different types ¢f information is gathered, aggregated, and tested
at different points within a network.'? The global, including EU, financial regu-
latory regime has a number of points at which information is currently collected
about firms. In additivn, national regulators have generally good arrangements
in place for exchanging information with respect to individual firms in the con-
text of enforcement processes. IOSCO, in particular, has required all members to
agree to multilateral MOU on information sharing.'*® However, the crisis demon-
strated that the regulatory structures at the EU and global level ensured that, to the
extent they occurred atall, these conversations took place within regulatory silos of

130 This is not to say that private actors have not been vociferous participants in debates, notably
but not uniquely on the formation of Basle II.

131 Scott, see n 28.

132 P, Sheridan, D. Watts, and C. Sabel, ‘Information Exchange and the Robustness of
Organizational Networks’ (2003) 100(21) PNAS 12516.

133 10SCO, Multilateral Memorandum of Understanding Concerning Consultation and
Cooperation and the Exchange of Information (2002); the requirement was for members to sign by
1 January 2010, or to be taking steps to ensure they had the requisite legal powers to enable them
to sign.
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insurance, securities, and banking, with significant impediments to information
flows between them.

However, as yet there is only a weak linking between these regulatory silos and
other parts of the regime at both global and regional (EU) level, and indeed
between the national, regional, and global levels. The FSB’s Framework is aimed at
resolving part of this problem. Nonetheless, as noted above, it is at present limited
to monitoring implementation of G20 mandated policies. Gaps still remain. Three
notable examples are the weak linkages between colleges of supervisors at all levels,
between colleges and the peer review process, and between both colleges and peer
review processes and the standard-setting processes of the IRCs and, potentially,
the different European authorities.

Colleges of supervisors have the potential to become critical nodes in the coordina-
tion of both global and EU financial regulation, not least as significant points of
information-gathering and dissemination, though again bothi their dynamics and
their position in the institutional topography are not unpictlematic. Supervisory
colleges are at present the main place where both ‘regulacor to regulator’ and ‘regu-
lator to firm’ conversations occur outside the natioca! setting. In formal terms,
international colleges of supervisors (ICSs) are yermanent, although flexible,
structures for cooperation and coordinatior ameng the authorities responsible for
and involved in the supervision of the different components of global cross-border
banking groups. They have also been niere recently developed for insurance com-
panies, and for conglomerates.

Supervisory colleges are intend#d to provide a forum intended to facilitate sharing
of information, views, and &sszssments among supervisors in order to allow for a
more efficient and effective consolidated and solo supervision and timely action;
enable supervisors t¢-develop a common understanding of the risk profile of the
group as the starting point for risk-based supervision at both group and solo levels;
coordinate supervisory review and risk assessment, establishing supervisory plans,
arranging any division of tasks and joint onsite visits, thus avoiding duplication of
work and reducing the regulatory burden; and coordinate decisions taken by indi-
vidual authorities. They are also intended to facilitate the development of a consist-
ent interpretation and application of regulatory provisions across the group and
build trust between supervisors.'* They are meant to work alongside firm-specific
cross-border crisis management groups under the FSB’s Principles for Cross-border
Cooperation on Crisis Management.'®

134 House of Lords, Evidence of the European Banking Federation to House of Lords: The
Future of EU Financial Regulation and Supervision (June 2009).

135 ESB, Principles for Cross-border Cooperation on Crisis Management (2009), Preface. The FSB’s
recent implementation report, in April 2010, stated that firm-specific cross-border crisis manage-
ment groups have been established for the major global financial institutions requiring FSB core
supervisory colleges; discussions are underway for development of effective contingency planning
and resolution plans.
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The notion of colleges of supervisors for banks pre-dates the crisis, but their crisis
gave significant impetus to their development, and they have now been mandated
by the G-20 governments for global financial institutions,™® and within the EU
under the revised Capital Requirements Directive. At the global level, the BCBS
has been actively promoting colleges as important not only for consolidated super-
vision of banks at the microprudential level, but also for the promotion of financial
stability at the macroprudential level, and has issued a set of Principles for how they
should operate.™” Notably, there is also a move to promote joint on-site inspections

by members of colleges by all the IRCs."38

Within the EU there is a separate requirement under EU law for EU Member
State supervisors to form EU level supervisory colleges.'® The EBA is an observer
in the EU colleges, and has established a Review Panel to assess the degree of
convergence reached by members in the implementation of EU legislation and
to monitor convergence in supervisory practices. Reviews are conducted by the
Review Panel based on self-assessments provided by its members on a ‘comply or
explain’ basis.'°

A global bank can thus have two colleges, the international and the European,
raising further issues of coordination between the celleges. The EU home supervi-
sor is required to ensure that non-EEA supervicors contribute to the EU college’s
assessment of major risks within the banking oroup. However, there is at present
no systematized process or structure in whicirche two colleges can, or are obliged
to, confer or exchange information witk respect to the same financial institution,
or indeed merge to operate as a sing'e college when supervising a cross-border
bank; instead, coordination occuis through one or two members of the EU college
attending meetings of the interfictional college.'!

On the whole both EU and global colleges have been positively received by the
banks and others,'*? aithough there are several issues to be resolved in the way the
colleges operate.’ The structure of the college is the responsibility of the home
state, and colleges can have a variable geometry. In order to function effectively,

136 G7 Interim Report.

137 BCBS’s Good Practice Principles for Supervisory Colleges (2010). See also IAIS, Guidance
on the Use of Supervisory Colleges in Group-Wide Supervision (October 2009); IOSCO, Principles
Regarding Cross-Border Supervisory Cooperation Final Report (May 2010).

138 eg Joint Forum, Principles for the Supervision of Financial Conglomerates: Consultation
Paper (Joint Forum, November 2011).

139 Under Article 131a of the amended CRD, all EEA cross border banking groups were required
to have a college of supervisors in place by the end of 2010.

140 CEBS, Methodology for Peer Review (2009), adopted by EBA.

141 For criticism see eg House of Lords, European Union Committee, Future of EU Regulation
and Supervision (Fourteenth Report, Session 2008—09), paras 196-7.

142 eg British Bankers Association Report (June 2008); House of Lords, see n 151.

143 ESB, Overview of Progress in Implementing the London Summit Recommendations for
Strengthening Financial Stability, Report of the Financial Stability Board to G20 Leaders (September
2009).
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colleges require a high degree of understanding and strong levels of mutual trust
and confidence between national supervisors. They also require the ability for
supervisors to share information, but thus far this has proved to be a significant
stumbling block, partly due to issues of trust, butalso in large part due legal restric-
tions in Member States on sharing data. There are also concerns that once given the
information will not remain confidential, either due to legal provisions in national
freedom of information legislation which may require its disclosure, or due to poor
practices on the part of those to whom it has been disclosed. Moreover, although
firms may be multi-functional, regulation at the global and EU levels remains
siloed into securities, banking, and insurance. In the EU, only the banking and
insurance supervisors have coordinated in developing principles.'* There is even
less coordination apparent at the global level.'® There is the additional question of
who should be the prime author of principles for supervisory colleges. The ESAs are
not the only actors in the regulatory space, and as noted, the BCBS has set its own
principles. The FSB has not led this process. However some, noeably the European
Banking Federation, argued that it should be the FSB wha teices the lead in setting
principles for the colleges’ operation, though drawing o BU principles.™® Again,
this illustrates the complexity of the Principles prodw«tion process within the inter-
national regulatory framework.

There is thus still considerable fluidity as toti:¢ role and effectiveness of individual
colleges and their coordination. Howevet. supervisory colleges could be critical
‘nodes’ in the system of internationai:nancial regulation. It is thus important to
ensure, first, that they function effectively, and secondly, that the knowledge they
have a development at the locoiievel of individual institutions is captured else-
where within the system. In pa:ticular, it needs to be integrated into other activites
such as peer review and standard setting, discussed below.

Potential strategies for developing capacities,
responsiveness, and learning

The regime for financial regulation at both global and EU levels thus faces a signifi-
cantset of challenges with respect to how it manages itself, letalone how it attempts
to regulate market actors. Orchestrating the terms of cohabitation between par-
ticipants is difficult where there is no completely agreed score for each to play, little
agreement over who should be the conductor, only weak consensus as to whether

144 CEIOPS, CEBS, and IWCFC, see n 129; CEBS, see n 129; IWCFC 08 32 (January 2009).

145 The IAIS adopted a supervisory guidance paper on the use of supervisory colleges in group-
wide supervision in October 2009. In March 2010 the BCBS released a consultative document
on good practices on supervisory colleges, outlining expectations in relation to college objectives,
governance, communication, and information sharing.

146 EBF, International Colleges of Supervisors and Global European Banks (EBF Ref.:
D1239E-2009, September 2009).
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all need to follow him, and only muted ability of each to hear what those in other
sections of the orchestra are playing. Faced with such challenges, issues of how to
ensure the system is able to anticipate future crises or challenge conventional wis-
doms can appear mere fripperies: nice to have, but there is more important business
to be getting on with.

This reaction is understandable, but short-sighted. Regulators and others are strug-
gling to create a new cognitive framework in which to develop policy responses.
Part of that process requires gaining knowledge. Gaining knowledge requires
acquiring information and making sense of it through a cognitive framework.
However, there is a ‘chicken and egg’ dynamic at work here: the cognitive frame-
work shapes the search for information as well as its interpretation. Like the drunk-
ard who only searches for his lost wallet under a street lamp because that is where
the light is, regulators can focus only on information that is easily visible, sys-
tematisable, and quantifiable, and not look elsewhere.'*” However, the dangers of
using only limited sources of information in managing risks arc¢ well noted in the
risk management literature,'® and were manifested in the-crisis. In Rumsfeld’s
well-worn trichotomy, there are the known knowns, the izrown unknowns, and
the unknown unknowns. In risk management, different sirategies are appropriate
for each state of knowledge.'*® Regulators can neverinow all, and therefore never
can anticipate everything: that is the nature of rick- management. But they can at
least improve on their ability to limit the extent of the unknown unknowns and
respond accordingly.

Work therefore needs to focus on tw interlinked fronts. First, regulators need to
gain information from a wider range of sources than at present and coordinate its
collection and analysis, in crder to help them overcome problems of scale—how
those developing strategies ata systemic level can have sufficient granular knowl-
edge of how different parts of the system are working ‘on the ground’. Secondly,
they need to develew micchanisms for cognitive challenge.

Information

Focusing first on information and problems of scale, work done to date on network
management systems suggests that a fruitful coordination strategy for manag-
ing complex systems is to develop intermediators, links in the system between
its component parts.™® Creating points for the collection and dissemination of

147 Scott, see n 28; T. Porter, Trustin Numbers: The Pursuit of Objectivity in Science and Public Life
(Princeton University Press, 1995).

148 eg B. Wynne, ‘May the Sheep Safely Graze? A Reflexive View of the Expert-Lay Knowledge
Divide in Risk’ in S. Lash, B. Szerszunski, and B. Wynne (eds), Environment and Modernity:
Towards a New Ecology (Sage, 1996).

145 A. Klinke and O. Renn, ‘Precautionary Principle and Discursive Strategies: Classifying and
Managing Risks’ (2001) 4(2) Journal of Risk Research 159.

150 Sheridan, et al, see n 134.
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information about the performance of the different parts of the regime is a good
place to start. To give two examples, there are two existing mechanisms discussed
above that are currently not utilized in this way but that offer some potential: col-
leges of supervisors and the peer review process.

Colleges of supervisors have their own challenges, as discussed above, but they are
in an extremely good position to gain a global view of a financial institution. That
view is of course not perfect, as the information asymmetries that exist between
regulator and regulated will always remain. But it is a better vantage point than
any national regulator has, or any regional or international committee of regula-
tors. However, at present there are four and potentially up to six different col-
leges operating (two at the international level for banking, and insurance, plus
one (potentially) for securities; and two at the EU level, again for banking, insur-
ance, and potentially, securities), and on a number of occasions with respect to the
same financial institution. As noted above, there is as yet little or no coordination
between them at either level or between the EU and interna‘icnal level.

Moreover, there is no clear way in which the reports ¢r observations of the col-
leges are reviewed or otherwise incorporated into th= acavities of the international
committees of standard-setters. Although the BC35 has stated that supervisory
colleges can have a valuable role in supplemeriting the peer review activities of the
BCBS, itis clear that this is seen as a ‘top-down’ process in which colleges promote
coherent and consistent implementatio: of standards across jurisdictions.’ What
is not developed is a role for college! ir. transferring information ‘upwards’ to the
BCBS or ‘outwards’ to the othei1RCs about the situation in the jurisdictions of
different college members.

In failing to provide adequate coordination the regulatory regime is missing a sig-
nificant opportunity o gain valuable information as to what is happening within
financial institutions chemselves, and thus to address, at least in part, the problem
of scale. Either the FSB or the Joint Forum has a potential role to play here on
gathering and reviewing information from the international colleges with respect
to cross-border financial institutions, particularly where the colleges are ‘siloed’,
and providing a point for aggregating and testing that information and then dis-
seminating it around the rest of the regime, and further integrating it into the
standard-setting process.

With respect to the peer review process, the FSB’s newly introduced Framework
doesrecognize the need for reviews to be analytical processes as well as information-
gathering exercises. Arguably, what is needed is not just a policy by policy analysis,
however, but a further level of cross-policy analysis, examining the interaction of
differentstandards on the ground, bearing in mind the negative endogenous effects
created by the interaction of IASB standards and capital rules, for example.

151 Principles 8 and 15.
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Moreover, there is a case for linking these two potential nodes: colleges and peer
review processes, and indeed, more radically, for using ‘360 degree’ review in the
peer review process. At present a peer review, either viaan FSAP or via the ‘Level 3’
committee and ESA processes, consists of a self-assessment and/or a review of
national regulators by regulatory officials from other countries, supported by a
secretariat from the World Bank/IMF or relevant ESA. This process is an impor-
tant facet of the regime, as noted above. The peer review process, however, is also
overlooking potentially valuable sources of information, notably the supervisory
colleges. National regulators can gain a good insight into the performance of each
other within the colleges of supervisors. Indeed, early reports on their operation
indicated that much of the time was spent in regulators giving technical assistance
to other regulators.’? It is always a sensitive matter to ask one country what it
thinks of another’s performance, but not impossible. Integrating an assessment of
a regulator’s fellow members in a supervisory college into the peer review process
could provide a greater insight into the quality of a regulator th-rian assessment
against the formal indicators which are predominantly used at present. Going fur-
ther and asking financial institutions themselves for an assecsinent of their super-
visors’ performance is probably a step too far for many national regulators, but it
would bring the peer review assessment process closer it line with common man-
agement practices within both public and privace seccor organizations.

Cognitive challenge

The second task that regulators need te focus on is to create mechanisms for cogni-
tive challenge. Risks are things thatieay happen in the future. As we have seen, sce-
nario analysis is a key aspect of 115k management for financial institutions and is a
necessary and inevitable part of regulating risk. Managing risks requires managers
to imagine how they may arise and what their consequences may be. But the sce-
narios that they imagine can be too bounded and conservative. In short, regulators
need to be more imaginative. They need to use an enhanced knowledge of the past
and the present to build more imagined, and imaginative, futures. Furthermore,
rather than searching for harmonization, the regulatory regime needs to build in
structures for challenge and experimentation.'? Regulatory reviews need to focus
not just on impact assessments and sunshine reviews, but on what risks and activi-
ties it may be ignoring. This includes developing the equivalent of the ‘near miss’
analysis so important to risk management in a number of domains, including air
traffic control, nuclear power, and medicine.’>* But it also requires a cognitive
openness to different understandings of markets, risk, and behaviour, that requires

152 EBF report, see n 150.

153 eg C. Sabel and W. Simon, Minimalism and Experimentalism in the Administrative
State (Columbia Public Law Research Paper No. 10-238, 2010), available at <http://ssrn.com/
abstract=1600898>.

154 eg P. Barach and S. Small, ‘Reporting and Preventing Medical Mishaps: Lessons from Non-
Medical Near Miss Reporting Systems’ (March 2000) British Medical Journal 320.
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gaining information and understandings from multiple sources. The claim is often
brought that regulators need to be experts, to know how the markets operate. To
this end, the Bank of England used to have ‘grey panthers’, senior bankers who
advised officials on the markets. There is no doubt a place for grey panthers, but
there is arguably a greater need for mavericks, of any hue. Greater diversity in the
membership of key decision-making bodies and in the people that they talk to
could help to promote a different way of thinking. There needs to be someone to
say when the Emperor has no clothes (albeit that few might listen).

Summary and conclusions

Regulation is a messy, complex, and often thankless task. In theoretical terms, the
regime for financial regulation provides a clear illustration of a complex polycentric
regime operating in a complex and dynamic environment where interactions and
interdependencies are ill understood, in which power is frag:nented and contested
and regulatory capacities are highly variable. The putativ: ‘regime managers’ are
attempting to steer the regime or different parts of v, but their role remains con-
tested as existing actors seek to maintain their ¢ wi policy autonomy. Further, all
regulatorsare ina complex institutional position,in that the crisis has demonstrated
to them and the markets that both sets of actors were operating on fundamentally
flawed assumptions. The cognitive shocks caused by the crisis have prompted a
series of critical self-observations. Whilst this learning process is essential, it has to
confront two problems.

The first is that regulators are learning from a limited range of experiences. The
crisis was an experienc= of major significance, but it took regulators into largely
unchartered waters. There had been banking crises before, but none that affected
so much of the giabal financial system at one time and on such a scale. There are
well-recognized difficulties for organizations who attempt to learn from limited
experiences: the lessons drawn may relate well to this crisis but may not be relevant
for the next crisis that will take a different form.s

Secondly, regulators have to engage in processes of critical self-reflection if they
are to learn, but in so doing they risk jeopardizing their claim to expert authority.
Leaders and experts are expected to know the answers. To be constantly question-
ing what one is doing can look to outsiders as if one is trapped in self-doubt."
Regulatory organizations are afforded a significant part of their authority and
legitimacy on the basis of their impartiality and expertise. Admitting to mistakes

155 J. March, L. Sproull, and M. Tamuz, ‘Learning from Samples of One or Fewer’ (1991) 2(1)
Organization Science 1.

156 B. Levitt and J. March, ‘Organizational Learning’ (1998) 14 Ann Rev Soc 319. See eg M.
Zollo and S. Winter, ‘Deliberate Learning and the Evolution of Dynamic Capabilities’ (2002) 13(3)
Organization Science 339.
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can therefore be self-undermining.'” This paradoxical position is difficult for an
organization to avoid. Traditionally, regulators try to manage the problem through
self-effacement and pleas that they are simply implementing decisions made else-
where. This isa difficult strategy to adopt, however, when they operate in the public
gaze and where transparency of their operations and discussions is demanded by
their different audiences or legitimacy communities, including other regulators
within the regime.'>

There is no simple answer to the multiple challenges that financial regulators face.
The easy solution is to advocate organizational reform, such as a single, global
financial regulator. This may have the advantage of making policymakers and
regulators look busy, but it can often avoid problems rather than confront them.
There is also a limit to what organizational structures can achieve. Coordination
is a difficult challenge, but the solution advocated here is not the creation of a
single ‘world financial regulator’ or a financial “WTO’ although these have been
proposed by some.” It could be argued that this is the natural shletion: that what
is also needed is clearer leadership from the top, so that all regelators in the world
are operating to a single set of rules and using a single ser 0f supervisory processes.
Such a development at the global level is politically-f.ard to envisage at present,
but after a few more crises it may be where we eventcally end up. It is exactly this
which is being attempted at the EU level, thoug'. in a very different political and
legal context.

At either level, it is not clear that centraiization is always desirable. There are still
significant problems of scale to overcotize: problems of legibility, oversightand mul-
tiple translations of rules as they couise through the implementation web do not go
away just because there is oneregulator rather than several. Moreover, a global and
EU financial regulator would still have to rely on national regulatory authorities to
implement regulation,ar:d many rules would still have to be at the level of general
principles to be abiet¢. accommodate local conditions and cultures. Furthermore,
the political difficulties of managing an organization whose members are them-
selves sovereign countries would still remain, with the inevitable issues relating to
gaining agreement on rules and sanctioning recalcitrant national governments or
their regulators. There would still be significant differences in regulatory capacities
between different regulators and different countries meaning that any harmoniza-
tion at the level of rules (even if they are detailed) is likely to be undone at the level
of implementation. Moreover, it is by no means clear that such a system would be

157 M. Barnett and M. Finnemore, “The Power of Liberal International Organizations™ in
M. Barnett and R. Duvall, Power in Global Governance (Cambridge University Press, 2005);
D. Carpenter, Reputation and Power: Organizational Image and Pharmaceutical Regulation at the
FDA (Princeton University Press, 2010).

58 See further J. Black, see n 7.

159 eg J. Batwell and L. Taylor, Global Finance at Risk: The Case for International Regulation
(Polity Press, 2000).
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any more or less transparent, representative, or ‘democratic’ than the present one.
It would be neater to depict on an organizational chart, but that should not be its
principal virtue.

As for harmonization of rules and practices, it certainly makes the rule books look
tidy, and cross-border firms like it, or at least say they do—in fact they can benefit
from differences between regimes through regulatory arbitrage. However, assum-
ing that harmonization is in fact achieved in practice, the dangers of harmoniza-
tion, as evidenced in part by the crisis, are that it creates endogenous risk. Just as
uniformity of risk models meant all market actors responded in the same way,
magnifying the risks they were meant to be mitigating, standardization of regula-
tory requirements meant to mitigate risks, if flawed, can cause risks to spread far

more quickly than a variety of standards.'®°

From a purely functional perspective, the real dificulty faced by anyone trying to
redesign the structures of global financial regulation, even zssuming they could
start with a blank canvas and with no interested parties s.rabbling to hold the
pen, is that managing global financial markets makes cortradictory demands on
organizational design. We can draw an analogy witi: Ferrow’s analysis of organi-
zational and technical systems. In his analysis of “wormal accidents’, systems can
be complex or linear, and tightly or loosely coupled. In systems in which there is a
high degree of complexity (many parts, overators, procedures) and a high degree
of interaction between them, the degree vo ' which catastrophic failure could occur
depends on how tightly they are coupled they are: what buffers exist in the form of
technological buffers, or time to “arrect the error, or substitutability of personnel,
procedures, systems, or resotices. Different organizational structures are likely
to be appropriate for differ=it types of systems. Highly centralized organizations
may be appropriate for systems which are linear and which have expected, visible
interactions with right coupling between them, such as dams or rail or marine
transport. In contrast, decentralized structures are more suited to systems with
complex interactions which are loosely coupled, such as research and development,
multi-goal regulatory agencies, or mining. However, for highly complex but tightly
coupled technical systems, such as a nuclear power or chemical plants, space mis-
sions, or aircraft construction or, we could add, financial markets, then there is
a contradictory set of demands placed upon organizational structures: organiza-
tions with strong central controls are needed, but so is a structure which allows
decentralization and decision-making at the local, operator level.'®" Whatever the
organizational design for their management, however, the bad news is that such
systems, he argues, will inevitably experience failures.

160 eg N. Pidgeon, D. Blockley, and B. Turner, ‘Design Practice and Snow Loading: Lessons
from a Roof Collapse’ (1986) 64A(3) The Structural Engineer 67.
161 Perrow, n 31, at 332.

46



Chapter 1: Restructuring Global and EU Financial Regulation

So the solution proposed here is modest and partial—Iless likely to grab the head-
lines but probably more likely to make a difference. It is to reiterate the need for
greater coordination, butitisin addition to recognize that going forward, regulators
need different types of information and different ways of interpreting it, they need
to have a far closer understanding of the complex and dynamic network of finan-
cial markets that both regulators, governments, and market actors are continually
reconstituting, they need to be open to challenge and they need to be imaginative.
That requires two interrelated strategies: creating linkages between the component
parts of the organizational structure to enable information to flow through whilst
at the same time making it more resilient, and creating scope for greater imagina-
tion, experimentation, and challenge: a place for mavericks as well as panthers.

Without these, regulators will indeed be trapped fighting the last war.
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