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 Engaging Private Actors in the 

Production of EU Financial Regulation: 
Advantages and Disadvantages 

from a Citizen ’ s Perspective  

   ANDREA   MINTO   *   

   1. Introduction  

 Financial regulators face chronic and severe asymmetries of information and 
 expertise vis-a-vis regulated actors. Th ese asymmetries are the products of, 
inter  alia, (i) high-powered economic incentives unique to regulated actors to 
invest in the acquisition of information and expertise, and (ii) incomplete and 
oft en less than timely access by regulators to market- and company-specifi c 
information. 1  

 Since the eff ectiveness of fi nancial regulation depends on the ability to promptly 
intervene with the appropriate measures, this complexity paradigm, which entails 
a dynamic and proliferating risk profi le, presents a fundamental dilemma for regu-
lators. In response to this dilemma, in recent years fi nancial regulators have sought 
to incorporate private regulation as a means of bridging the informational gap 
between the actual risk profi le of regulated fi rms and the regulators charged with 
minimising the social costs incurred if those risks materialise. 

 New forms of collaborative and polycentric governance in fact emerged to 
respond better to sophisticated market failures, opening up enhanced participa-
tion and power-sharing between  ‘ public ’  and  ‘ private ’  actors and providing a new 
composite regulatory paradigm. 
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 Nonetheless, such cooperation between  ‘ public ’  and  ‘ private ’  raises issues 
pertaining to the legitimacy of regulatory power and accountability. Th is is 
particularly so in relation to third parties who might be aff ected by the regula-
tory process (fi nancial users, depositors, consumers and citizens). A regulatory 
process based on the contribution of the regulated entities (fi nancial institutions) 
may indeed lack legitimacy and consensus on the part of actors whose conduct 
might be aff ected by the regulatory activity. 

 Against such a backdrop, this chapter has two primary objectives: fi rst, it 
aims to explain the growing engagement and role of non-government actors in 
the exercise of administrative authority; and second, it seeks to explore this trend 
vis-a-vis the citizen ’ s perspective. In so doing, the chapter explains the advantages 
of a dynamic cooperation between public (governments, regulators) and private 
(regulated) parties in light of  ‘ new governance ’  theory. In terms of methodology, 
such an approach in fact lends itself well to examining how the protection of the 
public interest can be best ensured by means of private regulation and enforce-
ment. Th e chapter proceeds as follow: section 2 starts with charting the post-crisis 
institutional architecture of banking regulation and supervision in Europe and the 
main features of the new composite regulatory paradigm. Section 3 starts off  by 
briefl y describing the general features of the market failures with which fi nan-
cial regulators must cope. Th en, it explains why and how innovation and modern 
fi nancial intermediation have changed the style and design of regulation. It high-
lights the composite legal order and the diff erent actors involved in law-making. 
Section 4 elaborates further upon the composite legal order of fi nancial markets by 
fl eshing out the diff erent legal sources and the actors involved in the law-making 
process. It approaches specifi cally the legal arrangement and foundation, examin-
ing the exact nature of the private – public relationship. Section 5 then scrutinises 
the main tenets of  ‘ new governance ’  scholarship and why it is particularly informa-
tive in describing the current multilevel and composite institutional architecture 
of banking supervision and regulation in the EU. Section 6 contends with emerg-
ing implications from a citizen ’ s perspective. It utilises  ‘ new governance ’  theory 
as a basis for explaining the increased involvement of private actors. Th e  chapter 
ends with a forward-looking conclusion in section 7. It envisages that greater 
interaction between regulators, supervisors and regulated entities in banking and 
fi nance is deemed to have a number of advantages over conventional  ‘ top-down ’  
regulation.  

   2. Th e Post-Crisis Institutional Architecture of Banking 
Regulation and Supervision in Europe  

 Th e creation of a single fi nancial market in Europe has, for more than half a century, 
had high priority on the agenda of what is now the European Union. Th e fi rst 
initiative was the Segr é  Report of 1966. Initially, fi nancial markets in Europe were 
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characterised by a national orientation and approach including the use of national 
barriers directly or indirectly to protect national markets and market participants 
in each Member State. Facilitated amongst other things by a technological revolu-
tion in the fi nancial services industry, investments and trade nowadays are global, 
worldwide and no longer take national boundaries into account. 

 In the same period, regulating fi nancial markets and market participants has 
been problematic and a challenge for the European regulators. Existing laws and 
new regulatory initiatives have a tendency to lag behind the development in the 
market and have diffi  culties keeping up with the pace and creativity of the market 
and with its participants. 

 To overcome or at least to limit the gap between the actual market situa-
tion and the regulation, regulators have over time applied diff erent law-making 
methods and instruments. In Europe, in fact, the institutional architecture of 
banking regulation and supervision has undergone sweeping changes in recent 
years. 2  Th e 2007 – 08 global fi nancial crisis (GFC) and the detrimental economic 
consequences that came with it unleashed an extraordinary torrent of EU insti-
tutional and regulatory reforms. Underlying much of this reform surge is a wide 
array of forces that illustrate how market practices, business and consumption 
patterns, attitudes and behaviours shook up the former institutional setting 
over time. 

 Th e fi rst stage of the GFC was in fact driven by a number of factors: heteroge-
neous supervisory practices; global macroeconomic imbalances; waves of fi nancial 
innovation; and disconnection between macro- and micro-prudential supervision. 
Th is revealed the fragility of a single market for banking and fi nancial services 
built upon the pillars of  ‘ minimum harmonization and mutual recognition ’ . 3  

 Such pillars sought to stimulate cross-border operations by facilitating the 
establishment of branches in other EU Member States,  ‘ passporting ’  home EU 
Member State authorisations and harmonising technical standards. 4  In the 1980s 
and early 1990s, the EU policy agenda was in fact projected to promote trust 
between EU Member States by underpinning the process of  ‘ passporting ’  home 
state authorisations through minimum administrative prudential regulation and 
supervision for banks and investment businesses seeking to operate across borders. 
Th is architecture, however, proved outdated for sustaining the critical dimension 

Highlight
Shortened the running head. Please confirm.



222 Andrea Minto

  5    Indeed, the unheard warning that had been given ahead of the economic crisis by Tommaso 
Padoa-Schioppa on the inadequacy of the minimum harmonisation principle was eventually learned 
the hard way: a long-lasting integration of markets and a single monetary policy cannot be achieved 
while keeping regulation and supervision at national level (the inconsistent triad):      T   Padoa-Schioppa   , 
 ‘  How to Deal with Emerging Pan-European Financial Institutions ?   ’  ( 2004 )   speech at the Conference 
on Supervisory Convergence organised by Dutch Financial Minister, Th e Hague, available at   www.ecb.
europa.eu/press/key/date/2004/html/sp041103.en.html  .  
  6          N   Moloney   ,  ‘  EU Financial Market Regulation aft er the Global Financial Crisis :  More Europe 
or More Risks  ’  ( 2010 )  47      Common Market Law Review    1317   .   
  7    See High-Level Group on Financial Supervision, chaired by Jaques de Larosi è re, Brussels, 
25 February 2009.  
  8    For a study on the mechanisms through which sovereign and bank problems feed into each other, 
see eg      I   Balteanu    and    A   Erce     ‘  Bank Crises and Sovereign Defaults: Exploring the Links  ’  ( 2014 )   Banco 
de Espana Working Paper no 1414.  
  9    European Parliament,  ‘ Vicious Circles. Th e Interplay between Europe ’ s Financial and Sovereign 
Debt Crises ’ , Policy Briefi ng, June 2016.  

and interconnections reached by the single market in the new millennium and 
somehow turned out to have exacerbated the detrimental eff ects of the crisis in 
Europe. 5  

 Th e regulatory heterogeneity and fragmentation arising from such construc-
tion constituted a commonly identifi ed contributor to crisis conditions. 6  Not only 
had it opened up the use of regulatory arbitrage practices in the fi rst place, but, 
once the crisis hit, it prevented policy-makers and supervisors alike from taking 
any appropriate action to deal with a highly intertwined and interconnected 
market. 

 As pointed out in the Larosi è re Report, when the crisis unfolded, it emerged 
that the European Union ’ s regulatory and supervisory framework was  ‘ fragmented 
along national lines despite the substantial progress achieved in fi nancial market 
integration and the increased importance of cross border entities ’ . 7  Th is in fact led 
up to the second phase of the crisis. Th e vicious spiral between the banking crisis 
and sovereign debts, culminating in some infamous bail-outs, 8  showed the lack of 
an appropriate fi nancial regulatory and supervisory architecture to keep up with 
modern market dynamics. Th e strong nexus between the credit risks of fi nancial 
sectors and their sovereign states was possibly the very push needed to create a 
European banking union and for equipping supervisors with a harmonised set of 
tools to manage a banking crisis. 9  

 To overcome these defi ciencies and to foster regulatory convergence beyond 
minimum harmonisation, the EU overhauled the institutional structure of the 
European fi nancial sector. As is well known, the institutional architecture changed 
signifi cantly in response to the fi nancial crisis and involved empowering three 
new EU-level agencies (the European Banking Authority, the European Securities 
and Markets Authority, and the European Insurance and Occupational Pensions 
Authority) with sectoral regulatory tasks and the creation of the European 
Systemic Risk Board (ESRB). In addition, the EU sovereign debt crisis gave impe-
tus to the creation of the European Banking Union which sits on the three pillars of 



Engaging Private Actors in the Production of EU Financial Regulation 223

  10    See eg      J   Bart   ,  ‘  Bail in Mechanisms in the Bank Recovery and Resolution Directive  ’  ( 2014 ), available 
at   https://ssrn.com/abstract=2511886     or   http://dx.doi.org/10.2139/ssrn.2511886  ;       C   Veerle     ‘  Deposit 
Guarantee Schemes in Europe :  Is the Banking Union in Need of a Th ird Pillar ?   ’  [ 2015 ]     European 
Company and Financial Law Review      no 3; G Christos,  ‘ Institutional and Legal Aspects of the European 
Banking Union: Status Quo and the Way Forward ’  (2017), available   https://ssrn.com/abstract=3093830   
or   http://dx.doi.org/10.2139/ssrn.3093830.    
  11       Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specifi c tasks on the 
 European Central Bank concerning policies relating to the prudential supervision of credit institutions  
[ 2013 ]  OJ L287/63  .   
  12    What Lawrence Lessig referred to as  ‘ architecture ’   –  the code, protocols, platforms and structures 
that determine how fi rms, consumers and policy- and law-makers interact:      L   Lessig   ,   Code   (  New York  , 
 Basic Books ,  2006 )  122  .   

the Single Supervisory Mechanism (SSM), the Single Resolution Mechanism and 
the European Deposit Insurance Scheme. 10  

 Despite Article 127.6 TFEU being the legal basis for the SSM, Article 1 SSM 
Regulation 11  signifi cantly and overtly emphasises that the European Central Bank 
(ECB) has been endowed with the  ‘ specifi c tasks concerning policies relating to 
the prudential supervision of credit institutions, with a view to contributing to the 
 safety and soundness of credit institutions and the stability of the fi nancial system  ’  
(emphasis added), while ensuring the creation of a level playing fi eld (ie having 
 ‘ full regard and duty of care for the unity and integrity of the internal market 
based on equal treatment of credit institutions with a view to preventing regula-
tory arbitrage ’ ). 

 Such rapid expansion of the institutional infrastructure brought about new 
actors, powers and tools. Yet, a much more profound process of change started off  
along the way, aff ecting in certain aspects a new governance regulatory technique. 
Not only had the institutional design developed, but the industry itself  –  as a nexus 
of parties  –  had in turn confronted a structural change, 12  especially in the way 
regulators, supervisors, fi nancial institutions and end consumers now interact. 
Th e multilevel and composite architecture is thus accompanied  –  and supported  –  
by a new composite regulatory paradigm, or legal order, which is based upon a 
wide range of regulatory strategies, where  ‘ external ’  regulation and  ‘ internal ’  
regulation (ie regulation produced and enforced from the outside and from the 
inside of regulated entities, respectively) coexist. 

 Traditional regulatory approaches  –  spanning the continuum of the rules-
based/principles- based approach  –  have been reshaped by increasing involvement 
of non-state actors. Systems of government, aimed at delivering greater effi  ciency 
and more responsive and fl exible public services, brought about innovations in 
the organisational structures. In fact, fi nancial regulation is coupled with rule-
making delegation ( ‘ delegifi cation ’ ) to both administrative bodies (supervisors) 
and private actors (regulated entities, associations and other standard setters). Th is 
generally means that legislation is used in principle only to set the outline through 
general policy principles which will then be implemented and supplemented by 
administrative regulation and self-regulation respectively. 
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 From a governance perspective, this refl ects a paradigm whereby regulatory 
convergence is achieved by involving parties which are better positioned than 
 politicians and regulators, both because of their superior expertise and also greater 
and more timely access to company-specifi c and market information. Th is chapter 
contends that new governance scholarship helps in getting a better understand-
ing of the incorporation of internal private regulations into supervisory public 
planning.  

   3. Setting the Stage for the Involvement of Private Actors: 
Market Failures and Complexity of Modern 

Financial Intermediation  

 Th e GFC has caused profound questions to be asked about the market ’ s ability to 
address severe externalities, especially those stemming from bail-outs and systemic 
turmoil. EU fi nancial regulation is now routinely discussed in terms of incentives, 
asymmetries of information, multiple policy options, market-based instruments, 
quantifi cation of benefi ts and costs, red-tape alerts and cost-eff ectiveness. In the 
aft ermath of the crisis, in fact, EU policy-makers have rightly focused on potential 
solutions to the manifold confl icts of interest and regulatory lacunae that existed 
in the previous system. On the other hand, market failures that passed unnoticed 
before are now incorporated within the threats which regulators and supervisors 
have to cope with. 13  

  ‘ Th e design of fi nancial regulation is thus ultimately an exercise in economics  –  
applying the analytic tools of economics to determine the legal and regulatory 
framework best suited to correcting the failures of fi nancial systems. ’  14  Economic 
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scholarship explained this greater  ‘ market-failure thinking ’  by referring to the 
 ‘ public interest approach ’  to regulation. 15  At its simplest, it is in the (EU) public 
economic interest to ensure the proper functioning of the internal market (in turn, 
instrumental to pursuing the economic goals of the Treaties) 16  by overcoming or 
removing market failures. Particular features of fi nancial markets make them 
especially prone to malfunction, failing thus to achieve the economically effi  cient 
outcomes which they are theoretically assumed to achieve. 17  

 Market imperfections are endemic in the fi nancial sector, due to the very 
factors of production that are traded and allocated between market participants: 
 ‘ time ’ ,  ‘ information ’  and  ‘ risk ’ . Complexity of fi nancial intermediation is thus a 
refl ection of the conundrum of how to manage risks stemming from a great deal 
of uncertainty. 18  Th e pre-eminent role in risk allocation that the fi nancial sector 
carries out accentuates in turn the manifestation of market failures: asymmetric 
information, moral hazard, bounded rationality and negative externalities are 
in fact a direct function of the properties of fi nancial markets and of the host of 
contrasting interests that revolve around them. Steven L Schwarcz argues that 
four types of market failures are inherent in the fi nancial system  –  information 
failure, principal-agent failure, incentive failure and responsibility failure 19    –  
and shows how these market failures can eventually contribute and lead, indi-
vidually or in combination, to systemic failures as the overarching economic 
vulnerability. 20  

 Not only are market failures greater or more likely to come about in the fi nan-
cial sector, but the remedial intervention to cope with them is also extremely 
diffi  cult to devise. Th e fi nancial sector is therefore particularly inclined to market 
failures and non-market failures (or government failures) alike, as the costs of 
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remedying the defi ciency are oft en greater than the benefi ts. 21  Indeed, some of 
the regulatory strategies that were conceived to address and solve market failures 
turned out to fall short of achieving the desired outcome, or even to exacerbate the 
market failures. 22  

 By the beginning of the twenty-fi rst century, the advent of globalisation and 
fi nancial liberalisation made fi nancial markets much more vast, complex, aggres-
sive and highly competitive. 23  Th is period was accompanied by deregulation and 
a fi rmly held belief in the full empowerment of non-public entities involved in 
standard-setting, supervision and securing compliance. 24  

 Nonetheless, the GFC exerted a profound infl uence on how to regulate fi nancial 
markets and institutions. Th e pervasive belief in the social desirability of unfet-
tered markets was in fact abandoned, since private actors  –  unregulated  –  proved 
to be neither rational nor fully informed so as to master risk eff ectively. Th ey oft en 
pursued vested private interests in confl ict with the public good and lacked any 
form of public accountability. Market fundamentalism therefore stopped inform-
ing public policy, and a more intrusive form of regulation gathered momentum, to 
account in particular for both the complexity of modern fi nancial markets and the 
nature and pace of fi nancial innovation. 

 Over the last decade, in fact, fi nance has been shift ing increasingly from an 
industry characterised by bricks-and-mortar bank branches towards an industry 
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composed of heterogeneous providers of services that are extended to  customers 
via a multitude of channels and devices. Financial innovation has deeply infl u-
enced law-making, ever since it passed from being a only  ‘ product/service changer ’  
to a  ‘ game changer ’ . 

 Traditionally, fi nancial innovation has been regarded as a change in the type 
and variety of available fi nancial products. 25  Technological developments relat-
ing to telecommunications and data processing have spurred fi nancial innovations 
that have altered bank products and services and bank production processes 
alike. 26  A vast body of literature has studied the progress of novel fi nancial prod-
ucts and scrutinised the implications that have come with such progress. One 
strand of economic scholarship mapped out the ability of technological improve-
ments to increase effi  ciency whenever something new that reduces costs, reduces 
risks or provides an improved product/service is being created. 27  On the other 
hand, the 2007 – 08 GFC showed that fi nancial innovation might fall far short of 
attaining services that better satisfy the demands of fi nancial system participants. 

 On the contrary, fi nancial innovation could result in products designed to 
obscure the connected risks and which are traded in opaque dealer-intermediated 
markets by opaque fi nancial institutions, ultimately making end fi nancial consum-
ers worse off . 28  Credit default swaps, residential mortgage-backed securities and 
collateralised debt obligations have ignited a great deal of discussion on informa-
tional asymmetry between intermediaries and investors, agency problems and 
transaction costs 29  as well as on the relationship between fi nancial innovation and 
fi nancial stability. 30  
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able at:   https://papers.ssrn.com/sol3/papers.cfm?abstract_id=910870    , classifi ed self-regulation in 
the following categories as: (i)  mandated private regulation , where an industry is required or desig-
nated by the government to formulate and enforce norms within a framework set by the government; 
(ii)   sanctioned private regulation , in which a private body formulates the norms which are then subjected 
to governmental approval; (iii)  coerced private regulation , where the industry formulates the norms in 
response to threats by the government that if the industry does not, the government will impose statu-
tory regulation; (iv)  voluntary private regulation , where there is no active state involvement.  
  34         M   Lamandini    and    DR   Mu ñ oz   ,   EU Financial Law   (  Cedam  ,  Padova ,  2016 ),  102  .  On the same lines, 
      D   Awrey   ,  ‘  Regulating Financial Innovation :  A More Principles-Based Alternative ?   ’  ( 2010 )  5 ( 2 )     Brook-
lyn Journal of Corporate, Financial and Commercial Law    273    ; refers to  ‘  “ de-centered ”  understanding of 
regulation which spans the public-private divide to encompass all forms of social control or infl uence  –  
whether generated, monitored and enforced via the apparatus of the state or other sources ’ .  

 Th e negative economic and social consequences provoked by these sophisti-
cated products have exerted a profound infl uence on how fi nancial innovation is 
perceived and, perhaps most signifi cantly, revealed the intellectual challenge of 
adequately accounting for both the  ‘ good ’  and the  ‘ bad ’  of that innovation. 31  

 Complexity and innovation are therefore to be considered root causes of 
greater and more sophisticated markets failures, since they have combined to 
generate signifi cant asymmetries of information, exacerbated agency costs prob-
lems and moral hazard behaviour within fi nancial markets. Besides aggravating 
already pervasive market failures, they also gave rise to new issues leading up to 
 ‘ too-interconnected-to-fail ’  situations, the full implications of which we are only 
just now beginning to understand. 

 To keep up with such fl uid and dynamic market practices, the EU regulatory 
framework evolved along two trajectories. On one side, a comprehensive and 
detailed new set of harmonised provisions has been produced, both at level 1 
(Directives and Regulations) and level 2 (implementing measures released by the 
European Supervisory Authorities). On the other side, ad hoc venues for self-
regulation have been opened up, as a way to better adapt to the rash developments 
occurring in the fi nancial markets and so to respond properly to the intensifi ed 
potential market failures and negative externalities. 32  Th e  ‘ command-and-control 
rules-based and principles-based techniques have thus been enriched by self-
regulation, consisting of self-imposed or self-enforced rules ’ . 33  In that respect, 
Marco Lamandini and David Ramos Mu ñ oz have taken the view that external 
regulation and self-regulation have become intertwined and mutually reinforcing, 
up to the point that they are  ‘ bound to co-exist ’ :  ‘ Th is would make self-regulation 
an  “ add on ”  in respect to external regulation and it would be capable of bring-
ing about additional gains in social welfare, which would not be made, however, 
compulsory by external regulation. ’  34   
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   H   Schuberth    and    B   Weber    (eds),   Th e Political Economy of Financial Market Regulation   (  Cheltenham  , 
 Edward Elgar ,  2006 )  4    ;      RP   Malloy   ,   Law in a Market Context   (  Cambridge  ,  Cambridge University Press , 
 2004 )  122ff   .   

   4. On the Interplay between Public and Private Modes 
of Regulation: Legal Arrangement and Foundation 

of the Private – Public Relationship  

 Although the GFC has led to a resurgence of public regulatory power, no amount 
of re-regulation could ever elevate the state to a position of substitute for the 
variety of actors in governance that have arisen, nor is that an ideal position from 
either a practical or normative point of view. 35  

 Th us, the fi nancial sector situates itself in a multilevel or  ‘ decentred ’  regulatory 
space, 36  which is indeed the result of complexity, fragmentation, interdependen-
cies, ungovernability and the rejection of a clear private – public distinction. 37  Th e 
EU fi nancial regulatory framework extends to a wide array of  ‘ regulatory tools ’  
which encompass external regulation, recommendations and guidelines as well 
as self-regulation/internal regulation. Th e decentred analysis acknowledges that 
the fi nancial services industry is a powerful and innovative industry that has been 
able to exert self-governance over many of its activities, if properly empowered 
and supervised. 38  In recent years regulators have in fact been actively encourag-
ing the fi nancial sector to take the leadership in developing forms of refl exive 
regulation to govern the sector ’ s activity, emphasising recourse to market-based 
solutions instead of the sometimes inappropriate hand of regulation. 39  However, 
contrary to deregulation practices, in the current regulatory space regulators argu-
ably remain entrusted with the powers to protect and take care of  ‘ public interest ’  
or  ‘ public good ’ . 40  Th e  ‘ public ’  character of regulators in the regulatory space is 
arguably distinct and this is conceptually sustainable even if the regulatory space 
is decentred. 
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 More broadly, the regulatory landscape in the EU fi nancial sector has become a 
composite legal order which comprises many sets of rules at diff erent levels, and a 
diversifi ed range of actors engaged in producing them. Such a new legal order has 
been depicted as a policy and regulatory  ‘ circle ’ , or  ‘ wheel ’ , as contrasted with the 
hierarchical pyramid. 41  Unlike the pyramidal structure, the wheel accounts for the 
current multilevel institutional setting and the multiplicity of public and private 
actors implicated in the process of fi nancial regulation. It illustrates the coexist-
ence of global and local, and public and private actors, with a variety of sources 
and a variety of modes of regulation. Hard law relies extensively on soft  law, and 
leaves appropriate room for self-regulation. Governance and markets tend to be 
tangled with each other, and so do the parties involved in draft ing and develop-
ing the regulatory framework 42  Elaborating upon the  ‘ regulatory wheel ’  developed 
by Marco Lamandini, 43  such mutual reinforcing interaction between international 
standard setters, law-makers, supervisors and private actors can be graphically 
sketched out as shown in  Figure 8.1 . 

  Figure 8.1   Interaction between legal sources  
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with those guidelines and recommendations issued by EBA in accordance with Article 16 of Regulation 
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    GS   Drori   ,    JW   Meyer    and    H   Hwang    (eds),   Globalization and Organization   (  Oxford  ,  Oxford University 
Press ,  2009 )  50    ; GS Drori,  ‘ Governed by Governance ’  in Drori, Meyer and Hwang, ibid, 91.  

 Th e decentred landscape is dominated by state-based regulators alongside interna-
tional bodies and standard-setters (such as the Bank for International Settlements, 
the International Organization of Securities Commissions, the International 
Monetary Fund and the Financial Stability Board) and private fi nancial services 
industry participants and national competent authorities. Th is is thus refl ected in 
the coexistence of hard and soft  law, which equally contribute to moulding the 
legal space, in a sort of  ‘ participative style of management ’ . 44  

  Figure 8.1  is divided into quadrants that can be read both in top-down and 
bottom-up perspective. In top and bottom left , respectively, are the soft  law of 
international sources, mainly the expression of non-conventional types of interna-
tional institutions and without any legally binding eff ects and the soft  law produced 
by market participants. In the other two quadrants are the prescriptive legislative 
sources of supranational federal, state and prescriptive rules released and imple-
mented by supervisors. In the fi nancial sector soft  law provisions can become de 
facto compulsory for both public institutions and private market players. 45  Such 
a situation occurs, for instance, when a supervisory authority considers self-
regulatory best practices as a decisive factor in assessing a fi nancial institution ’ s 
compliance with general principles of supervision such as safety and soundness, 
fairness or transparency. 46  

 Rule-making is a dynamic process whereby rules move frequently from one 
quadrant to another, enriching the content and adding to it at each transition. Such 
a paradigm is premised on the idea that the regulatory space should be composed 
of  ‘ knowledge-based ’  actors. Hence, the regulated industry is likely to maintain a 
position of  ‘ authority ’  in governance in the post-crisis landscape, by virtue of the 
set of information it possesses. Th e regulatory wheel could be said to be dominated 
by knowledge-based individuals and communities whose collective role provides 
a form of governance that is perceived as legitimate and credible because of the 
knowledge base, professionalism and rationality found in operation and action. 
Hence they are likely to have the authority to participate in governance. 47   
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and the Law   (  Oxford  ,  Oxford University Press ,  2007 )   ;       C   Scott   ,  ‘  Regulating Everything :  From Mega- to 
Meta-Regulation  ’  ( 2012 )  60      Administration    61ff    .   
  51         L   Talbot   ,   Progressive Corporate Governance for the 21st Century   (  London  ,  Routledge ,  2013 )  148ff    , 
where there is also the complementing observation that  ‘ meta regulation is a form of enforced self-
regulation  …  and involves the regulator delegating authority to the regulated to design its own standard 
setting and mode of compliance, which is overseen by the regulator ’  (151); refl exive regulation implies 
in turn that  ‘ those regulating the self-regulation of others may subsequently have their role concretised 
in law and give statutory authority ’  (152) and gatekeeping regulation  ‘ involves a focus and engagement 
with those who are not regulators themselves but have a strategic position over those who are, which 
enables them to exercise infl uence or control over them ’  (152).  

   5. What is the Role for Private Regulation 
in Achieving Social and Economic Goals 

Relating to the Banking Industry ?   

 Ensuring eff ective EU fi nancial regulation in overcoming market failures (includ-
ing excessive fragmentation of the internal market as such) is not only a function 
of the risks involved, 48  but also of the information and engagement that each 
market player can provide. Even when risks are high, and so are the potential 
market failures to be overcome, EU banking law seems to favour a fl exible regime 
of co-regulation, which foresees the engagement of a variety of parties. Th is regime 
consists of relatively  ‘ light ’  substantive rules  –  primarily about the regulatory 
objectives, complemented by some common principles, the layers of conformity 
assessment when using EU standards and some administrative arrangements plus 
a safeguard clause  –  complemented (and infl uenced) by private initiatives. 49  

 Th e approach hinges on a regulatory framework that is not excessively prescrip-
tive and which sets out certain objectives to be obtained. Such a regulatory strategy 
has recently been referred to as  ‘ meta regulation ’ , in that regulators provide a broad 
framework which allows regulated entities to implement systems and processes to 
achieve the regulatory objectives. 50  

 Looking at the fi nancial legal order, Talbot maintained that  ‘ principles-based 
regulation, meta regulation, risk-based regulation, refl exive regulation and gate-
keeper regulation all apply, in an attempt to deliver a cooperative private-public 
rule making and supervisory environment ’ . 51  Th is in turn implies the involvement 
of multiple actors along the diff erent stages of the law-making process (legisla-
tion, rule-making, implementation and enforcement). In so doing, policy-making 
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evolved from a centralised  ‘ top-down ’  ordering process, to a  ‘ decentralised ’ , multi-
level process, well described as a  ‘ process of mutual problem-solving among 
stakeholders from government and the private sector ’ . 52  

 Such a  ‘ decentring governance ’  tendency is refl ected in the main tenets of new 
governance theory, which provides theoretical support for increased reliance on 
self-regulation and shared governance roles in the fi nancial industry sector. Such 
co-governance models are based on the principle of  ‘ co-opting the industry to 
govern itself  ’ , 53  insofar as this is necessary to achieve regulatory objectives. 

 Sociolegal scholars have in fact contributed to a rich  ‘ new governance ’  literature 
regarding the evolving methodologies and tools of governance. 54  Th e central prin-
ciple of  ‘ new governance ’  literature posits that traditional  ‘ command-and-control ’ , 
 ‘ top-down ’ , regulation has been replaced by or integrated with, to varying degrees, 
new forms of collaborative governance which emphasise a dynamic cooperation 
between public (governments, regulators) and private (regulated) parties. Such a 
view is in stark contrast with that of public choice theorists, who typically frame 
private involvement as a threat to a proper administrative process, emphasising 
the risks of strategic manipulation and describing policy choices as a product of 
pressure on the part of well-organised and powerful private actors. 55  

  ‘ New governance ’  theory conceptualises that regulatory eff ectiveness and 
enforcement depend on the tools  through which governance is eff ectuated , focus-
ing therefore on the  regulator – regulatee mode of interaction . It is thus a strategy 
that can coexist with traditional administrative activity as a complementary tool 
to respond to the increasing complexity of modern forms of social organisations. 56  
 ‘ New governance ’  refers to a wide range of administrative governance regulatory 
techniques and tools that all share some defi ning features: increased participation 
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Law Review    23, 26   .   

of, and power sharing with, private actors; public adoption of rules negotiated by 
non-state stakeholders; promotion of competition and diversity as a structural 
component of regulation; dynamic, responsive and dialogic law-making processes 
as a response to dynamic regulated markets; composite and multilevel legal order-
ing; and the use of broad legal frameworks integrated by fl exible, revisable rules 
and standards. 57  

 Th e common thread of all  ‘ new governance ’  initiatives is thus the deployment 
of innovative modes of interaction and techniques to overcome intractable market 
failures which are not solvable by adopting a traditional command-and-control 
regulatory model alone. In that respect, legal scholarship has identifi ed three 
main characteristics as being the most relevant to regulatory reforms in dynamic 
and complex fi nancial markets: (i) retention of a public role in law-making and 
enforcement; (ii) active pursuit of private actors ’  knowledge as a supplement; and 
(iii) a dynamic, fl exible and dialogic law-making process. 58  

 Most of the debate on style and approaches of regulation focuses on the dialec-
tic between principles- and rules-based approaches (oft en simplistically referred to 
as a  ‘ trade-off  ’ ). At its simplest, a principles-based approach sets out general objec-
tives to be achieved while leaving the choice of form and methods for achieving 
these objectives to fi rms. A rules-based regulatory regime, by contrast, prescribes 
detailed individual rules, laying down the precise conduct that fi rms are required 
to adopt and perform. 

 Th e principles – rules tension represents one of the most enduring dialectics in 
legal thought in terms of determining the optimal legal strategy to achieve regula-
tory goals. 59  In that respect, legal and economic scholars alike have attempted to 
diff erentiate between rules and principles on the basis of, inter alia, their general 
or specifi c style, 60  their temporal orientation, 61  the degree of discretion they confer 
upon regulated actors, 62  and the position they occupy within the hierarchy of 
norms. 63  Th e largely binary nature of this debate (ie  ‘ trade-off  ’ ) is likely to misrep-
resent that, in reality, rules and principles are simply the  ‘ endpoints of a spectrum ’ . 64  
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However, endpoints are still commonly adopted  –  despite the simplifi cation  –  to 
describe the advantages and disadvantages of the two extreme approaches and 
then to set a hybrid regulatory response accordingly. 65  

 Recently, the dialectic of rules versus principles has been pushed forward and 
recast in terms of the  ‘ transaction and social costs stemming from 1) the genera-
tion of legal norms, 2) their subsequent application by decision-makers, and 3) the 
resulting incentive eff ects on those subject to their application ’ . 66  If we take this 
perspective, the generation of detailed rules will typically result in greater ex ante 
transaction costs attributable to the time and eff ort expended by draft ers in order 
to articulate the empirical substance of triggers and to match these triggers with 
the appropriate legal response. 67  

 When regulating dynamic and complex market behaviour, though, traditional 
 ‘ rule – principle polarity thinking ’  ends up producing either over- or under-
inclusive rules, failing thus to achieve the regulatory objectives. 68  Worse still, it 
might result in unexpected consequences which contribute to exacerbating market 
complexity, and eventually igniting market failures. Either way, an ex ante rule 
or principle is very unlikely to be construed so as to keep up with the dynamism 
of modern fi nancial intermediation. 69  In that respect, Christie Ford notes that a 
highly complex and dynamic scenario, especially as characterised by regulator –
 regulatee information gaps, is susceptible to neither rules (due to the information 
asymmetries) nor principles (because of the incapacity of capturing frequently 
occurring transaction events), but more likely an intermediate juncture between 
the two. 

 New governance scholarship gets around such theoretical dilemmas by focus-
ing on the way in which the regulatory tools (whether they consist of rules or 
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  70         J   Black   ,   Rules and Regulators   (  Oxford: Clarendon Press  ,  1997 )  37  .   
  71    Awrey (n 1) 18.  
  72          R   Weber   ,  ‘  New Governance, Financial Regulation and Challenges to Legitimacy :  Th e Exam-
ple of the Internal Models Approach to Capital Adequacy Regulation  ’  ( 2010 )  62      Administrative Law 
Review    784 – 840   .   
  73         IH-Y   Chiu   ,   Regulating (From) the Inside:     Th e Legal Framework for Internal Control in Banks and 
Financial Institutions   (  Oxford  ,  Hart Publishing ,  2015 )  3 – 34  .   

principles) are designed to achieve the objectives in a decentralised and dynamic 
marketplace. From a new governance perspective, therefore, principles- or rules-
based regulatory techniques are to be studied as components of fl exible legal 
systems which are open to diverse forms of articulation. Regulatory eff ectiveness 
and enforcement is to be sought by focusing on the regulator – regulatee mode of 
interaction and the tools through which governance is eff ectuated. 

 Standing in contrast to the traditional legal-centric paradigm, fi nancial regula-
tion is premised upon an iterative, dialogic, 70  relationship within which regulated 
actors are invited to play a potentially important role within the process of generat-
ing regulation. An internal ratings-based approach (IRB) and an internal control 
system are clear examples of forms of private – public regulation. 71  

 On the one hand, Robert F Weber convincingly demonstrates how regulators 
adopted the internal models approach as a means of more closely calibrating capital 
requirements to the actual risk profi les of banks, which had become increasingly 
complex over time. He approaches capital adequacy regulation by applying the 
new governance theory as an analytical framework. He advocates new modes of 
interaction between public and private actors in overcoming the fl aws stemming 
from a solely  ‘ top-down ’  prescriptive risk-weighting approach. 72  

 On the other hand, Iris H-Y Chiu puts forwards strong arguments in favour 
of a regulatory approach that empowers and enhances the capacity of fi nancial 
institutions to self-regulate ( ‘ meta regulation ’ ) their internal governance measures. 
Th is is a form of delegated governance by regulators to banks, and banks can have 
considerable discretion in designing the implementation systems and processes. 
As she maintained, 

  regulatory interest in the institution of internal control at banks and fi nancial institu-
tions lies in its organisational position and role. Internal control has proximity to inside 
knowledge and issues, and acts as an internal gatekeeper for banks and fi nancial institu-
tions. It may be argued that such an organisational position and role could also serve 
the regulator ’ s objective of securing the fi nancial institution ’ s compliance with regula-
tory requirements. In other words, internal control is increasingly being fashioned as an 
internal gatekeeper which serves gatekeeping purposes for the regulator. 73   

 Such a hybrid nature resembles the distinction made by Dan Awrey between 
the  ‘ substantive ’  and  ‘ technological ’  content of principles-based regulatory 
measures. 
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  74    See       A   Minto   ,  ‘  Banking Crisis Management, Recovery and Resolution Planning, and  “ New Govern-
ance ”  Th eory :  Approaching  “ Living Wills ”  as a Public – Private Collaborative Form of Regulation  ’  [ 2018 ]  
   European Company and Financial Law Review    4   .   
  75    See       C   Coglianese   , and    D   Lazer   ,  ‘  Management-Based Regulation :  Prescribing Private Management 
to Achieve Public Goals  ’  ( 2003 )  37      Law and Society Review    691 – 730    , in which the authors analysed 
a regulatory approach that they call  ‘ management-based regulation ’ . Management-based regulation 
directs regulated organisations to engage in a planning process that aims towards the achievement of 
public goals, off ering fi rms fl exibility in how they achieve these goals. Management-based regulation 
can be an eff ective strategy when regulated entities are heterogeneous and regulatory outputs are rela-
tively diffi  cult to monitor. However, it requires a far more complex intertwining of public and private 
sectors than is typical of other forms of regulation, owing to the regulators ’  need to intervene at multi-
ple stages of the production process as well as to the degree of ambiguity over what constitutes good 
management.  
  76    Th e concern of accountability has been among the most recurrent problems concerning the 
involvement of private parties in rule-making. For an account of the US experience, see eg       J   Freeman   , 
 ‘  Private Parties, Public Functions and the New Administrative Law  ’   in     D   Dyzenhaus    (ed),   Redraft ing 
the Rule of Law   (  Oxford  ,  Hart Publishing ,  1999 )  331ff    .   

 Th e substantive content of a principle is collectively made up of the animating 
principle itself (eg  ‘ a fi rm must conduct its business with integrity ’ ), the statutory 
construction of any norms giving eff ect to this principle (eg anti-fraud provi-
sions), the interpretive assumptions underpinning this statutory construction 
(eg the common law defi nition of fraud) and, importantly, the desired regulatory 
outcomes (eg the promotion of confi dence in fi nancial institutions and markets). 
Th e technological content of a principle, on the other hand, consists of the  policies 
and procedures implemented by regulated actors for the purpose of achieving 
desired regulatory outcomes. 

 Th e same paradigm holds true for recovery and resolution. 74  Indeed, recovery 
and resolution planning envisages that the responsibility for articulating the general 
outline (or  ‘ substantive content of principles ’ ) resides with regulators, whereas 
the internal procedures ( ‘ technological content ’ ) are conceived to be generated by 
the regulated actors. Furthermore, such a mode of interaction contemplates that 
regulators will leverage the information and expertise of  regulated actors when 
generating and updating substantive content. 75  

 However, non-government actors are involved in all stages of the regulatory 
and administrative process, sometimes assuming or sharing roles that we think 
either are, or ought to be, reserved for public actors. Such a cooperation between 
 ‘ public ’  and  ‘ private ’  raises issues pertaining to the legitimacy of regulatory power. 
Th is is particularly so in relation to third parties who might be aff ected by the 
regulatory process (fi nancial users, depositors, consumers, citizens). A regulatory 
process based on the contribution of the regulated entities (fi nancial institutions) 
may indeed lack legitimacy and consensus on the part of those whose conduct 
might be aff ected by the regulatory activity (eg depositors). 

 In fact, many private actors participate in governance in ways that are rarely 
recognised by the public, acknowledged by politicians or carefully analysed by 
legal scholars. 76   
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  77    See       F   Cafaggi   ,  ‘  A Coordinated Approach to Civil Liability and Regulation in European Law : 
 Rethinking Institutional Complementarities  ’   in     F   Cafaggi    (ed),  Th e Institutional Framework of 
 European Private Law  (  Oxford  ,  Oxford University Press ,  2006 )  191ff     ;      S   Whittaker   ,   Liability for  Products, 
English Law, French Law, and European Harmonisation   (  Oxford  ,  Oxford University Press ,  2005 )  204   ; 
and      S   Weatherill   ,   EU Consumer Law and Policy   (  Cheltenham  ,  Edward Elgar ,  2005 )  199ff   .   
  78    See eg     Group of Th irty  ,  ‘  Banking Conduct and Culture :  A Call for Sustained and Comprehensive 
Reform  ’  ( July 2015 )  ;     FSB  ,  ‘  Guidance on Supervisory Interaction with Financial Institutions on Risk 
Culture  ’  ( April 2014 ) .   
  79          NC   Bronfman   ,    EL   V á zquez    and    G   Dorantes   ,  ‘  An Empirical Study for the Direct and Indirect Links 
Between Trust in Regulatory Institutions and Acceptability of Hazards  ’  ( 2009 )  47      Safety Science    686   .   
  80     ‘ Eff ective compliance will evolve away from a primary focus on the designing, implementing 
and monitoring processes that embed detailed regulatory rules in business operations. Instead, it 
will increasingly require the exercise of judgment ’ :     FSA  ,  ‘  Principles-Based Regulation :  Focusing on 
Outcomes that Matter  ’  ( April 2007 )   and       J   Black   ,    M   Hopper    and    C   Band   ,  ‘  Making a Success of Principles 
Based Regulation  ’  ( 2007 )  1      Law and Financial Markets Review    193   .   

   6. Financial Regulation and Private Actors 
from a Citizen ’ s Perspective: An Analysis 

Th rough the Lens of  ‘ New Governance ’  Th eory  

 Th e involvement of private actors at diff erent levels and, more specifi cally, the 
delegation of regulatory power to private regulators pose important questions 
concerning the accountability and liability of private regulators. An eff ective regu-
latory process thus requires that standard-setting obtains legitimacy from industry 
(fi nancial institutions) and citizens. 77  Legitimacy therefore conveys the notion of 
acceptability by the public (citizens). 

 Furthermore, such issues are to be contextualised within the sheer lack of confi -
dence in the banking system. Regaining public trust is in fact one of the most topical 
subjects related to the regulation and supervision of fi nancial undertakings. 78  As 
empirical research shows, citizens ’  acceptance of any economic or social activity is 
directly correlated with the level of institutional trust and, therefore, the presence 
of the public character of regulatory governance as an institution underpinning 
the investment economy is necessary to facilitate acceptance of private investment 
risks and participation in the investment economy. 79  

 In approaching such issues, this chapter will apply the tenets of  ‘ new govern-
ance ’  theory. From a normative perspective, in the EU fi nancial sector the private 
regulator acts on the basis of delegation or within regulatory power-sharing 
with a public entity. Th erefore, purely private regulatory activity is absent, rather 
than rare. 

 Th is symbiotic relationship between  ‘ external ’  and  ‘ internal ’  regulation is prem-
ised on a clear articulation between regulators/supervisors and private actors. Th e 
former are called upon to set out rules that identify the regulatory outcomes (or 
desired behaviours) which they are designed to achieve (or incentivise), without 
prescribing the detailed procedures with which regulated actors are expected 
to comply. 80  Th is is refl ected in the presumption that regulated actors are better 
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  81    As explained by C Briault,  ‘ Making a Real Diff erence to Consumers Th rough More Principles-Based 
Regulation ’ , FSA, Treating Customers Fairly Conference (7 December 2006), the FSA ’ s principles-based 
approach involves  ‘ a shift  of emphasis  …  away from looking at the processes carried out by fi rms, 
toward the outcomes we seek to achieve for consumers, fi rms and markets ’ .  
  82    See C-526/14, Judgment of 19 July 2016. Despite the fact that the case is about resolution measures 
(instead of recovery measures) adopted by a national competent authority before the implementation 
of the Bank Recovery and Resolution Directive, the ECJ discussed the tension between property rights 
and freedom of enterprise and public interests based on grounds of soundness and stability of the 
fi nancial market.  

positioned and informed than regulators to determine the technological content 
of the policies and procedures necessary to achieve desired regulatory outcomes. 81  

 For instance, each fi nancial institution is required to set up and maintain  ‘ the 
governance arrangements that ensure eff ective and prudent management of an 
institution, including the segregation of duties in the organisation and the preven-
tion of confl icts of interest ’  (Article 88, Directive 2013/36/EU). Th is means that 
primary responsibility for internal governance rests upon market participants, 
since fi nancial institutions are delegated to develop internal governance arrange-
ments. However, internal governance arrangements are to be designed so as to 
pursue regulatory objectives that are beyond the mere private interests of the 
company (ie making profi ts). In fact, corporate governance serves a function in 
the overall fi nancial regulation agenda, in that it secures the attainment of fi nancial 
regulatory objectives (consumer protection, fi nancial stability, etc). 

 More generally, fi nancial regulation seems to possess the defi ning charac-
teristics of the new governance theory. It oft en contemplates: (i) retention of a 
public role in law-making and enforcement; (ii) active pursuit of private actors ’  
knowledge as a supplement; and (iii) a dynamic, fl exible and dialogic law-making 
process (increased participation of, and power sharing with, private actors). 

 Most of the fi nancial regulatory regime is the result of a conversational and 
dynamic interaction, whereby private involvement is analytically framed so as 
to achieve regulatory objectives. Such regulatory design is an expression of the 
fundamental rights of property and of freedom of enterprise (eg in the case of 
corporate governance, IRB, and recovery and resolution planning). Such freedom 
of enterprise seems to bring up a new host of regulatory challenges, as pointed 
out in the recent Grand Chamber judgment of the ECJ in  Tadej Kotnick . 82  Yet, 
the leeway attributed to the banks in expressing their self-regulatory power must 
nonetheless comply with the instructions, guidelines and information provided 
by the supervisors and regulators. Th e retention of public authority is therefore 
relevant and  formally  confi ned to prompting fi nancial institutions to revise their 
choices insofar as the regulatory objectives so require. Th e self-regulatory meas-
ures are meant to be, and remain,  private initiatives , yet under the  ‘ benign gun 
threat ’  that supervisors can step into the material and substantive internal regula-
tion which a fi rm has adopted. 

 However, ex post intensive supervision and vigorous enforcement are essen-
tial components of this regulatory strategy too. Not only is public authority to 
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be retained ex ante, it is needed to identify and punish those un-cooperative 
credit institutions whose wilful misconduct would otherwise threaten to erode 
the mutual trust upon which  ‘ new governance ’  theory is premised. 83  For instance, 
in cases where competent authorities detect defi ciencies in or impediments to 
the implementation of a recovery plan, or resolution authorities fi nd that there 
are substantive impediments to the resolvability of the institution, the authorities 
are empowered to (re)direct the institution to implement a series of measures to 
facilitate the implementation of the recovery plan, or the resolvability of the insti-
tution, eg a reduction of the risk profi le, recapitalisation, review of the strategy and 
structure, changes in the funding strategy, or the governance structure (Article 6, 
Bank Recovery and Resolution Directive). 84  

 Th e supervisory practices therefore have to be characterised both by 

  a high frequency of interactions and high levels of expertise and independence on the 
part of supervisors [which] facilitates greater information fl ow between regulators and 
regulated actors and provides a built-in feedback mechanism for communicating regu-
latory expectations in a non-public, non-adversarial fashion. 85   

 Insofar as fi nancial regulation contemplates the devolution of responsibility for the 
generation of internal models and plans to deal with the proper viability of a bank, 
intensive supervision and the credible threat of enforcement are necessary in order 
to ensure the greatest possible congruence between private incentives and public 
regulatory objectives. 86  

 As stated from the outset, in fact private actors are co-opted to cooperate and 
this dialogic interaction should not be mistaken for a complete devolution of 
self-regulatory powers to supervised entities. Th e retention of a signifi cant public 
role for supervision and enforcement also serves to distinguish this regulatory 
approach from forms of unconstrained self-regulation (along with light-touch 
supervisory practices), which were popular in the pre-crisis era. 87  

 Increased participation and power-sharing allow for structuring collaborative 
solutions to complex market imperfections. Recovery and resolution planning, for 

  83          C   Ford   ,  ‘  New Governance, Compliance, and Principles-Based Securities Regulation  ’  ( 2008 )  45   
   American Business Law Journal    1, 10   .   
  84    More controversially in terms of intrusive new supervisory powers, to facilitate resolvability reso-
lution authorities can dictate measures that include the revision of intragroup fi nancing, or service 
agreements to cover the provision of critical functions, limits to individual and aggregate exposures, 
information requirements, orders to limit or cease specifi c activities, business lines or products, 
changes in operational structures to segregate critical functions, changes in corporate structure 
(eg the setting up for a parent holding company, or a separate holding company for the banking 
 business within a conglomerate), or the issuance of liabilities eligible for bail-in.  
  85    See Awrey (n 1) 273 – 315.  
  86          J   Black   ,  ‘  Forms and Paradoxes of Principles-Based Regulation  ’  ( 2008 )  3 ( 4 )     Capital Markets Law 
Journal    425    ;      I   Ayres    and    J   Braithwaite   ,   Responsive Regulation:     Transcending the Deregulation Debate   
(  Oxford  ,  Oxford University Press ,  1992 ) .   
  87        Expert Panel on Securities Regulation  ,  ‘  Creating an Advantage in Global Capital Markets: Final 
Report and Recommendations  ’  ( Canada, January   2009 ) .   
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instance, aim at correcting mainly three types of market failures: (i) the bounded 
rationality problem, since it forces the fi rm ’ s managers to think through and more 
clearly confront the reality of the fi rm ’ s possible failure; (ii) agency failure and 
information failure, because it indirectly motivates the fi rm ’ s managers to consider 
how they can better govern the fi rm to avoid liquidation; and (iii) responsibility 
failure (or moral hazard) by motivating fi rms to operate responsibly without reli-
ance on the corporate reorganisation protections of bankruptcy law. 

 Advantages to this regulatory approach include a reduced likelihood that 
supervisors and supervised entities will not be prepared to deal with economic 
and fi nancial pathologies. Recovery and resolution planning not only aims at 
preventing crises from happening, but also at shoring up the system should a crisis 
materialise. 88  Th e consequence is that systemically important fi rms should be less 
likely to fail and, if they do fail, should be less likely to externalise systemic costs. 

 Despite private actors ’  engagement being benefi cial in overcoming the exper-
tise gap, such collaboration might in fact introduce the risk of regulatory capture. 89  
More precisely, capture may be caused subtly through the provision of informa-
tion, or so-called  ‘ information capture ’ . Th e information imbalance between 
regulators and private actors, and the consequent dependency of the former on the 
latter, empowers industry to infl uence rules and standards, and tilts the outcome 
towards industry interests. Th us, as policy becomes more complex, and regula-
tors become more dependent on industry, there is a higher likelihood that rules 
will be biased towards industry preferences. 90   ‘ Representational capture ’  occurs 
when there is an imbalance in the representation of the competing interests, such 
as between commercial and public interests. In such cases, a regulator is at higher 
risk of adopting an industry-friendly point of view if the only people that it hears 
from, or primarily hears from, are industry members. 91  

 Th e risk of regulatory capture seems to be also adequately managed by the 
threat of a  ‘ benign gun ’ . In fact, information capture or representational capture are 
both confi ned by the retention of a public role in law-making and law enforcement. 
In that respect, industry involvement cannot justifi ably lead to rules that prioritise 
private gains over the  ‘ global ’  public interest. To the extent that regulators allow 
private actors to pitch in along the trajectory of well-identifi ed regulatory objec-
tives, the risk of capture seems materially unappreciable.  

  88    On the concept of  ‘ resilience ’ , see, for example, the recent document released by the Financial 
Stability Board,  ‘ Resilience Th rough Resolvability  –  Moving from Policy Design to Implementation. 
5th Report to the G20 on Progress in Resolution ’  (18 August 2016).  
  89          G   Stigler   ,  ‘  Th e Th eory of Economic Regulation  ’  ( 1971 )  3      Bell Journal of Economics and Manage-
ment Science    21   .   
  90          D   Carpenter    and    DA   Moss   ,  ‘  New Conceptions of Capture  –  Mechanisms and Outcomes  ’   in 
    D   Carpenter    and    DA   Moss    (eds),   Preventing Regulatory Capture:     Special Interest Infl uence and How 
to Limit It   (  New York  ,  Cambridge University Press ,  2013 )   ; N McCarty,  ‘ Complexity, Capacity, and 
Capture ’  in Carpenter and Moss, ibid, 102.  
  91         SA   Shapiro   ,  ‘  Testimony before the Subcommittee on Administrative Oversight and the Courts of 
the Senate Committee on the Judiciary; Hearing on Protecting the Public Interest :  Understanding the 
Th reat of Agency Capture  ’  ( 2010 )  4  .   
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   7. Concluding Remarks  

 Th e trajectory of fi nancial regulation is very much based on cooperative modes of 
interaction between private and public actors.  ‘ New governance ’  theory and schol-
arship posits that such cooperation between  ‘ regulators ’  and  ‘ regulated entities ’  is 
indeed essential to cope with the dynamism of modern fi nancial intermediation. 
Internal ratings, internal governance measures, and recovery and resolution plan-
ning can be considered, in certain aspects, to be a  ‘ new governance ’  technique. 
Private actors ’  involvement aims at overcoming market failures which would 
not have been remedied solely by traditional  ‘ top-down ’  regulatory strategies. 
Nonetheless, from a citizen ’ s perspective such strategies bring to the fore questions 
relating to legitimacy and accountability. In line with  ‘ new governance ’  theory, the 
fi nancial regulatory framework possesses the main characteristics for a public –
 private form of cooperation to work, namely: (i) retention of a public role in 
law-making and law enforcement; (ii) active pursuit of private actors ’  knowledge 
as a supplement; and (iii) a dynamic, fl exible and dialogic law-making process 
(increased participation of, and power sharing with, private actors). 

 Th is requires regulators to defi ne the main regulatory objectives, to articulate 
the rules on a fl exible and dynamic basis, to accept input from the ground level of 
regulated entities, and to eff ectively manage incoming information from industry 
actors. 

 Greater interaction between regulators/supervisors and regulated entities 
seems to have several advantages over conventional  ‘ top-down ’  regulation that are 
worth exploring further. By setting out such a dialogic model of regulation, regu-
lators and supervisors will possibly be able to improve their diagnosis of sources 
of market dysfunction and deepen their understanding of complexity, market 
dynamics and business practices. By letting private actors pitch in, public actors 
are incorporating regulated institutions ’  internal models, thus bridging intrac-
table information asymmetries resulting from the complexity and dynamism of 
contemporary fi nancial institutions.  
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