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Introduction

Since the outbreak of the financial crisis, international
financial regulation has been a hotly debated (opic.
Substantive rules are questioned, supervisory authorities
tackled and new architectural rules asked for. Expert
reports made available could already fill libraries, and
legislators are under considerable pressure to present
reform proposals as soon as possible. Therefore, as has
never been the case before, a globally-unified approach
to market turmoil stretches across the world and time
Zones.

During recent years, not only new rules but also new
regulators have emerged mainly on a “half-governmental
level”, because established international bodies were not
capable of reacting as quickly as necessary and state
regulators only have restricted competences in
cross-border matters. In the meantime, the manifold
activities and actors in the field of international financial
regulation make it almost impossible to oversee the large
number of (possibly) applicable rules.' Nevertheless, the
tense network of financial standards was not able to
prevent the deep financial crisis and keep it fiom
spreading from the United States to the whole world.

In view of its multiplicity, financial regulation may be
defined as supervisory function or authority having a
diverse character, not only because of its different
financial functions, but also because of differences per
country.” Financial regulation can be enacted by both
govemment authorities, such as parliaments, executive
bodies and public institutions, and self-regulatory
agencies; the latter either have a delegated competence
to devise regulations or impose such regulations on the
members of a specific market-sector in a non-mandatory

way.®

International financial regulation can be divided into
three subsets of rules, namely: (a) systematic or
institutional rules, regulating the performance of the
financial institutions; (b) rules ensuring institutional
safety, systemic stability, and market conduct; and (c)
rules pertaining to supervision in the form of self-control,
industry supervision or public supervision.* The focus of
financial regulation lays on crisis prevention and
maintenance of financial stability, meaning the safety and
soundness of the financial system.’

A specific  steadily-growing  concern  in
financijal-services regulation is consumer protection: the
relationship between financial intermediaries and their
customers has become an important element of financial
regulation.® An integrated, but not excessive, regulatory
system is not only essential for the functioning of the
financial markets; an effective system will also enhance
the market players’ acceptance of the regulatory
interventions.’

Many voices now call (again, similarly to 10 years ago
in the aftermath of the Asian financial crisis)® for a new
international financial architecture; experts all over the
world try to develop a framework which would be
designed to prevent further crises. However, a certain
weakness of this approach consists in the fact that
financial experts do not necessarily take into account the
experiences which have been gained with regulatory
structures in other market segments and societal fields.

Subsequently, internet regulation will be looked at as
a specific reference model, constituting a comparative
example for a development of a sound regulatory
framework. Similar to the internet, financial markets have
gained a global dimension over the past decades, affecting
and involving an increasing number of “participants”,

New elements of rule-making processes

Internet regulation encompasses some features which
reflect modern developments in regulatory theories.
Hereinafter, the notions of spontaneous regulation,
multi-stakeholderism and fragmentation trends will be
addressed in more detail.

Spontaneous regulation

In the early days of the emergence of cyberspace, internet
scholars assigned attributes of independence to this new
“province” of the world’, it has been argned that the
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participants in cyberspace would create a “net nation”
without any regulatory-body policing the internet."” The
most striking example for this tendency is the manifesto
called, “A Declaration of the Independence of
Cyberspace”, issued by Barlow in February 1996":

“Governments of the Industrial World, you weary
giants of flesh and steel, I come from Cyberspace,
the new home of Mind. On behalf of the future, I
ask you of the past to leave us alone. You are not
welcome among us. You have no sovereignty where
we gather. ...

I declare the global space we are building to be
naturally independent of the tyrannies you seek to
impose on us. You have no moral right to rule us
nor do you possess any methods of enforcement we
have true reason to fear.”

In the meanlime the euphoric approach of independence
has almost completely vanished. Nevertheless, it can still
be said that (indeed) the internet developed beyond a
regulatory legal framework and was mainly based on
self-regulation by its users since the assumption prevailed
that the internet would not be governed by laws in the
legal sense, but rather by “codes” defining the relevant
parameters resulting from technical protocols, standards
and procedures.”

Quite obviously, the establislhment of an adequate legal
framework for the internet requires consideration of the
available regulatory models.” In theory, the possibility
of no regulation at all is an approach which can be taken
into account; however, in practice this approach does not
seem to be a viable solution. Even promoters of an
unregulated internet environment, such as Barlow,"
assume that at least a social-contract regime must exist.
The model of a “social contract” (mainly according to
Rousseau)” encompasses all individuals of a society
voluntarily unifying in order to originate new forces."
With the establishment of civil society, each individual
is protected by the whole of the community, receiving
the same rights and obligations that enable equal

195e¢ Nicholas Negroponte, Being Digital (London: 1996), p.237.

opportunities of development for everyone, in particular,
with respect to ensuring individual freedoms—which
secure the self-determination of all individuals."”

In the real world, thex(legislative) choice can principally
be made between traditional national regulation (having
a limited scope of application within nation states’
boundaries), international agreements (often being
difficult to successfully conclude), and self-regulation.”
The latter scheme"” has indeed played an important role
in the online world. However, instead of an established
form of self-regulation, the virtual world is rather
designed by “spontaneous” regulation, encompassing
regulatory autonomy and independence from any
structured regime of rule making.”

Generally speaking, spontancous self-regulation is
justified if it is more efficient than state law and if
compliance with rules of the community is less likely
than compliance with self-regulation. Seen from a broader
perspective, self-regulation is “law” which is responsive
to changes in the “environment” and which develops and
establishes rules, quite often derived from industry or
business standards and shaped by occwring events,
independent of the principle of territoriality.” Milhaupt
and Pistor describe this development as a, “rolling
relationship between law and markets”.”

Since provisions of a self-regulating nature are not
enforceable through public action, such rules do not have
the legal quality of law.”” However, self-regulation can
result in moral pressure and be understood as a
social-control model. Such a system of control may
consist of rules of normatively appropriate human
behaviour, similar to the notion of the mentioned “social
contract”.”

During the last few years, legal doctrine has developed
the notion of “soft law” for commitments in international
relations expressing more than just policy statements but
less than law in its strict sense, and also possessing a
certain proximity to law and a certain legal relevance.”
Therefore, it can be said that soft law is a social notion
close to law and that it usually covers certain forms of
expected and acceptable codes of conduct.” Furthermore,
the role of soft law for the development of good faith and
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customary rules as well as the need to establish rules to
govern international relations should not be
underestimated; moreover, soft law may contribute
essentially with respect to the interpretation of
international law.” Nevertheless, certain weaknesses of
self-regulatory mechanisms cannot be overlooked. These
mainly concern the processes of implementation of
“private norms” as well as the procedural aspects for their
enforcement (for example lack of direct sanctions).

Nevertheless, the experiences in the internet context
show that soft law can indeed function as a regulatory
scheme; the best example is probably the domain-name
allocation process. Even if it is justified to question the
legitimacy and the democratic fundament of the Internet
Corporation for Assigned Names and Numbers (ICANN),
it should not be overlooked that the whole technical
system has been implemented and is running without
major (legal) frictions.”

Multi-stakeholderism

The discussions related to the establishment of an
adequate regulatory framework for the internet are more
and more crystallised in the appreciation that shared
power amongst (all) social participants of the online world
would seem to be unavoidable, i.e. multi-stakeholderism
would have to become the underlying concept for the
development of the internet regulatory environment.”
The term multi-stakeholderism stems from the discussions
held in the context of the Working Group on Internet
Governance (WGIG) tackling regulatory problems of the
internet between the first and the second Summit on the
Information Sociely (Geneva 2003, Tunis 2005).'
Subsequently, the inclusion of all interested participants
in the online world has become a main feature of the
Internet  Governance  Forum’s  processes  and
deliberations.”

Legal scholars increasingly express the opinion that a
fitting of the regulatory framework needs to consider the
principles of the subject it addresses and hence pay special
altention to the technological environment of the
internet.” The bottom-up approach in self-regulation also
calls for the inclusion of all interested groups of the online
world; diversity and pluralism should be considered as
common objectives.” Nevertheless, architectural
principles must be implemented which take due account
of a minimum of predictability required for an adequate
legal framework in order to establish reliable relations
between natural or legal persons.”

27 Welser, Shaping Internet Governanee, 2009, pp.20-21.
B \Weber, Shaping Infernet Governance, 2009, pp.21-22.

As mentioned, the internet was implemented mainly
by the private sector which mostly followed a bottom-up
approach in self-regulation, taking special account of the
technical issues raised by this new network system. Since
civil society is concerned by the establishment of
communication channels, in practice every individual is
potentially a “netizen”. Therefore, participation in
decision-making processes needs to encompass every
member of civil society. In order to reflect this
appreciation, Lessig has introduced the notion of the
“commons” (“Allmende” in the sense of the old German
farmers’ system) allowing the inclusion of the whole of
civil society in the societal processes.* Consequently, the
inclusion of civil society calls for a bottom-up process,
facilitating the enlargement of the foundation for active
participation of concerned persons; even if some actors
are independently organised, common strategies and goals
can be developed and net networks created.”

Interactions between science or politics and collective
responses from citizens lead to transgovernmental
networks which, however, may cause a disaggregation
of states in favour of the established networks, ie. a
“disaggregated sovereignly”; in such a context, actual
co-operation and solution achievement could be improved,
but concerns about legitimacy remain.” The respective
networks having their own powers, incentives,
motivations, abilities, etc. would, thereby, need to take
due account of already existing international
organisations, corporations, non-governmental
organisations, and other actors in the transnational
society.”

The specialised field of internet regulation requires a
high level of competence and expertise. Joint involvement
of all stakeholders having the necessary know-how is
desirable. Including all stakeholders concerned with the
internet in one way or the other generally ensures a form
of representation at the international level. This is an
important aspect in view of the legitimacy of the
regulatory framework; lhe stakeholders, enhancing
communication, co-ordination and co-operation in a kind
of forum, frame a central governance point for internet
issues, allowing for participation and dialogue.”

The envisaged realisation of the concept
“multi-stakeholder in governance”, perceived as the new
way forward in favour of the inclusion of the whole of
society, goes beyond the scope of traditional governance
theories, which generally pursued an approach strictly
distinguishing the state (public law) from society (civil

2 fior the discussions on the role and legitimacy of ICANM see Weber, Shaping Internet Governance, 2009, pp.60 et seq. with further references.

30 See Weber, Shaping Internet Governance, 2009, pp.88 el seq.
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law). Such a development challenges the fraditional
international legal and political understanding of
legitimacy and makes il necessary to tackle the general
question of who could be a legitimate stakeholder and
which aspects are to be encompassed by such concept of

3 41

“transnationalism”,

Fragmentation

The implementation of the multi-stakeholder principle
and the inclusion of all members of civil society in the
(autonomous and spontaneous) rule-making process
inevitably lead to a certain fragmentation of regulation
since societal processes and contradictions are bound to
be reflected.” Based on a fragmentation of knowledge,
power or control, increased specialisation and
diversification occur and design multiple variations of
regulatory types or regimes of relationships and
arrangements.” If epistemic communities and networks
are involved in the rule-making processes, private actors
start to play a role not only as decision-makers, but also
as intermediaries and brokers.*

Legal doctrine in international law has intensively
developed theories about the process of constitution of
autonomous regimes, for example:

»  Ruggie analysed the functions of the
manifold epistemic communities and their
role in the rule-making processes, arguing
that collective awareness and attention may
be mutually beneficial.  Epistemic
communities are created when no state goes
out of its way lo construct international
collective arrangements,”” The processes of
international regime-formation result from
the interactions between science and
politics on the one hand and collective
response on the other hand.* If regulation
is lefl to the “owners of technology”,
collective values such as public order and
morals will be left out of consideration; full
disintermediation and private rule-making
could Balkanise public discourse and leave

civil society without reasonable possibilities
to assess the reliability of informatlion
processes.”

Koskenniemi  highlighted  structural
conflicls between various regimes and
addressed possible approaches for a
harmonisation of rule-making processes.”
In particular, although states may be
prepared to participate in hybrid forms of
regimes (possibly through delegated experts
or by exercising their influence otherwise),
they are often also inclined to transpose
{ransnational rules into their legal
framework.

Raustiala assesses the viability of
transgovernmental networks and evaluates
their  relationship  to  liberal
internationalism,” Thereby, the conclusion
is drawn that “informal” information
exchanges, not controlled by the
decision-making  authorities of the
concerned states, may cause a co-operation
which leads to a disaggregation of states in
favour of the established networks, i.e. to
the mentioned “disaggregated
sovereignty”™; by having such a kind of
actual co-operation, the realisation of an
acceptable legal framework could be
facilitated.”

Slaughter  developed principles for
government networks, being set out as
relatively loose, co-operative arrangements
across borders between and among like
agencies that seek to respond to global
issues™ and managing to close gaps through
co-ordination, thereby creating a new sort
of power, authority and legitimacy.”
Slaughter advocates the establishment of
such government networks since they
permit the realisation of co-ordinalion on
a global level and create a new authority
responsible and accountable for the
development of rules.*

41 See Weber, Shaping Internet Governance, 2009, p.268; for the “webs™ of regulation see also Murray, The Regulation of Cyberspace, 2008, pp.22 ct seq.
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The regulation of the online world clearly shows that
fragmentation can create the risk of incompatible or
conflicting rules and standards; therefore, the unification
aspect must become an appropriate response” and the
diversification of global legal activities through rapid
expansion of cross-border rules needs to take into account
the requirement of the implementation of harmonised
minimum standards, i.e. legal predictability requires
increased attention to “equalise” the inherent risks of
fragmentation.”

Nevertheless, certain mechanisms can work as a means
of overcoming fragmentation:

»  Transparency and accountability need to
be further developed. Transparency is a
recognised, significant principle for
regulatory systems; its importance stems
from its relevance in the achievement of
other necessary tenets of regulation, such
as providing sufficient information to
enable informed decisions.” Further aspects
are accessibility, clarity, logic and
rationality, truthfulness and accuracy, as
well as openness; since a transparent
methodology for rule-making processes
based on revisable procedures reduces
mistrust and can have a legitimising effect,
transparency and accountability should be
persistent objectives of any governance
mechanism.”

. Another important aspect concerns conflicts
of laws. Contradictory or intersecting
objectives of rules and mandates of
international financial institutions may
cause regulatory redundancies or loopholes,
thus weakening the markets (and in
particular financial markets) as a whole.
For these cases, special conflict rules are
necessary in order to determine which
regulation or institution takes priority over
the other rules or institutions.

Lessons from new rule-making
processes for financial regulation

Based on the described findings related to the new
elements of rule-making processes, lessons can be drawn
in respect of the key elements of financial regulation,
namely the actors, the sources of law, the regulatory
targets, and the areas of regulation, constituting the four
pillars of an adequate legal framework.”

Actors: widening the scope of participants

Tendency to polycentric regulation

In all regulatory segments, the institutional actors play a
key role in the rule-making processes. As North points
out, institutions structure incentives in human exchange
whether political, social or economic.” Furthermore,
institutional change shapes the way societies evolve
throngh time; hence, it is important to understand
historical change. Actors also institute processes by
producing and disseminating rules that determine the
behavioural patterns of the “participants”.”

In the context of financial regulation, Black refers to
the term of polycentric regulations occurring in multiple
sites, shaped by practical issues and events.”
Comparatively speaking, polycentric regulations realising
a federalism approach® comply with the multi-stakeholder
approach® since the information exchanges and the
decision-making processes are moved to the most
concerned “participants” of a specific market segment or
regulatory regime.

From an institutional point of view, the actors such as
organisations and institutions adopting regulatory rules
are quite numerous in the financial markets. The main
drivers are the international financial institutions,
incorporating a considerable amount of regulatory
authority and powers. Even if, over the years, several
important institutions and organisations have expanded
their activities to new levels, the described
mulli-stakeholder approach invites the adoption of a more
co-operative  attitude towards the inclusion of
non-governmental organisations and interest groups in
the rule-making process.

While it is clear that the multiplicity of regulatory
actors bears the substantial risk of incoherent rule-making
in the field of financial regulation,” such an approach
would not necessarily entail an additional fragmentation
of regulatory powers. To the contrary, the aim, amongst
others, of a more balanced allocation of powers could be
achieved by mandating the regulatory actors to co-operate
and consult with the various stakeholders. In doing so, it
should be taken into account that private actors do not
only encompass financial intermediaries and their
associations, but also investors, consumers, and the
“traditional” industry being dependent on the proper
functioning of the financial markets,

This risk of not sufficiently taking into account the
polycentric approach of including all concerned
stakeholders is enforced by the fact that some regulatory
institutions and organisations have expanded their

1 See Saskia Sassen, Territory, Authority, Rights, From Medieval to Global Assemblages (Princeton: 2006), pp.378 et seq.
% Waber, "Mapping and Structuring International Fi jal Regulation” (2009) European Banking Law Review 651, 658-59.

39 Waber, Shaping Internet Governance, 2009, p.98,
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5 See Weber, “Mapping and Structuring International Fi
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activities far beyond their original mandates. In particular
the mandates of the Bretton Woods institutions, such as
the International Monetary Fund and the World Bank
Group, do not reflect the actual scope of operation of
these regulatory bodies anymore.* Moreover, the
extension of the activilies of lhese organisations limits
the “playing field” for other stakeholders to eventually
be in an at least equal position to contribute to the
development of the financial markets and the
implementation of a reasonable and fair regulatory
framework.

Furthermore, from a geographical point of view, it can
also not be overlooked that the Bretton Woods institutions
coincide with the historical main actors at the end of the
Second World War, namely the United States and its
European allies. Simultaneously, Asian countries are
substantially underrepresented”; not surprisingly, the
Asian stakeholders are therefore in the process of
establishing their own “Asian Monetary Fund”.” The
need to come to a more equalised representation of
countries is also reflected in the fact that the G7/G8 are
loosing “moral” competences in favour of the G20 having
driven the process of the Financial Sunmits in November
2008, April 2009,”, September 2009,” June 2010 and
trying to establish an adequalte regulatory framework for
the financial markets.”

Possible implementations

The implementation of a multi-stakeholder approach
malkes it desirable to better include the voices of all
parlicipants of financial markets in the future. The
realisation of this goal would necessitate certain reforms
at the institutional level, including the expansion of
membership and the enhancement of status of those
countries that are currently underrepresented in the
regulatory processes. A step in the right direction has
been made by the Forth Amendment to the IMF Articles
of Agreement, which finally, after a first proposal had
been submitted in 1997, came into effect in August 2009.
The Amendment provides for a special one-time

allocation of special drawing rights (SDR), enabling all
members of the IMF to participate in the SDR:system on
a more equitable basis.”

In addition, the ré:establishment of the Financial
Stability Board (FSB, previously the Financial Stability
Forum) by the G20 in April 2009, being the most
appropriale body that can be entrusted with further
functions and competences, is another step into the right
direction. The FSB is a suitable body to install a more
diversified and pluralistic system.” The FSB could thus
take a leading part in the translation of a multi-stakeholder
approach into the international financial regulatory
agenda.

Sources of law: making soft law harder

Standardisation as soft law

Self-regulation appears to be a vital source in the field of
financial regulation, ai least in an international context.
It generally pursues the regulatory objeclive of
standardisation. Private slakeholders, not being directly
accountable to the general public, increasingly introduce
industry standards” designed to be observed by the
relevant market participants.” Standards often relate to
the usual behaviour of the “reasonable man”, understood
as an expression of common sense.”

The ongoing transformation implies that the evolution
of self-regulatory regimes must be given due
consideration.” A high degree of “organisation” of the
market participants facilitates the implementation of
international standards,” which is the case in the financial
markets. Since standards efficiently remove market-access
barriers, they are open to harmonisation procedures; with
the increasing globalisation of markets, standards can
ensure that important financial services meet
globally-recognised levels of performance and safety.”
Standards as such do not have a status as actual legal
source as they are often non-binding.” Yet most standards
qualify as soft law, lacking a legitimate authority of
adoption and enforcement but nevertheless providing a
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concrele benchmark for the behaviour of market
participants. However, past experience in the financial
markets has shown that the implementation of
autonomous regulation and non-state standards can lead
to a gradual process of institutionalisation®; even if
established by epistemic communities and decentralised
networks, soft law is suitable to be of public benefit.*

Formalisation of soft law

Representatives of states and international organisations
increasingly recognise that soft law released by private
stakeholders is usually modern and dynamic and allows
the implementation of adequate decision-making
structures.” Consequently, Koskenniemi points out that
neither regimes nor states have a fixed nature or
self-evident objectives; therefore, the task for international
lawyers would not be to learn new managerial
vocabularies but the user language of international law
to articulate the politics of critical universalism.*

Legal doctrine has established several concepts helping
to put more emphasis on the legal quality of soft law:

. Hart has described the process of
formalisation and institutionalisation or
codification of general standards as
secondary norms; civil-society actors can
monitor the rules of formalisation by
applying different instruments depending
on their grade of specification.”
Consequently, various forms of private and
hybrid regulatory regimes emerge which,
however, need to be included in a general
framework that allows compliance with the
relevant objectives such as homogeneity
and coherence.”

«  Linked to the increasing influence of civil
society (concept of governmentality),
Foucault calls for an “art of government”
in order to mirror the epistemic networks
and autonomous regulation against the
public interest.”

. Teubner expresses the idea that the unity
of regulatory regimes is significant for the
perception of phenomena at the supra-,
infra-, and trans-state levels, forecasting a
new evolutionally stage in which law will

8 See above “Mulli-stakeholderism”.

become a system for the co-ordination of
action  within  and  between
semi-autonomous societal subsystems.”

All described approaches of legal theory seem to have
an inherent link to customary law. In a traditional
definition, customary law applies if a uniform, consistent,
and general practice is given and if a sense of legal
obligation, as opposed to motives of courtesy, fairness,
or morality, exists within the group of the concerned
persons.” Legitimacy can insofar be derived from the fact
that fragmentation is overcome since (almost) hard law,
accepted by many stakeholders, has become applicable.”

Possible implementations

The expanded inclusion of all stakeholders in the financial
markets is not only politically reaffirmed'in international
discussions, but is also a part of the Declaration of the
Summit on Financial Markets and the World Economy
of the G20 states of November 15, 2008, which refers to
the enhanced co-operation between the stakeholders in
order to restore global growth and achieve the needed
reforms in the world financial systems.” Furthermore,
the promotion of existing policy networks responsible
for setting international regulatory-standards has been at
the core of most (national) reports containing
recommendations for a redesigning of the international
financial architecture.”® A particularly relevant and
valuable function can be fulfilled in this regard by the
Financial Stability Board having gained importance in
the preparation of the foundations of new regulatory
mechanisms.”

If based on co-operation and supported by broad
consensus, a soft-law regime may, at least in part, be a
substitute for a hard-law regime with explicit enforcement
powers.” A balanced and diversified regulatory process,
pursuing the multi-stakeholder approach, can put
pacticipants under “moral” and political pressure to
support and obey soft law due to its enhanced legitimacy.”
The experiences in the international financial markets
have demonstrated—similar to the internet context—that
soft law is suitable (o function as a regulatory scheme. In
sum, recent developments veer towards a more
comprehensive and stringent framework and thus a
somewhat “harder” legal approach.
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Regulatory targets: achieving a
comprehensive mapping structure

Ongoing market integration

In financial markets—even more than in other legal
fields—laws and regulations have to be able to flexibly
adapt and respond to market change in order to mitigate
uncertainty and restore market equilibrium.'” Given the
increasing integration of financial markets, international
financial regulation is confronted with the difficult task
of overcoming differences within the organisation of
national legal systems and various regulatory
frameworks'  while upholding flexibility —and
effectiveness. By pursuing various regulatory targets,
namely standardisation, harmonisation, reciprocity,
mutual recognition, and co-ordination, regulators have
sought to achieve this goal.

Nevertheless, it should not be overlooked that different,
not coherently-implemented regulatory targets can lead
to fragmentation'® or, even worse, to chaotic
arrangements, Already 14 years ago, Harvard Law School
scholar Roe noted in looking at the financial system:

“[W1hat survives depends not just on efficiency but
on the initial, ofien accidental conditions (chaos
theory), on the history of the problems that had to
be solved in the past but that may be irrelevant today
(path dependence), and on evolutionary accidents.”'”

In the field of financial regulation having the objective
of encompassing global business activities, such
fragmentation is not desirable. Consequently, initiatives
need to be implemented which help overcome an
inadequate fragmentation in the world of global business.

Standardisation and harmonisation

As already outlined, standardisation is the most common
target in international financial regulation. Standards are
often a first step to co-ordinate the transactional activities
and can also establish a basis for future harmonisation.
Standardisation takes up the idea of the customary rules
of internalional law.'” Even if implemented in a
non-binding, mostly recommendatory way, standards
may have a considerable influence on the behaviour of
market participants as they provide a benchmark for
proper business conduct.'” The signalling effect of
standards should not be underestimated; the mere
announcement of the adoption of certain standards implies
a more proactive stance towards the particular regulatory

190 \fithaupt and Pislor, Law and Capitatism, 2008, pp.5 and 27-28.
YOV Milhaupt and Pistor, Leww and Capitalism, 2008, pp.28 el seq.
See above "Fragmentation”.

area and can already trigger behavioural change by the
signal’s recipient.'” In a nutshell, standardisation plays
a central role as regards every source of law, be it soft or
hard. L

Yet, in recent years, the principle of harmonisation has
gained importance. On the one hand, this fact can be
explained with the increasing relevance of the
International Monetary Fund, trying to implement a
harmonising approach in various areas of financial
regulation. On the other hand, the target of harmonisation
is promoted by growing integration processes all over the
world and the acknowledgement of the concerned
stakeholders that a certain degree of coherence is
inevitable in order to allow the smooth execution of
international transactions."” Harmonisation should tiot
be qualified as contrast to standardisation but rather as a
further step in the direction of legal convergence.
However, from a multi-stakeholder perspective, the
regulatory unification that necessarily accompanies the
harmonisation process and consolidates the existing
regulatory frameworks may be critical. In practice, the
drafting of harmonised rules is mostly geared to the
regulation and regulatory practices of dominant
stakeholders, whereas less powerful groups, such as
developing countries, have to stand aside.'*

Reciprocity, mutual recognition and
co-ordination

Contrary to standardisation and harmonisation, the
principles of reciprocity and of mutual recognition do not
have a major importance in the field of financial
regulation.'” More astonishing is the fact that
co-operation—in the sense of a regulatory target—has
also not yet found a substantial role to play in financial
regulation."® Until the outbreak of the current financial
crisis, the co-ordination approach has often been pursued
rather spontaneously, based on the circumstances of the
individual case. However, permanent and institutionalised
co-ordination is a prerequisite for transparent, sound, and
properly supervised financial markets. The political tenor
thus goes toward the strengthening of institutional
co-operation, especially between the FSB, the IMF and
the World Bank, and the establishment of new multilateral
institutional structures such as the FSB as well as the
so-called supervisory colleges."'

In sum, the co-ordination approach seems to have
gained in importance as a result of the financial turmoil
that has hit global financial markets with unprecedented
intensity and complexity during the past months.
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Compared to other regulatory targets, especially
standardisation and harmonisation, co-ordination has the
advantage that il is non-exclusive, It rather naturally
fosters dialogue and collaboration among various
stakeholders, thereby adopting the multi-stakeholder
approach, yet without necessarily initiating a regulatory
race to the bottom.

Areas of regulation: structuring the relevant
issues

Problems of matrix implementation

The dynamic relationship between law and markets is
governing the question of which areas are covered by
financial regulation. The identification of the actors and
the rights that find protection in the regulatory systems
necessarily involves a balancing of conflicting interests."”
Over the past decades, the variety of issues being
encompassed by financial regulation has consistently
increased. In addition, regulatory frameworks often
contain rules with implications in several areas; hence,
the regulators do not stick to a specific, single area, but
cover several issues in the adopted rules.'” This way of
processing, however, bears the risk of overlapping
regulations and of causing interferences, for example
between transparency/accountability, prudential
regulation, surveillance and market integrity.

The lessons which can be drawn from the new
theoretical regulatory approaches for the areas of
regulation seem, unfortunately, not to be highly relevant
for the redesign of the international financial architecture.
Except as far as transparency and accountability is
concerned, the areas of regulation are (not very
surprisingly) very much driven by the concerned market
segment and do not allow to draw too much on a
comparative analysis.

Transparency and prudential regulation

As already mentioned in the context of internet
regulation, {ransparency and accountability are
regulatory areas which have attracted the regulators’
attention . to a great extent. These two topics are
fundamental both as a feature of the regulatory system
and an aim of regulation. By abolishing information
asymmetries, transparency and accountability enable the
market participants to judge and compare financial
services, thereby also becoming an instrument of

"2 gup Milhaupt and Pistor, Law and Capitalism, 2008, pp.5, 32,

consumer protection." Disclosure rules and information
audits are crucial factors for the functioning of financial
markets. Clear, comprehensive, and effective accounting
standards can additionally provide for an early warning
regarding financial turmoil."¢ By promoting transparency,
financial regulation also helps to ensure that the financial
sector takes full responsibility for its own decisions and
aclions in order to reduce moral hazard."”

By establishing appropriate requirements for financial
intermediaries, prudential regulation aims at implementing
safely and soundness related to the financial system as a
whole. The term “prudential regulation” is very broad
and is not always employed consistent."* A reasonable
distinction can be drawn between preventive and
protective regulation: whereas preventive regulation is
concerned with controlling the risks taken by financial
intermediaries, thereby reducing the probability of failures
of market participants to an acceptable level, protective
regulation refers to measures which provide support to
financial intermediaries once a crisis threatens, such as
deposit insurance systems and the lender-of-last-resort
function.'”

Generally, the objective of prudential regulation is to
be seen in the intention to prevent the development of
systemic risks in order to maintain the stability of the
financial sector.” Thereby, prudential regulation helps
to promote public confidence, an obviously vital
pre-condition for the smooth operation of financial
intermediaries. By ensuring that market players operate
in a sound and prudent manner and that they hold enough
capital and liquidity in order to meet the various
challenges of their respective businesses, prudential
regulation complements effective management and market
discipline.'” International efforts ensuring adequate
prudential regulation have led to the formulation of
various minimum standards and best practices, namely
those adopted by the Basel Committee on Banking
Supervision (BCBS), the International Organization of
Securities Commissions (IOSCO) and the International
Association of Insurance Supervisors (IA1S).

Surveillance and market integrity

Another important issue in financial regulation is
surveillance, constituting both an enforcement technique
and an objective for financial stability. Surveillance is
only efficient if the supervisors, not necessarily being
identical with the regulators, are at least as equally
well-informed as the market participants.” In the financial
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markets, the IMF plays a leading part in the surveillance
regime, but this issue is also a fundamental aspect of the
WTO’s duties and responsibilities being realised through
the trade-policy review mechanism.'*

The integrity of the financial markets, embracing
fairness, efficiency and transparency, is a basic premise
for their functioning. If there is a risk of them being
somehow manipulated or exploited for criminal purposes,
investors and consumers are deterred from participating
in a financial market since public confidence in the
financial system will be impaired by the abuse of
entrusted power for private gain' and destroy public
awareness of the benefits and risks of financial markets.”
Financial intermediaries, becoming increasingly active
in cross-border businesses, also are affected by practical
costs and problems of corruption; therefore, combating
corruption and upholding market integrity is an important
aspect of financial regulation.

With the improved position which the Financial
Stability Board has gained since its renaming at the
occasion of the Second World Sunmit of early April
2009 in London, efforts should be taken to give the FSB
a stronger co-ordinating role in the implementation of the
manifold rules. The FSB could become the most suitable
actor for the co-ordination of the rule-making processes
in the financial markets.'”’

Conclusions

As the above considerations have shown, many
developments in the financial markets have paralleled
those in the internet markets. Examples include the rapid
progress of technology, the substantial influence of
self-regulatory mechanisms, and the frequent lack of
adequate responses by state regulators.

However, the differences between the two regulatory
fields are similarly numerous. Systemic risks mainly play
arole in financial markets, at least as far as the substantive
rules are concerned. In the internet market, “only” the
technological functionality is systemic. In addition, the
risk of contagion is much higher in the financial sector
than in the internet markets. Furthermore, the financial
business is to a great extent based on confidence and trust
among all involved parties, and since confidence is of a
fragile nature, financial intermediaries are particularly
vulnerable to instability.

Despile these differences, certain experiences made in
internet regulation can serve as a basis for future
improvement of financial regulation. Over the past few
decades, financial markets have undergone a process of
Integration and globalisation that has extended the circle
of their “participants” to an extent comparable with the
scope of the internet, While it soon became generally
accepted that the development of internet regulation
should be based upon the objectives of diversity and
pluralism, involving all social participants in the online
world, the scope of participants in the financial regulatory
process is (still) rather limited. The adoption of a
multi-stakeholder approach—similar 1o the one having
been taken in internet regulation—would help overcome
the imbalances by implying a more co-operative attitude
towards the inclusion of additional stakeholders in the
rule-making process.

As the implementation of the multi-stakeholder
approach may create the risk of incompatible or
conflicting rules, means to overcome regulatory and
institutional fragmentation have to be further developed.
These may include the strengthening of the principles of
transparency and accountability and the implementation
of conflict rules. In the financial markets® context, it is
particularly important to achieve a comprehensive
regulatory mapping structure, especially by enhancing
the co-ordination among the international financial
institutions, and an efficient pattern of regulatory areas
in order to provide for a flexible regulalory framework
able to adapt to the rapidly evolving financial markets.

Since the outbreak of the current financial crisis, the
need for certain reforms at the institutional level, aimed
at better considering the voices of all the participants in
financial markets, has become even more apparent. The
recent adoption of the Fourth Amendment to the IMF
Articles of Agreement (finally) provides for a more
equitable allocation of powers among the members of the
IMF. Al the core of the development towards a more
pluralistic and diversified financial regulatory framework
is the FSB, having been entrusted with further functions
and a broader membership by the G20 in April 2009. The
FSB seems to be a suitable aclor to incorporate the
multi-shareholder approach into the financial regulatory
agenda, simultaneously alleviating fragmentalion by
co-ordinating its efforts with other international financial
institutions and stakeholders and by promoting
transparency.
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