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1.0 INTRODUCTION TO THE TRANSNATIONAL FINANCIAL SYSTEM

Transnational finance includes many different types of activity. Firms buy and sell

currencies; people buy debt or equity securities issued by companies established in foreign

jurisdictions, banks lend money to foreign borrowers; foreign firms enter the US markets and

sell their securities to US persons or lend money to US borrowers; insurance companies

pass on the risks associated with policies they have written to reinsurers based in other

jurisdictions; people and businesses use different mechanisms to send money around the

world.

International financial activity involves the payment system, whereby funds are

transmitted around the world, and a number of different financial markets: foreign exchange

markets, securities markets, debt markets and markets for derivative financial instruments.2

In all of these markets regulators worry about ensuring that the architecture of the systems

and markets is sound, and that market participants behave properly. The scale of

transnational financial activity is such that risks can be transmitted across geographic
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borders easily, as illustrated by the global financial crisis which began in 2007, so regulators

are concerned to limit risk transmission. Financial regulators also worry about other issues,

such as whether the payment system and the financial markets are being used to launder

money derived from illicit sources. With respect to these issues financial institutions are

regulatory choke-points.

The regulation of financial market activities which take place in different jurisdictions is

a matter for the domestic regulators in the jurisdictions involved. In a federal system such as

that in the US, financial regulation may be carried out by the states or at the federal level, or

both. Domestically there are issues about the allocation of regulatory responsibilities within

federal regimes. In addition, different national regulators may have an interest in the

regulation of financial market activity which crosses borders. If a bank based in one country

wants to do business in another country the banking regulators in both countries may have

an interest in regulating the bank’s activities. But the imposition of two sets of different rules

on a financial institution which engages in cross-border business increases the cost to the

bank of doing business, so regulators based in different jurisdictions may agree to harmonize

the rules which apply to financial institutions engaged in cross-border business. The

International Organisation of Securities Commissions (IOSCO), the Basel Committee on

Banking Supervision (Basel Committee), and the International Association of Insurance

Supervisors (IAIS) are supranational bodies which work on developing harmonized principles

of financial regulation. The European Union has worked to create a single market in financial

services, which is analogous to a system for allocating regulatory responses within a federal

system.

Although transnational financial activity involves issues for regulators, it is

accomplished through contracts, and involves issues of interpretation and validity of

contracts, and issues of choice of law and jurisdiction. Financial contracts may be short term

contracts, such as a sale of securities, but they may also be medium or longer term

contracts, establishing ongoing relationships between the parties. And where a party to a

financial transaction becomes insolvent, courts in different jurisdictions may be interested in

the resolution of matters to do with the insolvency. So the law relating to international finance

involves issues of the harmonization of regulatory law and of conflicts of laws and the

harmonization of private law.

The global financial crisis raised questions about the regulation of transnational

financial transactions, and even at the beginning of 2014 these questions have still not been

fully resolved. After the onset of the crisis, the IMF, which had been subject to challenges
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over the years leading up to the crisis,  saw a new role for itself.   In 2008 Olivier Blanchard,3 4

Economic Counsellor and Director of the Research Department at the IMF,  wrote:5

The crisis has made clear that the financial system is a global system, with strong interconnections

across countries. What was initially a U.S. crisis is now affecting the entire world. National

policymakers cannot do the job alone: what happens to them depends not only on their own

regulatory structure, but also on the regulatory structure of other countries; not only on systemic risk

at the national level, but also on the buildup of systemic risk elsewhere. Monitoring systemic risk at

the global level is essential. The IMF seems best equipped to do the job, in collaboration with central

banks and other international organizations. This will imply expanding our global surveillance role,

and this is something on which we have to start working right now.6

As an organization with 188 members the IMF is in a better position to monitor risk in

the international financial system than organizations with smaller memberships.  Surveillance7

is bilateral (focusing on individual member countries) and multilateral. With respect to

multilateral surveillance the IMF publishes regular reports, including the World Economic

Outlook and Global Financial Stability Report. This is how the IMF describes its interactions

with individual member states: 

 The IMF has been criticized over the years, for example, critiques of conditionality and the
3

W ashington consensus, and of the IMF’s non-representative governance arrangements. The IMF

responded to the critiques by introducing governance reforms. See, e.g., IMF, IMF Board of Governors

Approves Major Quota and Governance Reforms (Dec. 16, 2010) at

http://www.imf.org/external/np/sec/pr/2010/pr10477.htm .

 The IMF for some years has had a program for monitoring compliance by IMF member
4

countries with harmonized principles of governance and regulation, called Reports on the Observance of

Standards and Codes (ROSCs). See http://www.imf.org/external/np/rosc/rosc.asp. See also, Lex Riefel,

Building a Better Global Financial System, (Nov. 12, 2008) available at

http://www.brookings.edu/opinions/2008/1112_global_finance_rieffel.aspx . 

 See 
5

http://www.imf.org/external/np/bio/eng/ob.htm. 

 Olivier Blanchard, Cracks in the System: Repairing the Damaged Global Economy, Finance and
6

Development, 9 (Dec. 2008) available at

http://www.imf.org/external/pubs/ft/fandd/2008/12/pdf/blanchard.pdf .

 See, e.g., IMF, Factsheet: IMF Surveillance, (Sept. 30, 2013) at
7

http://www.imf.org/external/np/exr/facts/surv.htm  (“In today's globalized economy, where the policies of

one country typically affect many other countries, international cooperation is essential. The IMF, with its

near-universal membership of 188 countries, facilitates this cooperation.”)
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IMF economists continually monitor members’ economies. They visit member countries—usually

annually—to exchange views with the government and the central bank and consider whether there

are risks to domestic and global stability that argue for adjustments in economic or financial policies.

Discussions mainly focus on exchange rate, monetary, fiscal, and financial policies. During their

missions, IMF staff also typically meets with other stakeholders, such as parliamentarians and

representatives of business, labor unions, and civil society, to help evaluate the country’s economic

policies and direction. On return to headquarters, the staff presents a report to the IMF’s Executive

Board for discussion. The Board’s views are subsequently transmitted to the country’s authorities,

concluding a process known as an Article IV consultation. In recent years, surveillance has become

increasingly transparent. Almost all member countries now agree to publish a Press Release

summarizing the views of the Board, as well as the staff report and accompanying analysis. Many

countries also publish a statement by staff at the conclusion of an IMF mission.  8

The IMF’s reviews of its members include Reports on the Observance of Standards

and Codes, which assess the extent to which the member States’s laws conform to

international standards, including standards of financial regulation.  These reports are a9

component of the joint World Bank/IMF Financial Sector Assessment Program (FSAP) which

was established in 1999 to “reduce the likelihood and severity of financial sector crises”10

(although the program clearly did not prevent the recent global financial crisis). In 2012 the

IMF decided to improve its financial surveillance to address new challenges:

Only a few decades ago, most national economies were barely connected to the global financial

world. Today, cross-border flows are the norm and large financial institutions dominate the global

economy. Then, domestic financial systems were small, with banks performing simple deposit-taking

and lending functions. Today, domestic financial sectors are often enormous and complex,

performing a wide range of financial services and offering products that are sometimes opaque.

Capital now moves at lightning speed to advanced and emerging markets alike, reverses suddenly,

and spreads shock waves that can be devastating. These seismic changes have inexorably linked

national economies to each other, transferring risks across borders in ways that have become

increasingly difficult to track. The realization that the failure of one bank in one country can bring the

global economy down, transmitting shocks to economies far removed geographically, has

 Id.
8

 See, e.g., IMF, Reports on the Observance of Standards and Codes (ROSCs) at
9

http://www.imf.org/external/NP/rosc/rosc.aspx.

 See W orld Bank, Financial Sector Assessment Program (FSAP) at
10

http://go.worldbank.org/ZRV7QA8TS0 .
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fundamentally shaken the contours of our thinking and policy making.11

As the IMF has focused more attention on financial stability, so has the G20,  which12

established a Financial Stability Board to monitor the implementation of regulatory reforms to

address issues of financial stability. In September 2013 the Chair of the Financial Stability

Board stated that much progress had been made in implementing the needed reforms to

financial regulation but that there was still work to be done, in particular with respect to

“ending too-big-to-fail; reforming shadow banking; and making derivatives markets safer.”13

Until very recently it was taken for granted that participants in international or

transnational financial transactions were very wealthy individuals, large corporate entities and

financial firms. But the remittance market illustrates that even people who are not very

wealthy may engage on a regular basis in transnational financial transactions.  International14

financial institutions and domestic banking regulators and politicians have focused on the

remittance market in which migrant workers rely on remittance services, which may be

informal services or part of the formal financial system, to send money home to their families.

The remittance market was affected by the economic downturn: during 2009, remittances

from the US to Mexico decreased.  On the other hand, remittances to Bangladesh, Pakistan15

 IMF, The IMF’s Financial Surveillance Strategy, 4 (Aug,. 28, 2012) at 
11

http://www.imf.org/external/np/pp/eng/2012/082812.pdf 

 The members of the G20 are Argentina, Australia, Brazil, Canada, China, France, Germany,
12

India, Indonesia, Italy, Japan, Republic of Korea, Mexico, Russia, Saudi Arabia, South Africa, Turkey,

United Kingdom, United States, European Union. Note that France, Germany, Italy and the UK are

members of the European Union. 

 FSB Chair's Letter to G20 Leaders on Progress of Financial Reforms (Sept. 5, 2013) at
13

http://www.financialstabilityboard.org/publications/r_130905.htm  

 On remittances generally see, e.g.,  W orld Bank, Global Remittances W orking Group, at 
14

http://go.worldbank.org/SS0MQSBFM0 .

 See, e.g., Ronald Buchanan, US-based Mexicans send less money home, Financial Times
15

(Jan. 5, 2010).
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and the Philippines grew.  During 2010 remittance levels increased again.  Although the16 17

amounts involved in individual remittance transactions may be small, the market as a whole

is significant. Remittances to developing countries were valued at $338 billion in 2008.18

Nevertheless the Global Remittances Working Group is concerned about barriers non-bank

remittance services providers face in trying to access the payment system.  19

Remittance systems raise issues for regulators concerned about money laundering.

The Financial Action Task Force (FATF) has identified alternative (i.e. informal or

unregulated) remittance systems as possible vehicles for money laundering.  Some20

commentators critique the transnational focus on money laundering and argue that the

development of the FATF was designed to serve the interests of the US in controlling money-

laundering and to present money-laundering as an issue of international concern to promote

the need for an international solution.  But the control of money-laundering has become a21

 See, e.g., Migration and Remittances Team, Development Prospects Group, W orld Bank,
16

Migration and Development Brief 11 (Nov. 3, 2009) at

http://siteresources.worldbank.org/INTPROSPECTS/Resources/334934-1110315015165/MigrationAndDe

velopmentBrief11.pdf 

 See, e.g., Migration and Remittances Team, Development Prospects Group, W orld Bank,
17

Migration and Development Brief 13 (Dec. 2010) at

http://siteresources.worldbank.org/INTPROSPECTS/Resources/334934-1110315015165/MigrationAndDe

velopmentBrief13.pdf.(“ Recorded remittance flows to developing countries are estimated to have fully

recovered to the pre-crisis level of $325 billion in 2010. In line with the W orld Bank’s outlook for the global

economy, remittance flows to developing countries are expected to increase by 6.2 percent in 2011 and

8.1 percent in 2012, to reach $346 billion in 2011 and $374 billion in 2012 respectively.)

 Migration and Development Brief 11, note 
18

16 above.

 Global Remittances W orking Group, Barriers to Access to Payment Systems in Sending
19

Countries and Proposed Solutions, Special-Purpose Note (2013) at

http://siteresources.worldbank.org/FINANCIALSECTOR/Resources/282044-1359488786791/barriers_web

.pdf. The note observes that “Immigrants often cannot afford the high fees banks charge; furthermore,

access may be problematic when transferring money through banks, as both sender and recipient are

usually required to have a bank account. Thus, in most markets, banks are not offering a service 

that is attractive or affordable to migrants.” Id. at 3. 

 See, e.g., Financial Action Task Force, FATF Guidance on the Risk-Based Approach to
20

Combating Money Laundering and Terrorist Financing - High Level Principles and Procedures (Jun. 2007) 

http://www.fatf-gafi.org/media/fatf/documents/reports/High%20Level%20Principles%20and%20Procedure

s.pdf; Financial Action Task Force, FATF Recommendations 2012, at

http://www.fatf-gafi.org/media/fatf/documents/recommendations/pdfs/FATF_Recommendations.pdf. 

 See, e.g., W illiam Vlcek, Securitizing Money to Counter Terrorist Finance: Some Unintended
21

Consequences for Developing Economies, International Studies Perspectives (forthcoming).

6

http://siteresources.worldbank.org/INTPROSPECTS/Resources/334934-1110315015165/MigrationAndDevelopmentBrief11.pdf
http://siteresources.worldbank.org/INTPROSPECTS/Resources/334934-1110315015165/MigrationAndDevelopmentBrief11.pdf
http://siteresources.worldbank.org/INTPROSPECTS/Resources/334934-1110315015165/MigrationAndDevelopmentBrief13.pdf%20
http://siteresources.worldbank.org/INTPROSPECTS/Resources/334934-1110315015165/MigrationAndDevelopmentBrief13.pdf%20
http://siteresources.worldbank.org/FINANCIALSECTOR/Resources/282044-1359488786791/barriers_web.pdf
http://siteresources.worldbank.org/FINANCIALSECTOR/Resources/282044-1359488786791/barriers_web.pdf
http://www.fatf-gafi.org/media/fatf/documents/reports/High%20Level%20Principles%20and%20Procedures.pdf
http://www.fatf-gafi.org/media/fatf/documents/reports/High%20Level%20Principles%20and%20Procedures.pdf
http://www.fatf-gafi.org/media/fatf/documents/recommendations/pdfs/FATF_Recommendations.pdf


Bradley International Finance: Chapter 1: Introduction January 8, 2014

concern for financial regulators around the world, and a concern to prevent money laundering

tends to make policy-makers prohibit remittances through unregulated channels, even if such

channels are cheaper for customers than regulated channels. The remittance example

illustrates that there may be a number of policy issues implicated by a particular financial

market or type of transaction. Concerns about security and the prevention of organized crime

may conflict with concerns to maximize competition for the benefit of consumers of financial

services.

The costs of making overseas remittances through formal channels have decreased in

recent years, although consumers still complain about crippling fees by some money

transmitters.  In 2005, the UK’s Department for International Development sponsored a22

website to help people remit money more cheaply.  Price comparison websites encourage23

competition, and technology also facilitates cheaper payments. However, in 2013 the World

Bank’s Migration and Remittances Team worried that efforts to reduce the costs of

remittances had not succeeded as well as had been hoped:

Despite efforts by the international community to reduce remittance costs– for example, the G20

objective of reducing costs to 5 percent in 5 years, the global average cost of sending $200 seems to

have stabilized around 9 percent.. In the third quarter of 2013, the global average total cost for

sending remittances was 8.9 percent, as measured by the World Bank’s Remittance Prices

Worldwide (RPW) database. The global average decreased steadily between 2008 and 2010,

reaching a low of 8.7 percent in the first quarter of 2010. Since then, however, remittance prices have

risen again and have been broadly unchanged at around the 9 percent level over the past 12 months.

Remittance costs are falling in high-volume corridors. This is evident from the fact that the global

weighted average remittance cost (weighted by the size of bilateral remittance flows) fell to 6.6

percent in the third quarter 2013. In the smaller remittance corridors, however, costs continue to be

exorbitant. For example, remittance costs are over 12 percent in Sub-Saharan Africa and even higher

in the Pacific Islands corridors. The persistence of high costs is inconsistent with the recent advances

in technology and falling information costs. Indeed, there is anecdotal evidence that banks are

beginning to levy additional service charges or “lifting fees” on recipients. Such fees can be as high

as 8 percent of the transaction value. Also some international banks are closing down the accounts of

money transfer operators because of money laundering and terrorism financing concerns. These

 See, e.g., W estern Union: Stop the crippling fees! at
22

http://www.avaaz.org/en/make_giving_powerful?fp .

 The website was originally called 
23

http://www.sendmoneyhome.org/ . Subsequently the website

changed its name to http://www.fxcompared.com/ and became a “fully-fledged commercial money transfer

price comparison site”. 
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developments mark an unwelcome reversal of recent gains in the facilitation of cross -border

remittances by migrants... A rather unwelcome development in recent months is the imposition, by

many banks, of receiving or “lifting” fees on incoming transfers . This fee paid by the recipient is

additional to that already paid by the remittance sender. For example, including the lifting fee, the

total cost of a remittance of $200 from the US to Kenya can be 16 percent, twice as high as the

average sending cost. The lifting fee is yet another example of the lack of transparency in pricing that

pervades the remittance industry. There is clearly a need for more transparency to strengthen

consumer rights... The“lifting fee” varies depending on the type of money transfer and payout. For

instance, some banks in China, Mexico and Nigeria, charge no fee if there is a reciprocal account

between the remitting bank and the receiving bank... Otherwise, they charge handling costs. In Egypt,

the cost can be zero if the payment is in the local currency. In the Philippines, a Bank branch pick-up

of cash can incur an additional cost of about $1.5. This is not limited to developing countries. Even

banks in developed countries levy some $10 per inward remittance transaction. So far, these

receiving costs have not received much attention from those watching the remittance costs at the

sending end.... Anti-money laundering and combatting the financing terrorism (AML/CFT) regulation

has long been a major hindrance to the introduction of new technologies in remittance markets and

efforts to reduce remittance costs. More recently, there has been a series of account closures of

money transfer operators (MTOs) by correspondent banks, notably involving flows from the US and

the UK to Somalia. There are also anecdotal reports of account closures involving other corridors. 

While it is true that a number of international banks and large money transfer operators were fined for

AML/CFT violations, the recent heightening of such concerns on the part of correspondent banks

poses a major threat to small MTOs operating in smaller corridors. Without competition from these

operators, remittance costs will only increase in corridors where costs are already high. In this context

it may be worth pondering whether major international banks have the right business model (and

desire) for providing remittance services to a large number of small -value customers. There may be

a need to explore alternative service providers. Perhaps national banks of major remittance recipient

countries could step in?  24

In the US, the House Committee on Financial Services held hearings in 2003 on the

issue of whether remittance services should be regulated,  and, the Dodd-Frank Act of 201025

included provisions relating to remittances:

 Migration and Remittances Team, Migration and Development Brief 21, 6-8 (2013) at
24

http://siteresources.worldbank.org/INTPROSPECTS/Resources/334934-1288990760745/MigrationandDe

velopmentBrief21.pdf. 

 See, e.g., Testimony of W ayne A. Abernathy, Assistant Secretary of the Treasury for Financial
25

Institutions, before the US House Committee on Financial Services, Oct. 1, 2003, available at

http://financialservices.house.gov/media/pdf/100103wa.pdf (suggesting that Treasury thinks that

promoting competition in remittance services is the answer).
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The Wall Street Reform and Consumer Protection Act signed into law by President Obama on July

21, 2010 also aims to increase transparency in the pricing of remittance services. Providers of

remittance services (RSPs) in the United States will be required to disclose to remitters the equivalent

amount that will be received in local currency by the beneficiary, the fees for the transaction, access

to error-resolution mechanisms, and contact details of the relevant regulatory authority. Remittance

issues are going to be integrated into the strategy for financial literacy for low-income communities,

as part of the US government’s Strategy for Assuring Financial Empowerment (SAFE). Finally, the

Federal Reserve and Treasury will work to extend automatic clearing house (ACH) systems and other

payment systems for remittances to foreign countries, with a focus on countries that receive

significant remittance transfers from the United States. Studies will be conducted on the feasibility of

using remittance history to improve credit scores and the legal and business model barriers to such

credit scoring..26

The Consumer Finance Protection Bureau introduced a Remittance Transfer Rule (an

amendment to regulation E)  which came into effect on October 28, 2013.  The rules require27

disclosures of the costs of remittances (carried out as electronic funds transfers).28

Regulations in countries from which payments are sent and into which payments are

sent affect the costs of sending money. For example, if a country prohibits credit unions but

not banks from receiving remittances, credit unions in that country may be forced to become

banks.  Remittances may have an impact on the conditions in the domestic financial29

markets in the countries where the recipients of remittances live. Remittance recipients may

be more attractive to local banks as borrowers because of their receipts of funds and this

may encourage the development of credit markets. On the other hand remittance recipients

may need less credit if they are receiving funds from remittances. Cross-border transactions

have implications for local conditions in domestic financial systems: domestic financial

markets are increasingly related to each other. Some have argued that countries should

 Migration and Development Brief 13, note 
26

17 above, at 10-11.

 See
27

http://www.ecfr.gov/cgi-bin/text-idx?c=ecfr&sid=635f26c4af3e2fe4327fd25ef4cb5638&tpl=/ecfrbrowse/Title

12/12cfr205_main_02.tpl.

 See 
28

http://www.consumerfinance.gov/blog/category/remittances/ .

 See, e.g., Abernathy, note 
29

25 above.

9
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issue Diaspora bonds as a way of raising funds from wealthy expatriates.30

Remittances illustrate a distinction between formal and informal financial activity.31

Remittances may be sent through formal channels such as wire transfers through regulated

financial institutions, or they may be sent through informal transfer mechanisms, such as

hawala. The FATF recently evaluated “hawala and other similar service providers” or

“HOSSPs”:

HOSSPs... are defined as money transmitters, particularly with ties to specific geographic regions or

ethnic communities, which arrange for transfer and receipt of funds or equivalent value and settle

through trade, cash, and net settlement over a long period of time. Some HOSSPs have ties to

particular geographic regions and are described using a variety of specific terms, including hawala,

hundi, and underground banking. While they often use banking channels to settle between receiving

and pay-out agents, what makes them distinct from other money transmitters is their use of non-bank

settlement methods, including settlement via trade and cash, as well as prolonged settlement time.

There is also a general agreement as to what they are not: global money transfer networks (including

agents) operated by large multinational money transmitters and money transfers carried out through

new payment methods including mobile money remittance services. This description is based on

services provided by them and not their legal status. 

HOSSPs are used in some jurisdictions by legitimate customers for reasons of geography, culture,

and lack of banking access. They are also used by individuals and entities seeking to evade currency

controls, tax obligations, and sanctions. HOSSPs generally are cash-in and cash out businesses that

primarily send personal remittances of low value. They generally operate in areas with a high

percentage of expatriate workers and are visible to members of that community. They often run

businesses other than money transfer, particularly currency exchange.

This typology reviews three major types of HOSSPs: pure traditional (legitimate) ones; hybrid

traditional (often unwitting) ones; and criminal (complicit) ones. Distinct ML/FT risks apply to each. 

Pure traditional HOSSPs tend to be popular because of familial, regional or tribal affiliation and

inadequate access to regulated financial services for senders/recipients in origin/receiver countries.

Hybrid traditional HOSSPs also serve legitimate customers, but at the same time are used, wittingly

 See, e.g., Migration and Development Brief 13, note 
30

17 above, at 12-13.

 For example: “Mobile money transfers have the potential to revolutionize access to remittance
31

services and broader financial services for the poor. There is a compelling reason for applying mobile

technology to cross-border remittance services: the bulk of poor cross-border migrants tend to travel short

distances, mostly to neighboring countries just across the border,..and a large number of them stay within

the calling range of domestic mobile phones. Such migrants typically cannot have bank accounts in the

host country, and in any case banks do not want to serve them. These migrants rely on friends (or

strangers) going home or hawaladars to send money home.” Migration and Development Brief 13, note 17

above, at 11.
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or not, for illegitimate purposes to transfer funds cross-border. Criminal HOSSPs, on the other hand,

are set up or expanded to service criminals.

Surveyed countries gave a number of reasons for the continued existence of HOSSPs, including their

competitive pricing, faster money transmission, cultural preference, lack of banking access, low

confidence in the banking system, as well as deliberate transfer or concealment of criminal proceeds

and evasion of currency controls, sanctions, and taxes. At the same time, the typology highlights that

many of the assumptions on HOSSPs are outdated. For instance, they, in some jurisdictions, offer

services well beyond money transmission. More universally, they often have detailed records; are not

necessarily based upon trust; often are highly visible to the community they serve; and are not always

high risk. Further, they ultimately often settle through banks, meaning that banks that have been

provided with high risk indicators by their authorities are positioned to identify suspicious activities

and notify their authorities accordingly.... 

A slight majority of surveyed countries bar HOSSPs from operating legally. Those that allow them to

operate legally, provided they license/register with the relevant authorities and comply with relevant

AML/CFT and other laws, largely believe that legalization of HOSSPs helped expand remittances

through legal channels. However, in most jurisdictions that allow HOSSPs to operate legally,

relatively few HOSSPs have actually registered or become licensed, with a few notable exceptions.

Effective supervision of HOSSPs is one of the primary challenges facing regulators and their

governments. Most countries do not appear to have separate examiner teams for HOSSPs. While

most have criminal, civil, and, to a lesser extent, administrative sanctions available for violations of

AML/CFT obligations, many countries do not appear to have used these sanctions. Few countries

require that money transmitters, including legal HOSSPs, should only partner with money

transmitters in pay-out countries that are legally licensed or registered. The absence of requirements

on foreign counterparties may be a critical vulnerability posed by money transmitters, including

HOSSPs ...Similarly, the absence of more than a handful of case studies involving international

cooperation suggests that further discussion is warranted on how law enforcement or other

competent authorities can better obtain the tools and expertise needed to tackle HOSSPs involved in

money laundering or terrorist financing. 32

Concerns about money laundering and terrorist financing in particular, tend to push financial

activity into formal regulated channels, requiring money transmitters to be regulated.

Regulation involves compliance costs which tend to be borne by consumers of regulated

services. Increasing the costs of providing remittance services in order to control money

laundering by organized criminals harms the interests of non-criminal remitters of money.

 See FATF, The Role of Hawala and Other Similar Service Providers in Money Laundering and
32

Terrorist Financing (Oct. 2013) at

http://www.fatf-gafi.org/media/fatf/documents/reports/Role-of-hawala-and-similar-in-ml-tf.pdf
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“Money service businesses” are subject to money laundering regulation in many jurisdictions,

as are banks and other types of financial firm.  This idea that services “for the transmission33

of money or value” should be regulated catches informal value transmission systems. Should

phone companies which allow payments via mobile phones be subject to regulation as

money transmitters?  The FATF focused its attention on New Payment Methods (NPMs)34

which include mobile phone payments, internet payments and prepaid cards:

NPMs: risk vs. opportunity

55. On the one hand NPMs, like all financial services and products, can be abused for ML/TF35

purposes. Most jurisdictions have therefore subjected NPM service providers to AML/CFT36

obligations and regulation.

56. On the other hand, where NPM providers are subject to AML/CTF obligations and appropriately

supervised for AML/CTF purposes, NPMs can make payment transactions more transparent and help

prevent corruption or other abuses. NPMs can shift customers from the unsupervised or even illegal

sections of the payments market (e.g., hawaladars, underground banking services) into the formal

sector. This means that where providers are subject to AML/CTF legislation and supervision, more

transactions are monitored and suspicious transactions are identified and reported to a competent

authority. Ultimately, this should result in better oversight of payment activities within a jurisdiction..

Contrary to cash, NPMs can provide additional investigative leads for law enforcement agencies. This

is because a transaction carried out through a NPM will always generate an electronic record,

whereas cash does not. Even where CDD  measures are not applied (i.e., where the customer37

remains anonymous), the electronic record can, in some cases, still provide law enforcement with at

least minimal data such as an IP address or the place where a payment was executed or funds

withdrawn; this can potentially support the location or identification of a user suspected of money

laundering or terrorist financing...

 See, generally, e.g., 
33

http://www.fincen.gov/financial_institutions/msb/ .

 Migration and Development Brief 13, note 
34

17 above, at 12 (“There are some small pilots for

cross-border remittances (e.g. from the UK and US to Safaricom’s M-Pesa mobile money accounts in

Kenya), but by and large the mobile phone remittances have stayed within national borders.

Conversations with market players suggest that a lack of clarity on anti-money-laundering and combating

the financing of terror (AML-CFT) regulations remains a major barrier to the entry of cross-border

remittance service providers.”)

 ML/TF refers to Money Laundering/Terrorist Financing.
35

 AML/CFT refers to Anti Money Laundering/Combating the Financing of Terrorism.
36

 CDD refers to Customer Due Diligence (or Know Your Customer).
37
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The verification of the customers´ identity may be further hampered or impossible in jurisdictions that

have no national identity card scheme, or other appropriate alternative forms of identification; this is a

challenge often encountered by NPM providers operating in underbanked regions, especially mobile

payment services providers. For this reason, the World Bank has recommended to jurisdictions

intending to promote financial inclusion (e.g., through mobile payment service providers) that if the

jurisdiction´s “national identification infrastructure and other private databases lack coverage,

integrity, or are not easily and cost-effectively accessible to financial institutions for verification

purposes, the state should address these deficiencies”. Where customer data cannot be reliably

verified, it may be appropriate to apply alternative risk mitigation measures (e.g., imposing low value

limits in order to qualify as a “low risk” product and be allowed to apply simplified CDD measures..)..

Providers of products with high or no value limits are often based in jurisdictions where NPM

providers are not or insufficiently regulated and supervised for AML/CTF purposes, but sell their

product internationally (through agents or over the Internet). However, such providers of anonymous

prepaid cards with high or no limits have also been found to operate in jurisdictions whose regulatory

regimes and supervision are generally considered robust. Such anonymous cards are often not

promoted by the issuing institution itself, but by intermediaries some of which have specialised in

founding and selling companies abroad, preferably in tax havens, thus providing a complete “privacy

package” to their customers. Some of those anonymous prepaid cards however have been

discovered to be fraudulent. .38

2.0 FINANCIAL REGULATION, TRUST, AND CONFIDENCE IN THE FINANCIAL

MARKETS

Countries regulate domestic financial activity to protect investors, depositors, and

other categories of consumer in order to preserve the domestic financial markets. The

essential functions of financial markets are relatively simple: they enable businesses to raise

money, and investors to obtain a return on capital they do not need for current consumption.

Both of these functions are crucial to the functioning of capitalist economies. Businesses

need to ensure supplies of capital in order to grow, and investors need to be able to provide

for their future needs. The functions are also linked, as, ultimately, the money that

businesses use comes from investors. If investors do not feel safe in committing their money

to the businesses which need the money, they will refuse to invest, perhaps hiding the

money under their mattresses. Moreover, if financial firms fail their failures may be

 Excerpt from FATF, Money Laundering Using New Payment Methods (Oct. 2010) at
38

http://www.fatf-gafi.org/dataoecd/4/56/46705859.pdf (footnotes omitted and footnotes added).
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transmitted to other financial firms through the payments system.  Such failures harm39

confidence. Thus, governments are convinced of the need to act to maintain

investor/depositor confidence in the financial markets. The global financial crisis was an

illustration of what happens when market participants lose confidence in the financial

markets. In this period of turmoil, some of the regulatory mechanisms which had been

designed to maintain confidence turned out to be ineffective.  40

In September 2002, William J. McDonough, then President and Chief Executive

Officer of the federal Reserve Bank of New York said:

Governments have long recognized that banking and other financial institutions, because of the

nature of the functions they perform, must be subject to at least some form of regulation and official

oversight. Governments have a broad mandate here. Their job is to ensure that markets operate in a

fair, transparent, and efficient manner, and that participants comply with the rules of the game.

Governments must not rely on outdated notions as to what constitutes risk and effective risk

management. Official supervision must evolve in line with the way financial institutions manage their

activities, which is increasingly across business lines rather than across legal entities.41

 In 2003, Anne Krueger (then First Deputy Managing Director of the International Monetary
39

Fund) said that “At the domestic level, governments must take steps to ensure a sound banking system.

That means addressing issues such as non-performing loans, capital adequacy ratios and effective

regulation. It means ensuring there is proper competition within the banking sector. And it means ensuring

that there are incentives in place so that financial institutions develop the appropriate skills needed to

assess and manage credit risks and returns.” Anne Krueger, Financing the Future: Why a Thriving Capital

Market Matters, Speech at the National Economic Outlook Conference, Kuala Lumpur, Malaysia, Dec. 9,

2003, available at http://www.imf.org/external/np/speeches/2003/120903.htm  . Anne Krueger was the

W orld Bank Chief Economist from 1982 to 1986, and the first Deputy Managing Director of the

International Monetary Fund from September 1, 2001, to September 1, 2007. She is now a Professor at

Johns Hopkins’ School of Advanced International Studies and a Senior Fellow of Center for International

Development (of which she was the founding Director) and the Herald L. and Caroline Ritch Emeritus

Professor of Sciences and Humanities in the Economics Department at Stanford University.. 

 Deposit insurance schemes are an example of this. Deposit insurance schemes are supposed
40

top prevent bank runs by persuading depositors that their money is safe. But depositors’ fears that they

might have to wait for their money prompted legislators to rethink deposit insurance schemes. See

Sebastian Schich, Financial Turbulence: Some Lessons Regarding Deposit Insurance, Financial Market

Trends No. 94, 55 ( Volume 2008/1) available at http://www.oecd.org/dataoecd/32/54/41420525.pdf 

 W illiam J. McDonough, Issues in Corporate Governance, The W illiam Taylor Memorial Lecture,
41

W ashington, D.C. (Sep. 29, 2002) available at

http://www.ny.frb.org/newsevents/speeches/2002/mcd020929.html . (McDonough was at one point the

chair of the Basle Committee on Banking Supervision, and he was Chairman of the Public Company

Accounting Oversight Board from 2003-2005 (PCAOB). The PCAOB is the body set up under the

Sarbanes-Oxley Act of 2002 to deal with post-Enron issues). 
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Think about what this statement suggests about the appropriate role of regulators.

The reference to “at least some form of regulation and official oversight” (emphasis

added) seems to suggest a limited role for regulators. Do you think this is what

McDonough really means? Is it realistic to think that markets can “operate in a fair,

transparent, and efficient manner”? Who should decide what “effective risk

management” requires - governments, financial firms, or investors/ depositors? Do

these questions become more or less complex when we think of how domestic

financial markets are linked to other domestic financial markets? If you were a US

banking regulator would you trust(a) US banks and/or (b) foreign banks to decide on

their own risk management principles? Would you trust financial trade associations

(groups of banks) to develop such principles? Would it make a difference which

foreign countries the banks were based in?

Note that these comments relate to institutional regulation - the regulation of firms

involved in the financial markets. Other types of rule regulate specific transactions -

for example disclosure rules and rules requiring approval of certain financial products

by regulators. 

At the end of 2001 Enron restated its financials for the prior four years, so that

earnings from 1997 to 2000 declined by $591 million, and debt for 2000 increased by $658

million. Enron subsequently went into bankruptcy.  The Enron mess and other corporate42

collapses and scandals involving companies including Tyco, Worldcom and Parmalat

prompted regulators and legislators to act to protect investor confidence. The scandals and

collapses raised a number of different questions about the regulation of financial markets

involving:

- the constraints on US corporate officers and directors

- ensuring that financial disclosures accurately reflect the financial condition of issuers of

securities (e.g. accounting for securitization, principles-based versus rules-based accounting

regulation, regulating auditors, certification of company accounts)

- how to make sure that financial analysts do not mislead investors as to the value of

securities

 Paul M. Healy, Krishna G. Palepu, The Fall of Enron, 17(2) J. OF ECON.PERSPECTIVES, 3, 4
42

(2003).
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- the role of credit rating agencies.43

McDonough said in 2002:

This past year brought widespread questioning of the quality and integrity of the information available

to the market and the behavior of some corporate executives. Although the developments that gave

rise to this questioning are regrettable, there has, in fact, been a positive side. The public uproar that

these developments have created and the turmoil they have generated in the financial markets have

been immensely powerful as forces for meaningful reform. I further believe that the painful

experiences of this year will help educate a generation of younger managers about the importance of

integrity and sound corporate governance based on independent oversight and strong internal

checks and balances. 44

In 2004 Alan Greenspan  also discussed the importance of trust in financial markets:45

Recent transgressions in financial markets have underscored the fact that one can hardly overstate

the importance of reputation in a market economy. To be sure, a market economy requires a

structure of formal rules—for example, a law of contracts, bankruptcy statutes, a code of shareholder

rights. But rules cannot substitute for character. In virtually all transactions, whether with customers

or with colleagues, we rely on the word of those with whom we do business. If we could not do so,

goods and services could not be exchanged efficiently. The trillions of dollars of assets that are

priced and traded daily in our financial markets before legal confirmation illustrate the critical role of

trust. Even when followed to the letter, rules guide only a few of the day-to-day decisions required of

business and financial managers. The rest are governed by whatever personal code of values that

managers bring to the table....

Over the past half century, the American public has embraced the protections of the myriad federal

agencies that have largely substituted government financial guarantees and implied certifications of

integrity for business reputation. As a consequence, the market value of trust so prominent in the

nineteenth century seemed unnecessary and by the 1990s appeared to have faded to a fraction of its

 Credit rating agencies such as Standard & Poors and Moodys are businesses which assign
43

ratings to firms and to the securities they issue which reflect the risks that the firms will default (the credit

risk). But credit rating agencies are paid by the firms they rate, which suggests to many observers that

they are subject to severe conflicts of interest. Such concerns have led policy makers to focus on

improving the regulation of credit rating agencies.

 McDonough speech, note ? above.
44

 Alan Greenspan was Chairman of the US Federal Reserve from 1987 to 2006.
45
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earlier level.

Presumably, we are better protected and, accordingly, better off as a consequence of these

governmental protections. But corporate scandals of recent years have clearly shown that the

plethora of laws of the past century have not eliminated the less-savory side of human behavior.

We should not be surprised then to see a re-emergence of the market value placed on trust and

personal reputation in business practice. After the revelations of corporate malfeasance, the market

punished the stock prices of those corporations whose behaviors had cast doubt on the reliability of

their reputations. Recent allegations on Wall Street of breaches of trust or even legality, if true, could

begin to undermine the very basis on which the world’s greatest financial markets thrive.46

In 2002 market participants also joined in talking about investor confidence:

Our industry, too, deserves a portion of the blame for the market's performance. The collapse of

Enron, and then WorldComm, led to concerns about the independence and integrity of the analysts

who evaluate whether companies are good investments. We have also faced questions about the

underwriting process, and whether allocations of initial public offerings were used to attract business

for firms.

All of these developments - the sharp drop in the market's performance, the revelations of corporate

fraud, and the doubts about Wall Street's role in the crisis - have led many investors to question the

wisdom of putting their hard-earned savings into stocks and bonds.

The survey we are releasing today shows that investors' attitudes toward the securities industry and

their brokers are at their lowest levels since we began our survey in 1995. Investors told us they are

most concerned about losing money in their stock investments and about dishonesty within the

marketplace. They told us that we, the industry, should be more honest and trustworthy and be more

willing to punish the wrongdoers.

Against this backdrop, we have convened our annual meeting around the theme of "building

confidence." That's where our focus must be right now. It's vitally important that we address investor

concerns and restore trust in the financial markets.

But we must not lose sight of the fact that we are "building confidence" on a firm foundation of

experience, skill, and knowledge. The SIA has drawn deeply on these qualities over the past year as

we have set ourselves to the task of restoring and sustaining investor trust.47

 46
http://www.federalreserve.gov/boarddocs/speeches/2004/20040416/default.htm

 Allen B. Morgan, Jr., SIA Chairman, Building Investor Confidence, Speech to the Securities
47

Industry Association Annual Conference (Nov. 7, 2002) available at

http://archives2.sifma.org/speeches/html/morgan_meeting02.html .The SIA was a trade association for

securities firms which merged with the Bond Market Association, another financial industry trade

association, to become SIFMA. See http://www.sifma.org/ .
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Although many of the events which created doubts about corporate governance and

financial regulation in recent years occurred in the US, regulators in other jurisdictions were

also concerned about investor confidence. But as many in the US were focusing on the costs

of new rules, market participants and policy makers in other parts of the world also focused

on the costs of regulation. In 2005 the EU’s then Internal Market Commissioner, Charlie

McCreevy, said that he wanted to make sure that businesses were not subjected to

excessive regulation:

I want to make life easier for our companies. When I finish at the Commission, there is just one

question I will ask myself: have I helped to create a better, simpler and lighter regulatory framework

for doing business in the EU that works? And have I blocked some of the more extravagant ideas

that business might otherwise have been burdened with? That is my personal benchmark.

Europe has to strive to be the best in the world, and nothing less. Strive to have a better regulatory

framework than our competitors – business driven, prudentially sound, and sensible – with

responsible levels of investor protection. We should aim to be the model for the emerging capital

markets – and be open to innovative ways to cooperate with China, India, Brazil. And of course the

United States.48

Notice the reference at the end of this passage to co-operation with the US. The US’

Sarbanes-Oxley Act of 2002  included a number of provisions which adversely affected49

foreign issuers of securities which had issued their securities in the US. After pressure from

the EU the SEC worked to mitigate these harsh effects, and (again in 2005) Charlie

McCreevy talked positively about the EU/US relationship:

We have an excellent financial markets relationship with the United States. No tension. Simple matter

of fact meetings. Got a regulatory problem? Then let’s sit down and work it through. That's our

approach. Informal. Without the bureaucratic baggage. Without the "after you Cecil" language.

Straight talking to resolve problems. And it works. This week we have seen another positive indicator

– a point we have been consistently raising with them – that the US SEC has made a proposal to

resolve the US deregistration problem. So the Hotel California is beginning to open and foreign

 See Charlie McCreevy, European Commissioner for Internal Market and Services, Towards a
48

Better Regulated European Capital Market, London Stock Exchange Christmas Lunch, London, 16

December 2005 at

http://europa.eu/rapid/pressReleasesAction.do?reference=SPEECH/05/793&format=HTML&aged=0&lang

uage=EN&guiLanguage=fr 

 Sarbanes-Oxley Act of 2002, Pub. L. 107-204, 116 Stat. 745, July 30, 2002. 
49
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issuers may be able to leave more easily. The SEC has delivered these proposals bang on time (i.e.

exactly when they said they would). We are checking the details with our industry, but it is certainly a

positive signal showing the willingness of our American counterparts to find a solution.50

These passages address some important issues in financial regulation. Some

regulation is necessary to address market failures, but too much regulation imposes

costs on financial firms. The firms will be able to pass some of these costs on to their

customers but high levels of regulatory costs may discourage customers from

transacting with financial firms. Scandals tend to produce new rules as politicians and

regulators want to appear to be taking the problems seriously. And new rules

introduced in a rush may not always be the best rules to address the problems.

Sometimes new rules are not really what is needed (although extra enforcement

efforts may be desirable). Who should make the rules - corporates, financial firms,

trade associations, regulators (state or federal), or legislatures? Does business driven

regulation mean that businesses should make the rules?

Do you think that different jurisdictions should try to compete with each other in terms

of regulation? Is this sort of competition desirable? How does this competition fit in

with the sort of negotiation that McCreevy describes?

The global financial crisis illustrated the interconnection of the financial markets in

different parts of the world. Már Gudmundsson said in a speech in September 2008:51

The current global financial crisis has now lasted more than a year, with no immediate end in sight.

The crisis was triggered by increasing defaults on subprime mortgages and the turn of the housing

cycle in the United States. Subsequently, the credit ratings of structured products, wholly or partly

based on these mortgages, were significantly downgraded, raising uncertainty about the valuation of

such products.

It was at this point that the banks at the centre of the financial system were hit much more speedily

than most had envisaged before the crisis. Thus the drying-up of the market for asset-backed

commercial paper created pressure on banks' funding liquidity. The reason was that the banks

 Id.
50

 See 
51

http://www.bis.org/speeches/sp081119.htm  . At the time he was Deputy Head of the

Monetary and Economic Department of the BIS (Bank for International Settlements) and he became

Governor of the Central Bank of Iceland in 2009.
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needed, for legal or reputational reasons, to provide their special purpose vehicles with liquidity or to

bring them back onto their balance sheets. Thus, the banks needed to make more use of their own

funding liquidity at the same time as their future liquidity needs were becoming both bigger and more

uncertain. On top of this, they were becoming more uncertain about the creditworthiness of other

banks, as they did not know where the exposure to the toxic subprime and structured product stuff

was, or which banks might face problems because they would be forced into a distressed sale of

assets due to a lack of funding liquidity. The result was a generalised hoarding of funding liquidity,

which might have been rational from the standpoint of individual banks but was disastrous for the

system as a whole.

This hoarding of funding liquidity made the crisis come to the fore in the drying-up of market liquidity

in interbank money markets in the United States and in Europe on 9 August last year. This in turn

prompted central banks in these regions to inject massive amounts of liquidity in order to stop money

market interest rates from rising far above targeted levels.

We now know that this was only the beginning. What at first seemed mostly to be a US problem is

now increasingly a global problem. What at first seemed to be valuation problems in specific

segments of financial markets have turned into a broader-based downturn in asset prices. What at

first seemed to be a liquidity problem has turned into major losses and writedowns of bank capital.

We are currently in a phase of this crisis where significant parts of the financial system in advanced

economies are being forced to reduce their assets relative to capital, that is, to reduce what is called

leverage. The reason is that the current level of leverage of many financial institutions implies a

higher level of risk than they can manage in this environment of higher funding costs, increased

volatility of most financial prices and more uncertainty. The deleveraging can take place through the

raising of additional capital, which is currently becoming more difficult, or the disposal of assets and

use of the proceeds to repay debt. However, a deleveraging of the whole financial sector, as distinct

from individual institutions in normal market conditions, is a painful process involving asset price

deflation and a lack of market liquidity.

The impairment of the wholesale money market along with higher funding costs and shorter available

maturities has made many business models untenable. Those relying on short-term funding in

wholesale money markets have been particularly vulnerable. This was the undoing of Northern Rock

and contributed to the downfall of investment banks. One result of the decline of wholesale funding

has been a significantly higher degree of competition for deposits, particularly in Europe.

The metamorphosis of the crisis from its initial stages to now is easier to understand when we realise

that it had deeper causes than the faults in US subprime loan origination and the associated

securitisation process. The crisis was preceded by a period of low real interest rates and easy access

to credit, which fuelled risk-taking and debt accumulation. In the United States, it was the case both

for households and for the financial sector itself. However, although the increased indebtedness of

the US household sector was plain for everybody to see, the increased leverage of the financial

sector was somewhat hidden. One reason was that the leverage was partly accumulating in what is

now being called the shadow banking system. Another reason was that the focus on risk metrics like
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value-at-risk and the use of short time series as inputs allowed the low recent volatility of asset prices

to mask the increase in leverage.

In the United States, easy credit conditions were made even more so by global current account

imbalances and the willingness of foreign governments to finance the US current account deficit.

Easy monetary policy in the aftermath of the bursting of the tech stock bubble in 2001 might also

have contributed at the margin, although easy credit preceded it.

Last but not least, financial innovation contributed to debt accumulation. In particular, the

originate-to-distribute model made it possible to originate loans - especially mortgages - to

households, securitise them in large quantities, slice and dice them into differently rated tranches,

and then sell them all over the world to both risk-averse and risk-seeking investors. The effect was

that loan origination was less constrained by the balance sheet capacity of banks.

One result of this setup was that risk was apparently spread away from the institutions that are critical

for the overall functioning and stability of the financial system, which should be good from the

standpoint of financial stability. However, as it turned out, the distribution was less then met the eye,

as the asset-backed securities were often held by special purpose vehicles closely associated with

the banks originating them. Some commentators have for this reason called the arrangement

"originate and pretend to distribute". Furthermore, as the value of structured products was potentially

unstable and would become very uncertain at the first sign of stress and illiquidity in financial

markets, what was distributed was not only risk, but also uncertainty and fear.

The upshot of all of this was the underpricing of risk. This underpricing was widely recognised in the

central banking community, and by others, and was expected to result in significant repricing, which

would in all probability be associated with lower asset values and a downturn in the credit cycle. What

nobody knew, of course, was the timing of this repricing; nor did anyone anticipate the speed and

ferocity of the change or the degree to which it would, in the first round, affect the core of the financial

system. 

The “shadow banking system” Gudmundsson refers to involves non-bank institutions

which behave like banks, borrowing short (issuing commercial paper, which is short term

debt) and lending long. These non-bank entities have not been regulated in the same way

that banks are, and have not been part of deposit insurance systems, nor have they had

access to lender of last resort facilities available to banks, although AIG, which was a

shadow bank) was bailed out by the US Government in 2008. The Congressional

Oversight Panel criticized this bailout:

At its peak, American International Group (AIG) was one of the largest and most successful

companies in the world, boasting a AAA credit rating, over $1 trillion in assets, and 76 million

customers in more than 130 countries. Yet the sophistication of AIG.s operations was not matched by

an equally sophisticated risk-management structure. This poor management structure, combined with
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a lack of regulatory oversight, led AIG to accumulate staggering amounts of risk, especially in its

Financial Products subsidiary, AIG Financial Products (AIGFP). Among its other operations, AIGFP

sold credit default swaps (CDSs), instruments that would pay off if certain financial securities,

particularly those made up of subprime mortgages, defaulted. So long as the mortgage market

remained sound and AIG.s credit rating remained stellar, these instruments did not threaten the

company’s financial stability.

The financial crisis, however, fundamentally changed the equation on Wall Street. As

subprime mortgages began to default, the complex securities based on those loans threatened to

topple both AIG and other long-established institutions. During the summer of 2008, AIG faced

increasing demands from their CDS customers for cash security . known as collateral calls totaling

tens of billions of dollars. These costs put AIG.s credit rating under pressure, which in turn led to

even greater collateral calls, creating even greater pressure on AIG’s credit. 

By early September, the problems at AIG had reached a crisis point. A sinkhole had

opened up beneath the firm, and it lacked the liquidity to meet collateral demands from its customers.

In only a matter of months AIG.s worldwide empire had collapsed, brought down by the company’s

insatiable appetite for risk and blindness to its own liabilities.

AIG sought more capital in a desperate attempt to avoid bankruptcy. When the company

could not arrange its own funding, Federal Reserve Bank of New York President Timothy Geithner,

who is now Secretary of the Treasury, told AIG that the government would attempt to orchestrate a

privately funded solution in coordination with JPMorgan Chase and Goldman Sachs. A day later, on

September 16, 2008, FRBNY abandoned its effort at a private solution and rescued AIG with an $85

billion, taxpayer-backed Revolving Credit Facility (RCF). These funds would later be supplemented by

$49.1 billion from Treasury under the Troubled Asset Relief Program (TARP), as well as additional

funds from the Federal Reserve, with $133.3 billion outstanding in total. The total government

assistance reached $182 billion....

The government failed to exhaust all options before committing $85 billion in taxpayer funds.

In previous rescue efforts, the federal government had placed a high priority on avoiding direct

taxpayer liability for the rescue of private businesses. For example, in 1998, the Federal Reserve

pressed private parties to prevent the collapse of Long-Term Capital Management, but no

government money was used. In the spring of 2008, the Federal Reserve arranged for the sale of

Bear Stearns to JPMorgan Chase. Although the sale was backed by $28.2 billion of federal loans,

much of the risk was borne by private parties.

With AIG, the Federal Reserve and Treasury broke new ground. They put U.S. taxpayers

on the line for the full cost and the full risk of rescuing a failing company.

During the Panel.s meetings, the Federal Reserve and Treasury repeatedly stated that they

faced a “binary choice”: either allow AIG to fail or rescue the entire institution, including payment in

full to all of its business partners. The government argues that AIG.s failure would have resulted in

chaos, so that a wholesale rescue was the only viable choice. The Panel rejects this all-or-nothing

reasoning. The government had additional options at its disposal leading into the crisis, although
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those options narrowed sharply in the final hours before it committed $85 billion in taxpayer dollars.

For example, the federal government could have acted earlier and more aggressively to

secure a private rescue of AIG. Government officials, fully aware that both Lehman Brothers and AIG

were on the verge of collapse, prioritized crafting a rescue for Lehman while they left AIG to attempt

to arrange its own funding. By the time the Federal Reserve Bank reversed that approach, leaving

Lehman to collapse into bankruptcy without help and concluding that AIG posed a greater threat to

financial stability, time to explore other options was short. The government then put the efforts to

organize a private AIG rescue in the hands of only two banks, JPMorgan Chase and Goldman Sachs,

institutions that had severe conflicts of interest as they would have been among the largest

beneficiaries of a taxpayer rescue.

When that effort failed, the Federal Reserve decided not to press major lenders to participate

in a private deal or to propose a rescue that combined public and private funds. As Secretary

Geithner later explained to the Panel it would have been irresponsible and inappropriate in his view

for a central banker to press private parties to participate in deals to which the parties were not

otherwise attracted. Nor did the government offer to extend credit to AIG only on the condition that

AIG negotiate discounts with its financial counterparties. Secretary Geithner later testified that he

believed that payment in full to all AIG counterparties was necessary to stop a panic. In short, the

government chose not to exercise its substantial negotiating leverage to protect taxpayers or to

maintain basic market discipline. 

There is no doubt that orchestrating a private rescue in whole or in part would have been a

difficult – perhaps impossible – task, and the effort might have met great resistance from other

financial institutions that would have been called on to participate. But if the effort had succeeded, the

impact on market confidence would have been extraordinary, and the savings to taxpayers would

have been immense. Asking for shared sacrifice among AIG.s counterparties might also have

provoked substantial opposition from Wall Street. Nonetheless, more aggressive efforts to protect

taxpayers and to maintain market discipline, even if such efforts had failed, might have increased the

government.s credibility and persuaded the public that the extraordinary actions that followed were

undertaken to protect them.

The rescue of AIG distorted the marketplace by transforming highly risky derivative bets into

fully guaranteed payment obligations. In the ordinary course of business, the costs of AIG.s inability

to meet its derivative obligations would have been borne entirely by AIG.s shareholders and creditors

under the well-established rules of bankruptcy. But rather than sharing the pain among AIG’s

creditors, an outcome that would have maintained the market discipline associated with credit risks .

the government instead shifted those costs in full onto taxpayers out of a belief that demanding

sacrifice from creditors would have destabilized the markets. The result was that the government

backed up the entire derivatives market, as if these trades deserved the same taxpayer backstop as

savings deposits and checking accounts. 

One consequence of this approach was that every counterparty received exactly the same

deal: a complete rescue at taxpayer expense. Among the beneficiaries of this rescue were parties
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whom taxpayers might have been willing to support, such as pension funds for retired workers and

individual insurance policy holders. But the across-the-board rescue also benefitted far less

sympathetic players, such as sophisticated investors who had profited handsomely from playing a

risky game and who had no reason to expect that they would be paid in full in the event of AIG.s

failure. Other beneficiaries included foreign banks that were dependent on contracts with AIG to

maintain required regulatory capital reserves. Some of those same banks were also counterparties to

other AIG CDSs.

Throughout its rescue of AIG, the government failed to address perceived conflicts of interest.

People from the same small group of law firms, investment banks, and regulators appeared in the

AIG saga in many roles, sometimes representing conflicting interests. The lawyers who represented

banks trying to put together a rescue package for AIG became the lawyers to the Federal Reserve,

shifting sides within a matter of minutes. Those same banks appeared first as advisors, then potential

rescuers, then as counterparties to several different kinds of agreements with AIG, and ultimately as

the direct and indirect beneficiaries of the government rescue. The composition of this tightly

intertwined group meant that everyone involved in AIG.s rescue had the perspective of either a

banker or a banking regulator. These entanglements created the perception that the government was

quietly helping banking insiders at the expense of accountability and transparency....

The government’s actions in rescuing AIG continue to have a poisonous effect on the

marketplace. By providing a complete rescue that called for no shared sacrifice among AIG.s

creditors, the Federal Reserve and Treasury fundamentally changed the relationship between the

government and the country.s most sophisticated financial players. Today, AIG enjoys a five-level

improvement in its credit rating based solely on its access to government funding on generous terms.

Even more significantly, markets have interpreted the government’s willingness to rescue AIG as a

sign of a broader implicit guarantee of ”too big to fail” firms. That is, the AIG rescue demonstrated

that Treasury and the Federal Reserve would commit taxpayers to pay any price and bear any

burden to prevent the collapse of America’s largest financial institutions, and to assure repayment to

the creditors doing business with them. So long as this remains the case, the worst effects of AIG.s

rescue on the marketplace will linger...

Through a series of actions, including the rescue of AIG, the government succeeded in

averting a financial collapse, and nothing in this report takes away from that accomplishment. But this

victory came at an enormous cost. Billions of taxpayer dollars were put at risk, a marketplace was

forever changed, and the confidence of the American people was badly shaken. 52

 Congressional Oversight Panel, The AIG Rescue, Its Impact on Markets, and the
52

Government's Exit Strategy, 7-10 (Jun. 10, 2010).
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3.0 INSTITUTIONS OF TRANSNATIONAL FINANCIAL REGULATION

Rules of financial regulation, and the rules of private law which help to constitute

cross-border transactions, are artefacts of domestic legal systems. However, activity which

crosses territorial boundaries raises questions about what law applies, and how law applies

to those transactions. Domestic regulators, legislatures and courts are actors in transnational

financial law because of cross-border transactions and the cross-border characteristics of

many financial firms. 

Parties to transnational transactions can choose which rules of contract law apply to

their transactions, subject to the risk that in a particular jurisdiction (with which the

transaction is connected in some way) some rules of contract law or non–contract law will be

treated as being mandatory and not able to be contracted around (for example, fiduciary

duties, rules of securities regulation, and anti-trust law). Cross-border transactions raise

issues of choice of law and jurisdiction, and domestic courts are involved in applying the

relevant rules. Some cross-border transactions include arbitration provisions. Parties to

transnational transactions can avoid the application of certain legal rules by avoiding

connections with certain jurisdictions. 

Financial regulators based in different jurisdictions increasingly work together to

regulate transnational financial activity, through Memoranda of Understanding (MOUs),

through transnational standard-setting organizations, and in the context of supervision and

enforcement.

At the supranational level there are international organizations which have an interest

in financial markets and financial regulation. Different organizations have different mandates

and structures. Some inter-governmental organizations, such as the Basel Committee on

Banking Supervision, IOSCO (International Organisation of Securities Commissions), and

the IAIS (International Association of Insurance Supervisors) are essentially collaborative,

technocratic organizations with the power to develop non-binding recommendations,

principles and standards. The Basel Committee on Banking Supervision (BCBS) describes

itself as follows:

The Basel Committee on Banking Supervision provides a forum for regular cooperation on banking

supervisory matters. Its objective is to enhance understanding of key supervisory issues and improve

the quality of banking supervision worldwide.

The Committee's members come from Argentina, Australia, Belgium, Brazil, Canada, China, France,

Germany, Hong Kong SAR, India, Indonesia, Italy, Japan, Korea, Luxembourg, Mexico, the

Netherlands, Russia, Saudi Arabia, Singapore, South Africa, Spain, Sweden, Switzerland, Turkey,
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the United Kingdom and the United States.  The present Chairman of the Committee is Mr Stefan53

Ingves, Governor of Sveriges Riksbank...

Public consultation is an integral element of the Basel Committee's standard setting process.54

In contrast to intergovernmental/inter-regulator organizations, the European Union has

supranational institutions which function like a legislature, creating rules which are binding on

its Member States and, in some circumstances, on people and businesses within those

Member States.  Traditionally the EU has legislated for financial regulation using directives55

which require implementation in the Member States and thus function as instructions to the

Member States to introduce rules which give effect to the provisions of the directives. More

recently the EU has moved to trying to use regulations in some cases.  Regulations take56

effect directly within the legal systems of the Member States without any need for, or

possibility of, implementing action by the Member States (like a federal statute). And as of

the beginning of 2011, the EU has a European Systemic Risk Board and a set of sectoral

supervisory authorities (basically a reworking of existing institutions):the European Banking

 Of these 27 members, 14 were invited to join the Committee during 2009. See BIS, Press
53

Release, The Basel Committee Broadens its Membership (Jun. 10, 2009) at

http://www.bis.org/press/p090610.htm   (announcing invitation to join the Committee to Argentina,

Indonesia, Saudi Arabia, South Africa, Turkey, Hong Kong and Singapore); BIS, Press Release,

Expansion of Membership Announced by the Basel Committee (Mar. 13, 2009) at

http://www.bis.org/press/p090313.htm   (announcing invitation to join the Committee to Australia, Brazil,

China, India, Korea, Mexico and Russia). Before 2009 the Committee had a much more limited

membership. The expansion of membership was designed to enhance the perceived legitimacy of the

Committee’s work. Compare the IMF’s moves to change its governance arrangements referred to at note

3 above. 

 See 
54

http://www.bis.org/bcbs/index.htm .

 The EU with its complex institutional structures has a closer resemblance to a federal
55

government than other supranational standard-setters, and has focused greater attention on issues of

governance and consultation. See, e.g., EU Commission, W hite Paper on European Governance,

COM(2001) 428 final (Jul. 25, 2001); EU Commission, Communication from the Commission, Towards a

reinforced culture of consultation and dialogue - General principles and minimum standards for

consultation of interested parties by the Commission, 10, COM (2002) 704 final (Dec. 11, 2002). 

 See, e.g., Regulation (EC) No 1060/2009 of the European Parliament and of the Council of 16
56

September 2009 on credit rating agencies, OJ No. L 302/ 1 (Nov. 17, 2009) at

http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2009:302:0001:0031:EN:PDF .
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Authority (EBA),  the European Securities and Markets Authority (ESMA),  and the57 58

European Insurance and Occupational Pensions Authority (EIOPA).  Michel Barnier the59

Internal Market Commissioner, stated:

The crisis highlighted only too clearly the limits and sometimes the failings of our supervision system

in Europe. The accumulation of excessive risk was not detected. Surveillance and supervision were

not effective in time. When transnational financial institutions faced problems, the coordination

between national authorities was far from optimal, and this even though these institutions are more

and more numerous.

Europe is learning the lessons from the crisis and that is why today, it is giving itself a new apparatus

of surveillance and supervision. To detect problems early and to act in time – in a coordinated and

efficient way. This new structure are the control tower and the radar screens that the financial sector

needs,

The European Systemic Risk Board will monitor the entire financial sector, to identify potential

problems which could contribute to a crisis in the future.

It will work in close cooperation with the new European Supervisory Authorities. These will not

replace national authorities and our objective is not to transfer the control of financial institutions to

the EU. Our aim is to create a network of authorities, where the national authorities are responsible

for the daily surveillance, and the European authorities – using the expertise of the national

authorities and working hand in hand with them – are responsible for coordination, monitoring and if

need be arbitration between national authorities, and will contribute to the harmonisation of technical

rules applicable to financial institutions.

With this new framework of financial supervision in Europe in place, we are putting into effect in

practical terms the lessons learnt from the crisis. This framework is at the heart of the ongoing

financial reforms. It is the foundation on which all other reforms are based – for example those for

credit rating agencies, hedge funds, derivatives, stress tests etc. Together, these measures will

enhance consumer protection. And they will contribute to ensuring the taxpayer is not again the first

in line to bear the costs of a crisis.

This move forward also demonstrates that Europe is leading the way and upholding its international

commitments. These new authorities will work with others across the world to ensure better global

 See 
57

http://www.eba.europa.eu/ .

 See 
58

http://www.esma.europa.eu/ .

 See 
59

http://eiopa.europa.eu/ .
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supervision.  60

In response to the European sovereign debt crisis the Eurozone (the 18 countries

within the 28 member EU which have adopted the euro as their currency) has agreed on a

European Banking Union with a single supervisory mechanism for its banks,  which is to be61

administered by the European Central Bank (ECB). The Eurozone is also working on

agreeing a Single Resolution Mechanism for banks in the European Banking Union.  It is not62

clear how the European Banking Union will interact with the EU’s single market in financial

services.

The IMF is a treaty-based international organization which was founded in 1944 to

govern the international monetary system to assure exchange rate stability and encourage

IMF members to do away with exchange restrictions.  The IMF lends money to its member63

countries when they have needs for funding they are not able to meet in the financial

markets: the financial crisis increased demand for funds from the IMF. The IMF has funds

available for crisis lending: Iceland benefitted from this facility.  As part of its lending64

programs, the IMF examines the economies of the countries to which it lends, including their

 EU Commission, a Turning Point for the European Financial Sector, MEMO/11/1 (Jan. 1,
60

2011).

 Council Regulation (EU) No 1024/2013 Conferring Specific Tasks on the European Central
61

Bank Concerning Policies Relating to the Prudential Supervision of Credit Institutions, OJ No L 287/63

(Oct 29, 2013) at

http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2013:287:0063:0089:EN:PDF ; Regulation

(EU) No 1022/2013 amending Regulation (EU) No 1093/2010 Establishing a European Supervisory

Authority (European Banking Authority) as Regards the Conferral of Specific Tasks on the European

Central Bank Pursuant to Council Regulation (EU) No 1024/2013, OJ No. L 287/5 (Oct. 29, 2013) at

http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2013:287:0005:0014:EN:PDF .

 Proposal for a Regulation Establishing Uniform Rules and a Uniform Procedure for the
62

Resolution of Credit Institutions and Certain Investment Firms in the Framework of a Single Resolution

Mechanism and a Single Bank Resolution Fund and Amending Regulation (EU) No 1093/2010 of the

European Parliament and of the Council, COM(2013) 520 final (Jul. 10, 2013).

 You can find the Articles of Agreement of the International Monetary Fund at
63

http://www.imf.org/external/pubs/ft/aa/index.htm  .

 See, e.g., IMF, IMF Completes First Review Under Stand-By Arrangement with Iceland,
64

Extends Arrangement, and Approves US$167.5 Million Disbursement, Press Release No. 09/375 (Oct.

28, 2009) at http://www.imf.org/external/np/sec/pr/2009/pr09375.htm  ; IMF, Iceland: Financial System

Stability Assessment—Update, IMF Country Report No. 08/368 (Dec. 2008) available at

http://www.imf.org/external/pubs/ft/scr/2008/cr08368.pdf .
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bank regulatory systems.  The IMF’s interest in monitoring the financial soundness of its65

members, especially of its borrowers, gives it an interest in regulation as a mechanism for

promoting financial stability. The IMF has been criticized with respect to the requirements it

imposes on borrowing countries. For example, commentators have argued that requiring

privatization can be harmful: requiring privatization of the water industry tends to lead to

charges for the provision of clean water which means that poor people do not have access to

clean water.  The IMF has recently been working to address some of the concerns about its66

role by emphasizing transparency as an accountability mechanism.67

Ten years before the global financial crisis, the Asian financial crisis  led to the68

development of the Financial Stability Forum (FSF), which was established in 1999. The FSF

was designed to bring together representatives of national central banks, supervisory

authorities and treasury departments, international financial institutions (e.g. the IMF and the

World Bank), international regulatory and supervisory groupings, committees of central bank

experts and the European Central Bank. In 2009 the FSF was reborn as the Financial

 See, e.g., id. And consider the comments of Poul Thomsen, the IMF’s mission chief for Iceland:
65

“Iceland allowed a very oversized banking system to develop—a banking system that significantly

outstripped the authorities' ability to act as a lender of last resort when the system ran into trouble. Only a

few years ago, Iceland had a banking system that was the normal size. But after the privatization of the

banking sector was completed in 2003, the banks increased their assets from being worth slightly more

than 100 percent of GDP to being worth close to 1,000 percent of GDP.

W hen confidence problems intensified this fall, Iceland was one of the first victims because the market

realized that the banking system was far too big relative to the size of the economy. As investors started to

pull out, it quickly spilled over into trouble for the Icelandic króna. W ithin a week the three banks collapsed,

the króna's value dropped by more than 70 percent, and the stock market lost more than 80 percent of its

value. For a small economy that is totally dependent on imports, this was a crisis of huge proportions.”

Camilla Andersen, Iceland Gets Help to Recover From Historic Crisis, IMF Survey Online (Dec. 2, 2008)

available at http://www.imf.org/external/pubs/ft/survey/so/2008/int111908a.htm .

 See e.g.,
66

http://www.jubileeusa.org/fileadmin/user_upload/Resources/Policy_Archive/Debt_and_W ater_2004.pdf .

 See, e.g., IMF, Transparency is Key to Accountability (Jan. 11, 2010) at
67

http://www.imf.org/external/np/exr/cs/news/2010/cso110.htm  .

 See, e.g., IMF, Recovery from the Asian Crisis and the Role of the IMF (Jun. 2000) at
68

http://www.imf.org/external/np/exr/ib/2000/062300.htm  (“The crises that began in Thailand with a series of

speculative attacks on the baht unfolded after several decades of outstanding economic performance in

Asia. Although the circumstances varied among the countries concerned, the difficulties stemmed

primarily from a combination of macroeconomic imbalances (even though government budgets were

broadly in balance and inflation rates were modest), external developments, and weakness in financial

and corporate systems. The external imbalances were a reflection both of strong private capital inflows

and of high domestic private investment rates, and were exacerbated, prior to the crisis, by appreciation of

the U.S. dollar to which the currencies of the countries concerned were formally or informally pegged.”)
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Stability Board:  69

In November 2008, the Leaders of the G20 countries called for a larger membership of the FSF. A

broad consensus emerged in the following months towards placing the FSF on stronger institutional

ground with an expanded membership - to strengthen its effectiveness as a mechanism for national

authorities, standard setting bodies and international financial institutions to address vulnerabilities

and to develop and implement strong regulatory, supervisory and other policies in the interest of

financial stability. 

As announced in the G20 Leaders Summit of April 2009, the expanded FSF was re-established as

the Financial Stability Board (FSB) with a broadened mandate to promote financial stability.  70

In April 2009 the G20 issued a Declaration on Strengthening the International

Financial System which stated:

We, the Leaders of the G20, have taken, and will continue to take, action to strengthen regulation

and supervision in line with the commitments we made in Washington to reform the regulation of the

financial sector. Our principles are strengthening transparency and accountability, enhancing sound

regulation, promoting integrity in financial markets and reinforcing international cooperation.... In

particular, we have agreed the following major reforms. 

We have agreed that the Financial Stability Forum should be expanded, given a broadened mandate

to promote financial stability, and re-established with a stronger institutional basis and enhanced

capacity as the Financial Stability Board (FSB).

The FSB will:

• assess vulnerabilities affecting the financial system, identify and oversee action needed to address

them;

• promote co-ordination and information exchange among authorities responsible for financial

stability;

• monitor and advise on market developments and their implications for regulatory policy;

• advise on and monitor best practice in meeting regulatory standards;

• undertake joint strategic reviews of the policy development work of the international Standard

Setting Bodies to ensure their work is timely, coordinated, focused on priorities, and addressing gaps;

• set guidelines for, and support the establishment, functioning of, and participation in, supervisory

colleges, including through ongoing identification of the most systemically important cross-border

firms;

 See 
69

http://www.financialstabilityboard.org/ .

 
70

http://www.financialstabilityboard.org/about/history.htm  .

30

http://www.financialstabilityboard.org/
http://www.financialstabilityboard.org/about/history.htm


Bradley International Finance: Chapter 1: Introduction January 8, 2014

• support contingency planning for cross-border crisis management, particularly with respect to

systemically important firms; and

• collaborate with the IMF to conduct Early Warning Exercises to identify and report to the IMFC and

the G20 Finance Ministers and Central Bank Governors on the build up of macroeconomic and

financial risks and the actions needed to address them.

Members of the FSB commit to pursue the maintenance of financial stability, enhance the openness

and transparency of the financial sector, and implement international financial standards (including

the 12 key International Standards and Codes), and agree to undergo periodic peer reviews, using

among other evidence IMF / World Bank public Financial Sector Assessment Program reports. The

FSB will elaborate and report on these commitments and the evaluation process.

We welcome the FSB’s and IMF’s commitment to intensify their collaboration, each complementing

the other’s role and mandate.71

The G20 also agreed to strengthen international co-operation, prudential regulation, to

ensure systemically important institutions are subject to regulation, “to ensure compensation

structures are consistent with firms’ long-term goals and prudent risk taking,” to deal with tax

havens and territories which do not comply with money laundering controls, to improve

accounting standards, and to regulate credit rating agencies more effectively. 

The World Bank does not have a specific focus on financial regulation, although it has

in recent years been interested in financial law and corporate governance as aspects of

governance seen as crucial to economic development.  A 2008 working paper stated:72

The process of globalization and financial development has been prone to crises. Over the long run,

financial development is expected to support economic growth and poverty reduction. But, along the

way, even relatively mature financial systems are vulnerable to systemic banking crises, cycles of

booms and busts, and financial volatility. This appears to be partly intrinsic and partly due to policy

mistakes. It arises as banks expand and capital markets generate new financial products. This entails

new, unfamiliar, risks for financial intermediaries and regulators. Furthermore, as countries become

more open to capital flows, crises are more easily transmitted across borders. The positive long-run

 See 
71

http://www.treasury.gov/resource-center/international/g7-g20/Documents/London%20April%202009%20Fi

n_Deps_Fin_Reg_Annex_020409_-_1615_final.pdf.

 See, e.g., Asli Demirgüç-Kunt & Ross Levine, Finance, Financial Sector Policies, and Long-run
72

Growth, W orld Bank Policy Research W orking Paper No. 4469 (Nov. 2008) available at

http://www-wds.worldbank.org/external/default/W DSContentServer/W DSP/IB/2008/01/07/000158349_200

80107115116/Rendered/PDF/wps4469.pdf .
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relationship between financial development and growth coexists with a negative short-run relationship

through financial fragility...

The most direct channel linking the developed world to the financial crisis emanating from the

developed world in 2008 is through exposure to assets that are at the heart of the crisis, notably

(though not only) the sub-prime mortgages. However, the more important channels for most

developing countries will probably be indirect, notably through trade (via declining demand for

developing- country exports or declining export process, including commodities), investment (as

external finance contracts) and remittances (also stemming from the recession in the developed

world).73

Other UN agencies have been involved in the negotiation of treaties which have an

impact on financial transactions. For example, UNCITRAL, the United Nations Model

Commission on International Trade Law, has developed a Model Law on Cross-Border

Insolvency,  and a Convention on the Assignment of Receivables in International Trade.  74 75

Non-UN international organizations may also be involved in developing harmonized

standards relevant to financial transactions. For example, Unidroit, the International Institute

for the Unification of Private Law,  has developed a Convention on Substantive Rules for76

Intermediated Securities (securities held not directly by investors but indirectly through an

intermediary such as a broker).  The OECD focuses on a range of issues relating to77

financial markets from general financial market trends  to corporate governance  and78 79

investor education.80

These interactions between domestic and supranational institutions can be seen as

 The W orld Bank, Development Research Group, Lessons from W orld Bank Research on
73

Financial Crises, 3-4, Policy Research W orking Paper 4779 (Nov. 2008).

 See 
74

http://www.uncitral.org/uncitral/en/uncitral_texts/insolvency/1997Model.html  . See also,

e.g., http://global.abiworld.org/ .

 See 
75

http://www.uncitral.org/uncitral/uncitral_texts/security/2001Convention_receivables.html .

 
76

http://www.unidroit.org/dynasite.cfm  

 Convention on Substantive Rules for Intermediated Securities (Geneva, 2009) at
77

http://www.unidroit.org/english/conventions/2009intermediatedsecurities/main.htm  .

 
78

http://www.oecd.org/document/36/0,3343,en_2649_34849_1962020_1_1_1_37467,00.html

 See 
79

http://www.oecd.org/corporate/ .

 See 
80

http://www.oecd.org/daf/fin/financial-education/ .
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forming a system of multi-level governance or regulatory networks for financial market

activity. Here is an excerpt from a paper discussing some of the issues that arise in multi-

level systems:81

Over time, supranational standard-setters have begun to formalise their standard-setting processes,

developing their practices for consulting on proposed standards, and even establishing consultation

policies.  However, the different organizations approach consultation and the reporting of the results82

of consultation differently,  and there is, so far, no harmonised supranational administrative law.83 84

Consultation processes which exclude groups which are affected by harmonised rules because of a

lack of transparency,  or because the issues are framed in ways which make the views of affected85

groups seem irrelevant, lack legitimacy. Consumers and the organisations which represent their

interests are more likely than financial firms to be excluded from effective participation in

supranational standard-setting due to the combined effects of opaque processes, framing, and lack

of resources.

Some harmonised rules are set out in binding legal instruments, others are only hortatory.

Even the EU’s binding harmonisation measures sometimes leave to the Member States some

discretion about how to implement the directives within their domestic legal systems.  Non-binding86

 Caroline Bradley, Financial Trade Associations and Multilevel Regulation. A version of this
81

paper was published in Ramses W essel, Andreas Follesdal & Jan W outers eds., Multilevel Regulation

and the EU: The Interplay between Global, European and National Normative Processes (2008) (footnote

numbering adjusted for this document).

 See, e.g., IOSCO, Executive Committee, IOSCO Consultation Policy And Procedure, (Apr.
82

2005) available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD197.pdf . Cf. R. D. Kelemen & Eric

C. Sibbitt, The Globalization of American Law, 58 INT’L ORG. 103 (2004)

 See generally, e.g., C. Bradley, Private International Law-Making for the Financial Markets, 29
83

FORDHAM INT’L L. J. 127, 140-154 (2005).

 See, e.g., B. Kingsbury, N. Krisch, and R. B. Stewart, The Emergence of Global Administrative
84

Law, 68 LAW  AND CONTEMPORARY PROBLEMS 15, 16 (2005) (noting “an accountability deficit in the growing

exercise of transnational regulatory power.”)

 Cf. EU Commission, Green Paper: European Transparency Initiative, COM (2006) 194, May 3,
85

2006. 

 Firms have suggested that the UK is too prone to “gold-plate” its rules: going further than is
86

required by the directives. Cf. Financial Services Authority (hereafter “FSA”), Better Regulation Action

Plan, London: FSA, December 2005, at p. 6 (“Our basic approach is to ‘copy out’ the text in our

Handbook, adding interpretive guidance where that will be helpful. This avoids placing unintended

additional obligations on firms. W e will not gold-plate EU requirements. W e will only add additional

requirements when these are justified in their own right.”)
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standards developed by bodies such as IOSCO may be implemented differently by different states, or

may not be implemented at all.  However, even formally hortatory standards derive greater force,87

and become harder for domestic legislators and regulators to ignore, because international financial

institutions (IFIs) such as the IMF encourage governments to adopt these standards.88

Financial regulation involves complex issues of regulatory jurisdiction, in which jurisdiction is

allocated horizontally between authorities in different territorial areas,  and vertically between89

authorities at different hierarchical levels within states, and at the supranational (regional or global)

levels.  Within a domestic legal system the source for a rule of financial regulation may be sub-90

national, national, or supranational. Rules for the allocation of regulatory jurisdiction are established

in statutes and treaties, but there can be uncertainty about the proper interpretation of the rules.91

Standards which are formally harmonised at the supranational level usually need to be

implemented within domestic regulatory systems. Implementation is sometimes multilayered and

indirect. For example, the Basle Committee has developed capital adequacy standards for banks

involved in international banking.  Within the EU, capital adequacy requirements are an aspect of92

harmonised regulation of credit institutions, and the EU’s capital adequacy rules are being amended

to reflect the new Basle standards.  Competent authorities within the Member States are responsible93

 See, e.g., D. E. Alford, Core Principles for Effective Banking Supervision: an Enforceable
87

International Financial Standard?, 28 B. C. INT’L & COMP. L. REV. 237, 286 (2005) (“because the

agreements are not legally enforceable, nations can vary in their own interpretation and implementation of

the standards.”) 

 See, e.g., idem  at pp. 286-289.
88

 In some states, such as the US, jurisdiction is also splintered among different functional
89

regulators. See, e.g., H. M. Schooner and M.Taylor, United Kingdom and United States Responses To the

Regulatory Challenges of Modern Financial Markets, 38 Tex. Int’l L. J. 317 (2003)

 The complex web of regulation includes a significant component of privately generated
90

standards and codes and contracts which may have quasi-regulatory effects. See, e.g., Bradley, loc. cit.

note 83 at pp. 158-179.

 Cf. S. Issacharoff and C. M. Sharkey, Backdoor Federalization, 53 UCLA L. Rev., 2006, p. 1353
91

at p. 1366 (“preemption battles have been largely confined to the realm of statutory interpretation.”)

 BIS, Basel Committee on Banking Supervision, International Convergence of Capital
92

Measurement and Capital Standards: A Revised Framework - Comprehensive Version, Basel: BIS, June

2006.

 See Directive 2006/49/EC of the European Parliament and of the Council of 14 June 2006 on
93

the capital adequacy of investment firms and credit institutions, O.J. No. L177/1, June. 30, 2006. The

Committee of European Banking Supervisors (hereafter CEBS) has sought comments on details of the

implementation of the new rules. See, e.g., CEBS, Consultation Paper on the Guidelines for a Common

Approach to the Recognition of External Credit Assessment Institutions (ECAIS), CP07, London: CEBS,
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for adjusting domestic capital adequacy requirements to reflect the new Basle standards as reflected

in EU implementing measures.  94

Where domestic legislators and regulators have discretion about how they carry out

implementation, there are usually multiple points for influencing the regulatory process. Many

different actors have a stake in the outcomes of these multi-level or multi-stage regulatory processes,

from financial firms and their advisors to corporate and individual consumers of financial services.95

But some stakeholders are in a better position to influence regulatory outcomes because of superior

financial and other resources.

Financial trade associations (“FTAs”) and their members now take advantage of opportunities

to influence regulatory policy within multi-level systems. In particular, FTAs use two rhetorical

strategies that tend to promote the interests of their members and which work against the interests of

consumers. The first of these strategies is “market protection rhetoric.” In relation to rule-making at

the domestic or supranational level, FTAs often invoke arguments that particular proposals will

interfere with the proper functioning of the financial markets. Market protection rhetoric is based in

claims of expertise and usually implies that those invoking it are in a unique position to understand

the market. Market protection rhetoric includes arguments for self-regulation based on expertise.

The FTAs’ other routine strategy relies on “harmonisation rhetoric,” which is invoked in the

context of domestic regulatory action.  Harmonisation rhetoric involves an argument that the rules in96

one domestic jurisdiction should not be stricter than those in another. The argument appears in the

context of implementation of supranational standards or rules (for example, arguments against gold-

plating when implementing EU directives)  and also arises to oppose rules proposed by domestic97

regulators that lack a supranational source. Harmonisation rhetoric can be seen as a subset of

June 29, 2005.

 See, e.g., FSA, Strengthening Capital Standards, CP 05/03, London: FSA, January 2005.
94

 The decision-makers in the supranational bodies also have a stake in the regulatory process,
95

as do legislators and regulators. Cf. Braithwaite & Drahos, Global Business Regulation , Cambridge:

Cambridge University Press, 2000, at 23 (“Each regulatory domain has a distinct range of actors

contending for victory at different sites.”)

 Harmonisation rhetoric is only necessary in the context of the development of supranational
96

rules and standards in order to limit the discretion of the implementing authorities. 

 See, e.g., S. Schaefer and E.Young, Burdened by Brussels or the UK? Improving the
97

Implementation of EU Directives, London: Foreign Policy Centre, August 2006, at pp 10-11 (“Rules agreed

at the EU level are vital for the proper functioning of the single market. But they can also hamper

competitiveness and productivity if they add a differently sized burden in individual member states

because they have been implemented in different ways. Gold-plating, as defined by an ongoing audit by

HM Treasury, is part of a larger category of over-implementation which also includes double-banking or

regulatory creep.”)
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market protection rhetoric because those who invoke it would argue that more onerous rules in one

jurisdiction limit the ability of firms established there to compete with firms established elsewhere.

Harmonisation rhetoric may also include arguments for self-regulation, on the basis that self-

regulatory standards and codes may be able to operate more effectively across territorial boundaries

than state-based regulation.98

Although the characterization of financial regulation as a system of multi-level governance is

useful in some ways, and links to multi-level governance in other fields, the idea of multi-level

governance does not fully capture the ways in which transnational financial regulation is

developing:99

... it is useful to characterize transnational financial regulation as a series of intersections between

different regulatory spheres rather than as a multi-layered regime for four sets of reason. First,

whereas constitutional or treaty-based systems explicitly or implicitly allocate the jurisdiction to make

rules to different levels of the system, most transnational financial regulation involves the

establishment of agreed, but formally non-binding, standards, rather than an allocation of jurisdiction

to make rules. The relationships between the supranational bodies and nation states are qualitatively

different from those between the states and their component entities. Second, characterizing the

regulatory system as a system of layers may tend to generate normative conclusions about where

jurisdiction to regulate financial activity should be exercised.  Thinking about regulatory spheres100

might be less likely to generate such a result. Third, the terminology of layers or levels tends to imply

that the relevant issues involve vertical relationships, whereas thinking in terms of regulatory spheres

invites us to think in terms of more complex, and more descriptively realistic, categories of

relationship. Finally, any implication that transnational standard-setting is at the top of a regulatory

hierarchy is problematic when transnational standard-setting is not subject to administrative law

norms or mechanisms for judicial review, and where transnational standard-setters themselves set

the principles by which they develop their standards.

 Cf. N. S. Poser, The Stock Exchanges of the United States and Europe: Automation,
98

Globalization and Consolidation, 22 U. Penn. J. Int’l Econ. L. 497, 538 (2001) (“These are not rules

promulgated by a government agency, but by contractual arrangements among the participants. This

suggests that self-regulation has the ability to finesse the problems of national sovereignty and differing

legal systems that stand in the way of developing and enforcing common governmental regulatory

standards.”)

 W hat follows is from Caroline Bradley, Intersections and Layers in Financial Regulation (April
99

2009 draft).

 Discussions of pre-emption and subsidiarity tend to assume that there is an appropriate
100

location for jurisdiction with respect to a particular issue. But jurisdiction involves choices which are

inherently political.
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 The intersections I explore in this paper are those between governmental and non-

governmental or private spheres; between the spheres of expertise and of politics; and between the

domestic and foreign or international spheres....

Financial regulation has both governmental and non-governmental components. In the

administrative state, regulators seek comments on regulatory proposals. Financial regulatory systems

include self-regulatory organizations (SROs) as well as governmental regulators, and accommodate

privately generated standards and codes. SROs are involved both in the generation of rules and in

the enforcement of regulation. Courts interpret and apply standard form contracts generated by non-

governmental bodies in ways that sometimes seem to be the equivalent of recognizing the law-

making effect of actions of private actors.101

Private regulation of financial activity precedes governmental control:  exchanges have102

traditionally controlled the conduct of their members and were incorporated into governmental

regulatory systems in order to make governmental regulation more palatable to market participants.

A recent and voluminous literature on regulation has advocated a decentring of regulation and a

move away from command and control forms of regulation. The financial crisis has for some policy-

makers raised issues about the appropriate balance between self-regulation and governmental

regulation.

 The term "self-regulation" has been used in different ways in different contexts,  and103

comparing and contrasting self-regulation and governmental regulation, and defining the relationships

between them, are complex tasks. The official terminology that legislators and other governmental

and inter-governmental actors use to describe a regulatory system is not always a reliable descriptor

of the system, and may even be designed to allow different communities to interpret the balance

between governmental and non-governmental authorities differently. For example, as part of its work

on the development of transnational standards for securities regulation, IOSCO has focused on the

role of credit rating agencies (CRAs) in analyzing the credit risk of issuers of securities. Although

IOSCO has presented the work it has done with respect to developing principles and fundamentals

for the regulation of CRAs as encouraging self-regulation, CRAs were only part of the story. The

initial consultation document on fundamentals for CRA Codes of Conduct noted that it had been

 For example, courts have recognized and given effect to standard form contracts and
101

practices in the distressed debt market. See, e.g., Bear Stearns Bank PLC v Forum Global Equity Ltd.

[2007] EW HC 1576 (Comm) at http://www.bailii.org/ew/cases/EW HC/Comm/2007/1576.html.

 See, e.g., Paul Mahoney, The Exchange as Regulator, 83 VA. L REV. 1453, 1457 (1997).
102

 See Caroline Bradley, Reconfiguring the Self in Self-Regulation (Draft: October 5, 2008)
103

available at http://blenderlaw.umlaw.net/wp-content/uploads/2008/10/bradleyselfart008.pdf (examining the

concept of the self in self regulation).
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developed with input from CRAs.  But IOSCO is an organization of securities commissions; in104

seeking to develop rules for CRAs, IOSCO sought input from two other inter-governmental regulator

organizations, the Basel Committee of Banking Supervisors, and the International Association of

Insurance Supervisors.  The system developed for the “self-regulation” of CRAs involved standards105

developed through a mixed governmental and non-governmental process, to be implemented by

CRAs but subject to the supervision of some domestic regulators.

The term "self-regulation" is inherently slippery and imprecise, combining two apparently

conflicting ideas. It is a term which may disguise a regulatory structure in which there is more

governmental control than market participants might think desirable, and more independence from

governmental control than the public and, in particular retail consumers of financial services, might

want. Statutory constraints on SROs limit self-regulation, allow governments to distance themselves

from regulatory failures, and restructure the competitive landscape of markets.

Some non-governmental groups, such as exchanges and trade associations, exercise

regulatory or quasi -regulatory authority. In addition, firms and their trade associations lobby to

influence the development of regulation by governmental regulatory agencies. Financial firms and the

trade associations which represent them have for some time used two inter-linked rhetorical

strategies to influence the development of transnational financial regulation, which I have called

harmonization rhetoric and market protection rhetoric.  Market protection rhetoric involves claims106

that governmental regulation should not interfere too much with market activity, and governments

have been receptive to such arguments, for example when they have adopted Better Regulation

agendas.  On the other hand, the transnational financial market crisis has created pressure for107

more governmental regulation. 

In some areas, such as the regulation of money laundering and controls imposed on alleged

terrorists, financial regulation is used as a tool of criminal or security law. Here, we see a different

relationship between the government and non-governmental entities, as financial firms are enrolled

as gatekeepers and monitors in relation to the activities of their customers. Participating in law

enforcement is part of the price of the financial firm’s license to do business. 

In many ways, therefore, governmental authorities and non-governmental participants in the

 IOSCO, Code Of Conduct Fundamentals For Credit Rating Agencies, Consultation Report
104

from the Technical Committee Chairmen Task Force on CRAs (Oct. 2004) available at

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD173.pdf .

 Id.
105

 See, e.g., Caroline Bradley, Financial Trade Associations and Multilevel Regulation, in
106

Ramses W essel, Andreas Follesdal & Jan W outers eds., MULTILEVEL REGULATION AND THE EU: THE

INTERPLAY BETW EEN GLOBAL, EUROPEAN AND NATIONAL NORMATIVE PROCESSES (2008).

 See, e.g., Financial Services Authority, Better Regulation Action Plan, London: FSA,
107

December 2005. 
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financial markets negotiate their respective roles in the control of financial activity. And the results of

such negotiations vary in different places and at different times, and even with respect to different

types of activity.....

Formal financial regulation is constructed in two modes: the political and the technocratic.

Legislatures may focus on financial regulation as part of a program of restructuring and updating

regulation more generally, or they may legislate with respect to the financial markets as a result of

scandals and crises. However, much of the time rules of financial regulation are developed by means

of administrative rule-making, a technocratic process where the power to make detailed rules is

delegated to bodies with expertise in particular areas. Administrative agencies are not immune to

politics, as they are subject to political control: legislatures set the constraints within which they

operate, and politicians appoint the people who run the agencies. The funding arrangements for

agencies may be designed to give them more or less freedom from political control.108

Many areas of financial regulation involve combinations of issues which are technical (and of

little obvious interest to consumers) and issues which are directly relevant to consumers. Before the

financial crisis it was not obvious that consumers of financial services generally should care too much

about the details of capital adequacy regulation of financial institutions. But as the crisis has unfolded

it has become clear that individual consumers’ ability to borrow money and the value of their

retirement funds were connected in fundamental ways to issues of confidence in financial institutions

and the markets. Crises clearly complicate regulatory policy-making by politicizing realms which in

other times belong to technocrats and those they regulate, but, even in ordinary times, a more

effective, and more legitimate, regime for financial regulation might recognize the inherently political

(as well as technical) characteristics of financial regulation.

At the supranational level, whether standard-setters emphasize the technical aspects of their

activities or the possible impact on a range of stakeholders beyond financial firms may have a

significant impact on whether stakeholders other than financial firms decide to become involved in

debating appropriate standards and rules. If financial firms and their trade associations, using market

protection rhetoric, successfully induce standard-setters to view their work as involving only technical

standards, consumers are less likely to comment on any proposed rules and standards and, as a

result, their interests are less likely to be taken into account. Domestic regulators’ ability to adopt this

perspective is affected by their ability (or lack of ability) to ignore the political implications of their

actions. But supranational standard setters such as IOSCO and the Basel Committee are inherently

more insulated from the political sphere than are most domestic financial regulators. And, to the

extent that standards decisions taken at the supranational level in technocratic rather than political

fora are treated as pre-empting the ability of national (and sub-national) authorities to develop rules

which deviate from the supranational standards, consumer-voter-taxpayers’ interests are

prejudiced....

 For example, whereas the OCC can fund its own operations from its revenues without
108

depending on Congressional appropriations, the SEC depends on them. 
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Financial regulation involves complex issues of the division of functions between different

authorities. Jurisdiction to prescribe and enforce regulations is allocated horizontally between

authorities in different territorial areas, and vertically between authorities at different hierarchical

levels within states, and at the supranational (regional or global) levels. Within a domestic legal

system the source for a rule of financial regulation may be sub-national, national, or supranational. 

Financial activity and transactions are visibly transnational at the wholesale and even at the

retail level. The development of the remittance market illustrates that even people who are not very

wealthy may engage on a regular basis in transnational financial transactions. But although financial

activity is often transnational, the rules of financial regulation, and the rules of private law which help

to constitute cross-border transactions, are artefacts of domestic legal systems. Thus domestic

regulators, legislatures and courts are actors in transnational financial law because of cross-border

transactions. From the perspective of enforcement of financial regulation, financial regulators based

in different jurisdictions increasingly work together through Memoranda of Understanding (MOUs),

through transnational standard-setting organizations, and in the context of supervision and

enforcement. Financial firms and their trade associations often argue for harmonization of regulation

in order to reduce disparities in regulation and the concomitant compliance costs or competitive

inequalities.109

The rate and volume of harmonization of financial regulation continue to increase thanks to

multiple initiatives and to the recent financial crisis. Major international efforts include the work of

IOSCO, the Basle Committee on Banking Supervision, and the IAIS to develop harmonized principles

of financial regulation and the EU’s effort to achieve a single market in financial services.  Although110

the EU’s rules often leave very little discretion as to implementation to EU Member States, as a

practical matter, as states act to implement supranational standards at the domestic level, they

usually have a significant amount of discretion to adapt the standards to local conditions. Often

supranational standards are drafted as very general (or “high-level”) principles leaving significant

scope for the exercise of discretion in implementation. Where such discretion exists, financial firms

and their trade associations have double opportunities for lobbying to affect the rules which are

adopted: they can lobby at the supranational level when the standards are agreed and again at the

national level when the standards are transformed into domestic law. Financial firms and trade

associations are in a better position than other stakeholders to influence regulatory outcomes

because they have superior financial and other resources.

 See, e.g., Italian Banking Association, response to CEBS’ draft of high-level principles on
109

Remuneration Policies (Apr.6, 2009)(“any initiative at EU level should preferably take into account

progress at the international level. Indeed the Banking Industry operates in a global environment and as

such there is a need for a coordinated response from regulators. Any initiatives which only impact banks

headquartered in Europe could put those firms at a competitive disadvantage.”)

 See, e.g., EU Commission, Financial Services: Implementing the Framework for Financial
110

Markets: Action Plan, COM (1999) 232, May 11, 1999.
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Within a federal or federal-type system, the foundational documents will set principles for the

allocation of jurisdiction to make rules about various matters. Although the interpretation of these

documents by courts and legislators may be fluid and involve political assessments and may change

over time, there is an underlying set of agreements about the allocation of jurisdiction. The

transnational system for the regulation of financial activity does not (yet) involve such foundational

documents or even agreements. Governmental authorities in different jurisdictions work together in

groups with varying memberships to establish standards which have a greater coercive impact on

some states than on others. Whereas IOSCO has 109 ordinary members, the Basle Committee has

20.  But while the standards developed by IOSCO and the Basel Committee are formally not111

binding, the IMF encourages states to implement the standards (including states which are not able

to participate directly in developing the standards) through its Standards and Codes initiative.

The processes for developing supranational standards of financial regulation are not inclusive,

and tend to privilege the wealthiest countries. Although the Basel Committee’s recent expansion of its

membership shows some sensitivity to this issue, it is still a very select group. Supranational standard

setters have responded to critiques of their legitimacy by developing more formal processes, by

consulting on proposed standards, and even by establishing consultation policies.  However,112

despite these developments, there are still some very visible differences between consultations

carried out by supranational bodies and those carried out by domestic regulators (or even by EU

institutions).  Although the supranational standard setters may voluntarily undertake to comply with113

what they understand to be best practices with respect to consultation, their actions are not subject to

any kind of judicial review at the supranational level.  114

Consultation at the supranational level may be more or less meaningful. The Basel Committee

has published documents which are described as consultation documents but which do not explicitly

 The Basel Committee expanded its membership in March 2009 including Australia, Brazil,
111

China, India, Korea, Mexico and Russia. Basel Committee, Expansion of Membership Announced by the

Basel Committee (Mar. 13, 2009) available at http://www.bis.org/press/p090313.htm .

 See, e.g., IOSCO, Executive Committee, IOSCO Consultation Policy And Procedure, IOSCO:
112

Madrid, April 2005. 

 The EU still has a noticeable democratic deficit but its processes for consultation are
113

formalized, and subject to judicial review (although individuals may find it difficult to establish standing to

challenge EU acts in the CFI).

 For example, even where people are designated as terrorists for the purposes of sanctions,
114

including restriction of access to bank accounts, they may not have any right to challenge the designation

at the supranational level. See, e.g., Simon Chesterman, The Spy Who Came in from the Cold War:

Intelligence and International Law, 27 M ICH. J. INT 'L L. 1071 (2006).
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invite comments.  The documents may not even provide a name or an address of a person who is115

willing to receive comments. When the Basle Committee publishes final versions of documents based

on prior consultative documents it may not acknowledge comments or explain why the final version of

the document deviates from the consultation version.116

Defects in the processes for developing supranational standards matter because financial

trade associations seek to invoke harmonization rhetoric at the national level when states are

implementing supranational standards, arguing that domestic regulators should not impose more

restrictive rules than those provided for in the standards or by other domestic regulators which are

implementing them. In the EU, for example, financial firms have argued that the UK authorities

should not “gold-plate” measures which implement EU directives.  Financial firms and their trade117

associations use harmonization rhetoric to suggest to domestic regulators that they should regard

themselves as pre-empted by supranational standards, or even by foreign rules on the basis that

imposing stricter standards on firms they regulate will put those firms at an unfair competitive

disadvantage in the transnational markets.... 

This paper has outlined three different sets of spheres in financial regulation which intersect

with each other in complex and often opaque ways in the development of domestic financial

regulation. Domestic regulation is already affected by the transnational interactions of governmental

and non-governmental actors in fora with limited accountability to consumer-voters. And financial

firms and their trade associations have been able to argue quite effectively that governmental

authorities, in exercising regulatory authority domestically, should not impose more onerous rules

than those which apply in other jurisdictions. The importance of and the intersections between these

different spheres are not readily apparent to many of those who are affected by the rules and

standards they develop.

As governments emphasize the development of standards of financial regulation at the

supranational level, and particularly if those standards are more specific than they have been, and if

the IMF exerts greater pressure on countries to implement standards, it becomes increasingly

important to develop a supranational administrative law, rather than relying on self-regulation by the

standard-setters. 

 See, e.g., Basel Committee on Banking Supervision, Consultative Document, 
115

Supervisory Guidance for Assessing Banks’ Financial Instrument Fair Value Practices (Nov. 20008)

available at http://www.bis.org/publ/bcbs145.pdf .

 See, e.g., Basel Committee on Banking Supervision, Supervisory Guidance for Assessing
116

Banks’ Financial Instrument Fair Value Practices (Apr. 2009) available at

http://www.bis.org/publ/bcbs153.pdf .

 See, e.g., FSA, supra note 
117

107. The terminology of gold-plating combines market protection

and harmonization rhetoric.
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4.0 BEGINNING TO THINK ABOUT FINANCIAL INSTRUMENTS AND RISK

Derivatives transactions: excerpt from Chicago Mercantile Exchange Holdings, Inc.

(CME), Prospectus for Sale of Class A Common Stock, (Dec. 6, 2002)118

This excerpt describes the CME’s business in 2002. Think about what it tells us about

different financial instruments and how they may be traded. In addition, the excerpt describes

some ways in which the financial markets and the regulation of the markets changed in

recent years.

A futures contract is a derivatives product that provides the means for hedging, speculation and asset

allocation and is used in nearly all sectors of the global economy. Those who trade futures essentially

trade contracts to buy or sell an underlying commodity or financial instrument at a specific date in the

future—usually within a few months or less. Futures contracts are generally traded through a

centralized auction or computerized matching process, with all bids and offers on each contract made

public. Through this process, a prevailing market price is reached for each contract, based primarily

on the laws of supply and demand. Futures markets are rarely used to actually buy or sell the

physical commodity or financial instrument being traded. Rather, they are used for price estimation,

risk management and, for some people, investment and profit.

 Dating back to the 1800s, futures initially were developed to help agricultural producers and

commercial users manage the price risks they faced as a result of the various factors that affect the

supply of, and demand for, crops. The futures industry still serves those markets, but has broadened

beyond its agricultural origins. Today, for example, futures serve as risk management tools related to

interest rates, government and other securities, stock indexes, foreign exchange and non-agricultural

as well as agricultural commodities. The customer base includes professional traders, financial

institutions, institutional and individual investors, as well as major corporations, manufacturers,

producers, supranational entities and governments.

 Notwithstanding the rapid growth and diversification of futures markets, their primary purpose

remains the same—to provide an efficient mechanism for the management of price risks. Futures

markets attract two kinds of market participants: hedgers, or those who seek to minimize and

manage price risk, and speculators, or those who are willing to take on risk in the hope of making a

profit. By buying and selling futures contracts, hedgers seek to protect themselves from adverse price

changes. For example, a producer hedger wants to transfer the risk that prices will decline by the

time a sale is made. By contrast, a consumer hedger wants to transfer the risk that prices will

 At pp 65-68. The document is available at
118

http://www.sec.gov/Archives/edgar/data/1156375/000104746902006277/a2095862zex-99_1.htm
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increase before a purchase is made. Speculators buy when they anticipate rising prices and sell

when they anticipate declining prices. The interaction of hedgers and speculators helps to provide

active, liquid and competitive markets. Other market participants utilize futures as a method of asset

allocation and a means to achieve greater diversification and a potentially higher overall rate of return

on their investments. These market participants attempt to assure that at least a portion of their

investment portfolio is allocated to an asset class that has the potential to perform well when other

portions of the portfolio are underperforming.

 A futures contract is different from a share of stock, or equity, that is traded on a stock exchange. A

share of stock represents an ownership interest in a corporation. A futures contract does not itself

represent a direct interest in an underlying commodity or financial instrument. Rather, it is an

agreement between a buyer and a seller to consummate a transaction in that commodity or financial

instrument at a predetermined time in the future at a price agreed on today. One of the main

attractions of futures is the leverage they provide. With relatively little initial outlay, usually just a small

percentage of the contract's value, buyers and sellers are able to participate in the price movement of

the full contract. As a result, the leverage can lead to substantial returns on the original investment.

However, it can also lead to substantial losses. The risks associated with futures can be significant.

Industry Growth

 According to the Futures Industry Association, the total number of futures contracts traded worldwide

on reporting futures exchanges grew from approximately 475 million in 1990 to approximately 1.8

billion in 2001, representing a compound annual growth rate of approximately 13%. In the United

States, the total number of futures contracts traded on futures exchanges increased from

approximately 277 million in 1990 to approximately 629 million in 2001. In Europe, the total number of

futures contracts traded on futures exchanges grew from approximately 76 million in 1990 to

approximately 778 million in 2001, and in Asia this number grew from 109 million in 1990 to 241

million in 2001.

 The substantial recent growth in global futures trading volume is attributable to a number of factors.

Increasing awareness of the importance of risk management has significantly expanded the demand

for risk management tools in all economic sectors. Greater price volatility in key market sectors, such

as in the fixed-income sector, has increased the need for these tools. Greater access to futures

markets through technological innovation and the relaxation of regulatory barriers has also expanded

the market reach of futures exchanges and the customer base for these products. Growing

awareness of the opportunities to obtain or hedge market exposure through the use of futures

contracts at a lower cost than the cost of obtaining or hedging comparable market exposure by

purchasing or selling the underlying financial instrument or commodity has also contributed to

increased customer interest in the use of futures contracts.

 At year-end 2001, there were 52 futures exchanges located in 27 countries...

Methods of Trading
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 Trading in futures products at futures exchanges has traditionally occurred primarily on physical

trading floors in arenas called "pits" through an auction process known as "open outcry". Open outcry

trading is face-to-face trading, with each trader serving as his or her own auctioneer. The traders

stand in the pit and make bids and offers to one another, via shouting or flashed hand signals, to buy

and sell contracts. Only members owning or leasing a seat on the exchange may trade in the pit, and

orders from individual and institutional traders are sent to these members on the trading floor, usually

through a broker. The rules of many exchanges also permit block trading, which involves the private

negotiation of large purchases and sales away from the trading floor, but which are settled and

cleared through the exchange's clearing facilities. Futures exchanges also offer privately negotiated

exchange-for-physical, or EFP, transactions and exchange basis facility, or EBF, transactions. An

EFP transaction is a privately negotiated and simultaneous exchange of a futures position for a

corresponding cash position, outside of the public auction market, in the context of a non-interest rate

contract. An EBF is essentially an EFP trade that is transacted in the context of interest rate

contracts. EFPs and EBFs are also sometimes referred to as "cash for futures transactions."

 In order to expand access to their markets, most futures exchanges, either exclusively or in

combination with open outcry trading facilities, provide electronic trading platforms that allow

subscribing customers to obtain real-time information about bid and ask prices and trading volume

and enter orders directly into the platform's centralized order book, subject to the agreement of a

clearing firm to accept responsibility for clearing resulting transactions on behalf of the customer. The

emergence of electronic trading has been enabled by the ongoing development of sophisticated

electronic order routing and matching systems, as well as advances in communications networks and

protocols...

Liquidity of Markets

 Liquidity of markets is a key component to attracting customers and ensuring the success of a

market. Liquidity is important because it means a contract is easy to buy or sell quickly with minimal

price disturbance. Liquidity is a function of the number of participants making a market or otherwise

trading in a contract, the size, or notional value, of the positions participants are willing to

accommodate and the prevailing spread between the levels at which bids and offers are quoted for

the relevant contract. As a result, the volume of contracts or transactions executed on an exchange is

a widely recognized indicator of liquidity on the exchange. Volume is stated in round turn trades,

which represent matched buy and sell orders. In addition, the daily total of positions outstanding on

an exchange, or open interest, and notional values of contracts traded are widely recognized

indicators of the level of customer interest in a specific contract.

 A neutral, transparent and relatively anonymous trading environment, as well as a reputation for

market integrity, are critical to the establishment and maintenance of a liquid market. In addition, a

successful exchange must provide cost-effective execution and have access to an advanced

technology infrastructure that enables reliable and efficient trade execution as well as dependable

clearing and settlement capabilities.
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Clearing and Settlement

 Transactions executed on futures exchanges are settled through an entity called a clearing house

that acts as a central counterparty to the clearing firm on each side of the transaction. When a

futures transaction has been executed in the pit or on an electronic platform and matched, the

clearing house facilitates the consummation of the transaction by substituting itself as the

counterparty to both the clearing firm that is or represents the buyer and the clearing firm that is or

represents the seller in the transaction. By interposing itself between two transacting parties, a

clearing house guarantees the contractual obligations of the transaction. A clearing house also can

provide clearing services for transactions that occur outside the pit or electronic platform, such as

block trades, EFPs and EBFs.

 The measures used to evaluate the strength and efficiency of a clearing house include the number

of transactions that are processed per day, the amount of settlement payments that are handled per

day and the amount of collateral deposits managed by the clearing house...

Trends in the Industry

 Globalization, deregulation and recent advances in technology are changing the way both the futures

and broader commodities and financial exchange markets operate.

 Globalization. In recent years, the world's financial markets, as well as the exchanges and

marketplaces that serve them, have experienced an accelerating pace of globalization. The emphasis

on greater geographic diversification of investments, investment opportunities in emerging markets

and expanded cross-border commercial activities are leading to increasing levels of cross-border

trading and capital movements. In response to these trends, financial exchanges within particular

geographic regions, notably in Europe, are both expanding access to their markets across borders

and consolidating.

 Deregulation. Deregulation of the financial services industry in the United States, Europe and Asia

has increased customer access to products and markets, reduced regulatory barriers to product

innovation and encouraged consolidation.

 • United States. Many regulatory barriers to product development were largely repealed by the

enactment of the Commodity Futures Modernization Act in the United States. The adoption of the

Commodity Futures Modernization Act creates a more flexible regulatory framework for exchanges,

clearing houses and other financial institutions. Among other developments, the Commodity Futures

Modernization Act authorized the trading of new products, such as futures contracts on individual

stocks and narrow-based stock indexes, which were prohibited under prior law. The Commodity

Futures Modernization Act also enabled regulated exchanges to self-certify new contracts and rules,

without the delays occasioned by regulatory review and approval, permitting quicker product launch

and modification.

 • Europe and Asia. We believe deregulation and competition will continue to pressure European

exchanges to consolidate across borders to gain operating efficiencies necessary to compete for

customers and intermediaries. We also believe there will be continued efforts in Europe and Asia to
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consolidate cash markets (or markets that directly trade financial instruments, such as securities, or

commodities on a current or forward basis) and derivatives markets on single exchange platforms.

Singapore Derivatives Exchange, the Tokyo Stock Exchange, Deutsche Börse Group, which owns a

controlling interest in Eurex, and Euronext N.V. are major securities exchanges in addition to being

futures exchanges, highlighting the growing convergence between cash and derivatives markets.

Euronext N.V., which resulted from the merger of the Amsterdam Exchanges N.V., Paris BourseSBF

SA and Societe de la Bourse de Valeurs Mobilieres de Bruxelles S.A. (the Brussels Exchange), has

recently acquired a controlling interest in LIFFE and announced plans to integrate their derivatives

markets.

 Technological Advances. Technological advances have led both to the decentralization of

exchanges and the introduction of alternative trading systems, or ATSs.

 • Decentralization. Exchanges are no longer required to operate in specific geographic locations, and

customers no longer need to act through local financial services intermediaries in some markets.

Market participants around the world are now able to trade certain products nearly 24 hours a day

through electronic platforms.

 • ATSs. Advances in electronic trading technology have also led to the emergence of ATSs. These

systems bring together the orders of buyers and sellers of financial instruments and have the

capacity both to route orders to exchanges as well as to internalize customer order flow within their

own order book. ATSs have not yet emerged, however, in the U.S. futures markets, although a

number of successful electronic trading systems offering financial derivatives that are economically

similar to futures contracts operate today, particularly in the foreign exchange and fixed-income

markets. It is not yet clear how these trading systems will continue to evolve in and outside the United

States.

In addition to shifting surplus funds to productive uses, financial markets also enable

the transfer of risks (at a price) from those who want to avoid them to those who are willing to

bear them. Householders take out insurance policies to protect their investment in their

homes. Growers of coffee may protect themselves against a fall in the market price of coffee

by agreeing to sell their crop at a price fixed in advance. But the use of futures contracts

involves costs:

... the financial requirements for participation in futures trading, such as margin requirements and

broker fees, may in fact deter some producers from using these markets. However, these

requirements appear unavoidable. Either they are needed to ensure the financial integrity of the

marketplace and that traders meet the financial obligations associated with their positions, or they are

not subject to control by the exchanges or the Commission....

There are several explanations for the relatively low level of direct producer participation in

agricultural futures and option markets. A commonly expressed view is that low producer participation
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is a consequence of a lack of understanding concerning the economic purposes and functioning of

the markets. However, other considerations appear to be equally important in explaining producers’

reluctance to use these markets. Specifically, the cost and the availability of substitute risk-shifting

instruments, governmental programs, and business practices that are beyond the control of the

exchanges and the Commission also appear to be significant factors. Nevertheless, the exchanges

have an incentive to encourage participation in their markets, which they accomplish through careful

contract design, market surveillance and rule enforcement, and extensive education and information

dissemination programs. The Commission facilitates commercial use of the markets through vigorous

enforcement of the Act and a flexible regulatory scheme that encourages exchange innovation to

design contracts that meet the risk management needs of potential commercial users. The

Commission operates an extensive market surveillance program that actively monitors the markets

on a daily basis to detect attempts to manipulate prices. It also reviews new contracts and

amendments to existing contracts to assure that the contract markets are not readily susceptible to

manipulation, and it regularly monitors the exchanges’ compliance with the Act’s requirements to

deter manipulation and to prevent trading abuses. The Commission also operates an active law

enforcement program designed to prosecute fraud and oversees an industry registration program for

commodity professionals that seeks to police their activities.119

Financial instruments may be used to hedge business risks. For example, firms which

have income in one currency and liabilities in another currency may enter into contracts to

swap their obligation to pay into the currency of their income (this is a currency swap).

People may buy options to acquire securities in the future (giving them rights to buy the

securities at a particular price at a particular time in the future, or futures, which require them

to buy or sell the security at a fixed price at a particular time in the future. These are

examples of transactions in derivatives. Derivatives may be used for hedging or speculation,

and derivatives transactions are regulated,  although some derivatives transactions may be120

subject to more regulation than others. Until recently regulators and market participants

tended to characterize swap transactions as individually negotiated contracts rather than

 CFTC, SPECIAL PROCEDURES TO ENCOURAGE AND FACILITATE BONA F IDE HEDGING BY
119

AGRICULTURAL PRODUCERS, 5 (Dec. 2001) available at

http://www.cftc.gov/files/dea/deabonafidehedgingreport.pdf 

 In the US, the Commodities Futures Trading Commission (CFTC) regulates derivatives
120

activities under the Commodity Exchange Act of 1970 and the Commodities Futures Modernization Act of

2000CFTC . See generally http://www.cftc.gov . The CFTC and the Securities Exchange Commission

share the regulation of security futures products (futures on individual securities).
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exchange traded derivative products and as a result they were subject to less regulation.121

This has changed since the global financial crisis. The Dodd-Frank Act introduced a new

system for regulating swaps, including requirements that certain swaps be cleared through

clearing agencies, and the CFTC and SEC have been developing rules for these new

markets.  122

In a derivatives transaction involving two parties there may be two speculators or two

hedgers (each party may take a different view of the risks, or may have different

characteristics which mean that they need to hedge against different eventualities) or one

speculator and one hedger. In a currency swap, for example, X may have obligations to

make payments denominated in US$(X may have borrowed money in a US$loan which may

have offered the most favorable interest rates at the time X borrowed the money) but have

most of its income in euros. In these circumstances X might be worried about the risk that

US$will increase in value compared to euros and want to enter into a swap transaction to

hedge this risk. The cost of entering into the swap plus the US$interest on the loan might be

less than the cost of taking out a euro denominated loan. The other party to this swap could

be a firm with assets in US$and liabilities in euros (the reverse of X’s position) and might

want to hedge the risk that euros would increase in value compared to US$. But the other

party could also be a speculator. The protection buyer under a credit default swap may be an

entity that is exposed to credit risk with respect to a particular reference entity (such as a

bank that has lent money to the reference entity) but it may not in fact have any such

exposure and may merely be speculating on the creditworthiness of the reference entity.

The derivatives markets illustrate the tendency of the financial markets to become

increasingly complex over time. Financial firms are developing new financial products and

transactions all the time and regulators are often concerned that the firms which are involved

in these products and transactions may not fully understand how the products/transactions

work and the risks which they involve. Regulators began to be concerned about the risks

associated with credit derivatives before the current market turmoil, and recent events have

exacerbated this concern. Credit derivatives transactions are supposed to transfer credit risk.

Credit risk is the risk that a party to a financial transaction (such as a loan) will not be able to

meet its obligations under the transaction. This would cause a loss to the other party or

parties to the transaction. In the spring of 2005, the BIS warned that if the parties to credit

 Banks which enter into swap contracts need to have regulatory capital in respect of risks
121

associated with these contracts. 

 See 
122

http://www.cftc.gov/LawRegulation/DoddFrankAct/Dodd-FrankProposedRules/index.htm  ;

http://www.sec.gov/news/press/2010/2010-243.htm  .
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derivatives transactions did not understand the risks associated with those transactions, such

transactions might threaten financial stability.  Credit derivatives can have the effect of123

transferring risk away from regulated entities such as banks to less regulated entities.

Regulators were concerned about how to deal with newer and complex financial products

such as credit derivatives in assessing risk before the crisis. For example, at the end of 2005

the UK’s Pension Protection Fund, which is responsible for pricing the risk that defined

benefit pension funds in the UK are underfunded, and which imposes levies which are used

to compensate pension fund members who incur losses as a result of underfunding,

suggested that it would not give pension funds credit for using credit default swaps  for the124

2006/7 levy. The Fund did give pension funds credit for guarantees, security over cash, real

property and securities and letters of credit.  The Fund stated :125

The Board has also considered the inclusion of credit default swaps, but has decided not to

recognise these for the 2006/7 levy year. These may be included in future levy years, if standardised

documentation and procedures can be developed to reflect the specific and more complex

mechanics of their operation, and if there is evidence that such products may be practically used by

pension schemes. The Board will also consider the inclusion of credit insurance policies for future

levy years, should evidence demonstrate that such products would become widely used.  126

The International Swaps and Derivatives Association (ISDA) challenged the assertion

that there were not standard forms for credit default swaps:

 See, e.g., Basle Committee on Banking Supervision, The Joint Forum, Credit Risk Transfer,
123

(March 2005) available at http://www.bis.org/publ/joint13.pdf  

 A credit default swap is a type of credit derivative. A protection buyer pays a protection seller
124

for the swap. In the event of a credit event (what constitutes a credit event is defined in the documentation

for the swap) the protection seller will make a payment to the protection buyer. In theory the credit default

swap transfers the costs associated with a default away from the entity that originally bore the credit

default risk (for example a bank lender to a corporate borrower) to the protection seller. But if the

protection seller becomes insolvent the credit risk protection may disappear. Credit default swaps led to

the rescue of AIG. See above at page 22. 

 Pension Protection Fund, Guidance in Relation to Contingent Assets (Dec. 2009) at
125

http://www.pensionprotectionfund.org.uk/DocumentLibrary/Documents/Contingent_asset_guidance_Dec0

9.pdf.

 Pension Protection Fund, THE PENSION PROTECTION LEVY CONSULTATION DOCUMENT, para.
126

2.3.27 (Dec. 2005). The Fund does provide standardized documentation for the contingent assets it does

accept as reducing underfunding risk. See

http://www.pensionprotectionfund.org.uk/levy/riskreduction/Pages/ContingentAssets.aspx  .
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Standard-form documentation very much does exist for a wide range of credit derivatives, including

credit default swaps (CDS). The consultation document incorrectly asserts .. that this is not the case.

The credit derivatives market has been in existence for over 10 years, while ISDA plays a well

established and widely supported role in developing and maintaining documentation for all major

forms of ‘over-the-counter’ derivatives. Much of the well publicised growth in credit derivatives can be

directly attributed to the development of standard-form documentation.  127

Note that the Fund has required not merely standardized documentation, but

documentation that conforms to the forms it specifies. And, since the crisis many

commentators have noted that the risk spreading that credit default swaps were supposed to

achieve was in fact illusory. 

ISDA describes itself as a global trade association: it has offices in New York,

Washington DC, London, Brussels, Tokyo and Singapore and it comments on regulatory

proposals from different authorities around the world that would affect derivatives

transactions. This ISDA comment is therefore an illustration of how matters that may seem to

be purely or largely domestic (the funding of UK-based pension funds) have transnational

implications. International financial markets may constrain domestic policy choices.

Participants in the derivatives markets (like participants in other financial markets)

may be concerned about being subjected to different regulatory requirements in the different

national markets in which they operate. The CFTC and the EU agreed to co-operate in

relation to the regulation of derivatives.128

In May 2008 the CFTC issued a concept release on the regulation of event contracts:

Since 2005, the Commission's staff has received a substantial number of requests for guidance on

the propriety of offering and trading financial agreements that may primarily function as information

aggregation vehicles. These event contracts generally take the form of financial agreements linked to

eventualities or measures that neither derive from, nor correlate with, market prices or broad

economic or commercial measures. Event contracts have been based on a wide variety of interests

including the results of presidential elections, the accomplishment of certain scientific advances,

world population levels, the adoption of particular pieces of legislation, the outcome of corporate

product sales, the declaration of war and the length of celebrity marriages. In response to the various

 See 
127

http://www.isda.org/whatsnew/pdf/PrelimResp.pdf 

 See, e.g., CESR-CFTC Common W ork Program to Facilitate Transatlantic Derivatives
128

Business (Jun. 2005) available at http://www.cftc.gov/files/opa/press05/opa-communique-24-june-final.pdf

; CFTC, CESR Press Release, CESR Chairman Visits US CFTC Chairman and Attends Global Markets

Roundtable, (Dec. 14, 2005) available at http://www.cftc.gov/opa/press05/opa5143-05.htm  .
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requests for guidance, and to promote regulatory certainty, the Commission has commenced a

comprehensive review of the Act's applicability to event contracts and markets.  129

In 2012 the CFTC  prohibited the North American Derivatives Exchange (Nadex) from

listing or making available for clearing or trading a set of self-certified political event

derivatives contracts on the basis that they involved gaming and were contrary to the public

interest.130

Do you think that the distinction between hedging and speculation (or gaming) should

be significant for financial regulation? Should regulation discourage speculation?

Should regulation discourage speculation generally, or only by people who cannot

properly evaluate the risks? How can we tell whether people can evaluate the risks of

speculation? 

Different countries may regulate different types of financial activity in different ways. 

So, firms which are regulated in one country and which want to carry on business in another

country may find it difficult to gain access to the second country’s financial markets,  or may131

be subjected to different rules in the second country. Either type of rule (access restriction or

requirement to follow two sets of rules) may function as a barrier to entry into the second

country’s market. The GATS (General Agreement on Trade in Services) aims at progressive

liberalization of trade in services, including financial services among parties to the

agreement.  NAFTA also contains a Chapter on Financial Services.  Within systems for132 133

free trade in services, there is always the question whether a particular national rule is a

prohibited interference with free trade, or is a legitimate means of ensuring consumer

protection. For example, Paragraph 2 of the GATS Annex on Financial Services states: 

 CFTC, Concept Release on the Appropriate Regulatory Treatment of Event Contracts, 73 Fed.
129

Reg. 25669 (May 7, 2008) available at http://edocket.access.gpo.gov/2008/pdf/E8-9981.pdf .

 CFTC, North American Derivatives Exchange (Apr. 2, 2012) at 
130

http://www.cftc.gov/stellent/groups/public/@rulesandproducts/documents/ifdocs/nadexorder040212.pdf.

 This second country is commonly referred to as the “host” country.131

 See, e.g., GATS, at 
132

http://www.wto.org/english/docs_e/legal_e/26-gats.pdf 

 See, e.g., NAFTA Chapter 14, at 
133

http://tmtm.free.fr/nafta/nafta14.htm 

52

http://edocket.access.gpo.gov/2008/pdf/E8-9981.pdf
http://www.cftc.gov/stellent/groups/public/@rulesandproducts/documents/ifdocs/nadexorder040212.pdf%20
http://www.wto.org/english/docs_e/legal_e/26-gats.pdf
http://tmtm.free.fr/nafta/nafta14.htm


Bradley International Finance: Chapter 1: Introduction January 8, 2014

2. Domestic Regulation

(a) Notwithstanding any other provisions of the Agreement, a Member shall not be prevented

from taking measures for prudential reasons, including for the protection of investors, depositors,

policy holders or persons to whom a fiduciary duty is owed by a financial service supplier, or to

ensure the integrity and stability of the financial system. Where such measures do not conform with

the provisions of the Agreement, they shall not be used as a means of avoiding the Member's

commitments or obligations under the Agreement. 

(b) Nothing in the Agreement shall be construed to require a Member to disclose information

relating to the affairs and accounts of individual customers or any confidential or proprietary

information in the possession of public entities.

Do you think it is likely to be easy to balance the need for investor/depositor

protection with the requirement to avoid barriers to free trade? 

This issue of distinguishing between legitimate and illegitimate host country rules has 

also been an issue within the EU. In 2005, the EU Commission wrote:

The objectives of the Commission’s financial services policy over the next 5 years are to:

• consolidate dynamically towards an integrated, open, inclusive, competitive, and economically

efficient EU financial market; • remove the remaining economically significant barriers so financial

services can be provided and capital can circulate freely throughout the EU at the lowest possible

cost – with effective levels of prudential and conduct of business regulation, resulting in high levels of

financial stability, consumer benefits and consumer protection • implement, enforce and continuously

evaluate the existing legislation and to apply rigorously the better regulation agenda to future

initiatives• enhance supervisory cooperation and convergence in the EU, deepen relations with other

global financial marketplaces and strengthen European influence globally.  134

The EU seeks to integrate financial markets by removing barriers and by agreeing on

harmonized rules on financial services, but the process of harmonizing the rules is a slow

one. Harmonization of regulation is difficult even where the countries involved are at similar

levels of economic development, and have similar cultural environments. Where culture and

history diverge, harmonization is even more problematic.   135

 See, e.g., EU Commission, W HITE PAPER: F INANCIAL SERVICES POLICY 2005-2010 (Dec. 5,
134

2005) available at http://ec.europa.eu/internal_market/finances/docs/white_paper/white_paper_en.pdf  .

 See, e.g., V Sundararajan & Luca Errico, Islamic Financial Institutions and Products in the
135

Global Financial System: Key Issues in Risk Management and Challenges Ahead, IMF W orking Paper
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The promotion of free trade in financial services is one reason for promoting

harmonization of financial regulation. Another is the desire of governments and regulators in

developed countries to protect their financial markets from various types of threat from other

countries. If countries generally had similar levels of investor protection, then they would not

need to worry about protection of their own residents who decided to invest abroad.

Harmonization of regulation is an alternative to extraterritorial application of rules. Regulatory

harmonization also limits the ability of firms to escape regulation by moving their activities

into another jurisdiction (regulatory arbitrage). 

As we have already seen, crises in developing markets during the 1990s led to

general concern about the “International Financial Architecture”,  and to the setting up of136

the Financial Stability Institute,  and the Financial Stability Forum (now the Financial137

Stability Board). Some scholars have argued that differences in legal origins correlate with

the level of development of a country’s securities markets,  and that countries with strong138

securities markets tend to have high levels of economic growth.  Thus it has been argued139

that increasing standards of regulation in less developed economies not only protects

developed economies by reducing the likelihood of crises which might infect the developed

W P/02/192, (Nov. 2002) available at http://www.imf.org/external/pubs/ft/wp/2002/wp02192.pdf (describing

problems of applying W estern risk management principles to Islamic financial products and services).

 See, e.g., Introduction to Reports on the International Financial Architecture - Reports of
136

Working Groups (Oct. 1998) available at http://www.bis.org/publ/othp01.htm  (“The international financial

crisis that began in Asia and has now spread to other continents lends urgency to efforts to strengthen the

architecture of the international financial system. The importance of these efforts was first given

prominence in 1995 at the Halifax summit of heads of state and government of G-7 countries, and

progress since has benefited from the involvement of finance ministries and central banks from both

developed and emerging market economies... In their discussions, Ministers and Governors stressed the

importance of strengthening the international financial system through action in three key areas:

enhancing transparency and accountability; strengthening domestic financial systems; and managing

international financial crises.”) 

 
137

http://www.bis.org/fsi/index.htm  

 See Rafael La Porta, Florencio Lopez-de-Silanes, Andrei Shleifer & Robert W . Vishny, Law
138

and Finance, 106 J. POL. ECON.1113 (1998) (arguing that common law jurisdictions provided stronger

protections to investors than civil law jurisdictions, thus encouraging the development of securities

markets). There are also critiques of the law and finance literature. See, e.g., Ruth V. Aguilera & Cynthia

A. W illiams, “Law and Finance”: Inaccurate, Incomplete, and Important, 2009 BYU L. Rev. 1413 (2009). 

 See, e.g., Bharat N. Anand & Alexander Galetovic, Investment Banking and Security Market
139

Development, IMF W orking Paper, W P/01/90, July 2001, available at 

http://www.imf.org/external/pubs/ft/wp/2001/wp0190.pdf.
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economies, but also benefits less developed economies more directly. It is worth noting that

some commentators have challenged the idea that changing legal rules necessarily

promotes economic development.  And some critics of harmonization have argued that140

legal harmonization has risks: 

I am also concerned that the effort to homogenize capital rules across the world may do serious

damage to certain markets in which U.S. banks – particularly national banks – have been world

leaders, such as credit cards and securitizations. We have to exercise great caution that we do not, in

the name of achieving international uniformity, needlessly disrupt settled banking practices and

established, well-functioning markets.141

Some commentators argue that rather than emphasizing harmonization of law and

regulation we should allow different countries to compete with each other in the laws and

regulations they apply, because such legal and regulatory competition will produce the most

efficient regulatory outcomes. But the global financial crisis has resulted in a push for greater

harmonization of financial regulation rather than for more competition in standards of

financial regulation. And, as well as developing more standards of international financial

regulation, the standards bodies have also focused their efforts on ensuring implementation

of the standards. The Basel Committee has worked on improving capital requirements for

international banks, and introduced a Regulatory Consistency Assessment Program, which

includes peer reviews, to ensure implementation of the new standards.  IOSCO has also142

focused on issues of implementation, for example studying how its members have dealt with

IOSCO Objectives and Principles of Securities Regulation relating to systemic risk.143

 See, e.g., Gordon Smith, Taking Legal Origins Theory Seriously, Jotwell (Jan. 7, 2011) at
140

http://corp.jotwell.com/taking-legal-origins-theory-seriously/ .

 John D. Hawke, Jr., (then) Comptroller of the Currency, Basel II: A Brave New World for
141

Financial Institutions?, speech to the American Academy in Berlin, Dec. 15, 2003, available from

http://www.occ.treas.gov/ftp/release/2003-99a.pdf 

 See 
142

http://www.bis.org/bcbs/implementation.htm . See also Basel Committee on Banking

Supervision, Basel III Regulatory Consistency Assessment Programme (RCAP) (Oct. 2013) at

http://www.bis.org/publ/bcbs264.pdf. 

 IOSCO, Thematic Review of the Implementation of Principles 6 and 7 of the IOSCO
143

Objectives and Principles of Securities Regulation: Final Report (Sep. 2013) at

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD424.pdf .
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The idea of using peer reviews to ensure implementation of international standards

was developed by the G20 and implemented by the Financial Stability Board (as well as by

the Basel Committee and IOSCO). The Financial Stability Board published the FSB

Framework for Strengthening Adherence to International Standards in 2009:144

The FSB is committed to strengthening adherence to international financial standards. Financial

markets are global in scope and, therefore, consistent implementation of international standards is

necessary to protect against adverse cross-border, regional and global developments affecting

international financial stability.

The FSB, working through the Standing Committee on Standards Implementation, will foster a race

to the top, wherein encouragement from peers motivates all countries and jurisdictions to raise their

level of adherence to international financial standards. Encouragement will come in three forms.

First, FSB member jurisdictions will lead by example. FSB member jurisdictions have committed to

implementing international financial standards and disclosing their level of adherence.

Second, FSB member jurisdictions will undergo periodic peer reviews to evaluate their adherence to

international standards in the regulatory and supervisory area. Such evaluations will provide

members with feedback from peers on the implementation and effectiveness of standards and

policies. Moreover they will encourage non-FSB member jurisdictions to undergo similar evaluations.

Third, the FSB will establish a toolbox of measures to encourage adherence to international

cooperation and information exchange standards by all countries and jurisdictions. Application of

these measures will be based on transparent procedures to evaluate the degree of adherence of

jurisdictions to the relevant standards. 

...FSB members’ adherence to international standards is essential to reinforce the credibility of the

FSB’s efforts to strengthen adherence by all countries and jurisdictions. To lead by example, FSB

member jurisdictions have committed to: implementing international financial standards; undergoing

an assessment under the IMF-World Bank Financial Sector Assessment Program (FSAP) every five

years; disclosing their degree of adherence of international standards, notably by publishing the

detailed assessments prepared by the IMF and World Bank as a basis for the Reports on the

Observance of Standards and Codes (ROSCs); and undergoing periodic peer reviews using, among

other evidence, reports prepared as part of the FSAP.

All 24 FSB member jurisdictions have participated or are in the process of participating in the FSAP

... An initial FSAP was completed in 20 member jurisdictions (five of which also completed an FSAP

Update) and is currently under way in a further three jurisdictions, while an FSAP was not completed

in the case of one member jurisdiction.

... FSB member jurisdictions have committed to undergoing periodic peer reviews focused on the

implementation and effectiveness of international financial standards and of policies agreed within the

 At 
144

http://www.financialstabilityboard.org/publications/r_100109a.pdf  .
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FSB. The peer reviews will build on, and avoid duplicating, existing assessment mechanisms, such

as FSAPs and ROSCs. The added value of FSB peer reviews will come in significant part from the

cross-sector, cross-functional, system-wide perspective brought by its members. Dialogue with peers

will be a key benefit of the reviews.

FSB member jurisdictions have agreed to undergo both thematic and country peer reviews. Thematic

peer reviews will focus on the implementation across the FSB membership of policies or standards

agreed within the FSB, with particular attention to consistency in cross-country implementation and

the effectiveness of the policy or standard in achieving the intended results. Country peer reviews will

focus on the implementation and effectiveness of financial sector standards and policies agreed

within the FSB in achieving the desired outcomes in a specific member jurisdiction, notably through

systematic and timely follow up to relevant recommendations arising from an FSAP or ROSC.

FSB peer reviews will be based on reports drafted by small teams composed of experts from FSB

member jurisdictions and international bodies, supported by the FSB Secretariat. The substantive

review by peers will take place in the Standing Committee on Standards Implementation. The final

responsibility for approving FSB peer reviews lies with the Plenary, as the decision-making body of

the FSB. In keeping with the FSB’s commitment to lead by example, peer review reports will be

published, along with any commentary provided by the reviewed jurisdictions for inclusion. Following

publication of the report, jurisdictions¡| implementation of agreed actions will be monitored by the FSB

and, if implementation lags, peer pressure may be applied. Guidelines for the conduct of FSB peer

reviews are set out in a Handbook for FSB Peer Reviews that will be revised and expanded as

experience is gained.

Thematic and country reviews will move forward in parallel. The first thematic review is on actions

taken by firms and national authorities to implement the FSB Principles and Implementation

Standards for Sound Compensation Practices. This review will be completed by March 2010. The

FSB aims to complete two more thematic reviews and three country reviews in 2010.

...The FSB is finalising procedures to encourage the adherence of all countries and jurisdictions to

international financial standards, including by identifying non-cooperative jurisdictions and assisting

them to improve their adherence. This initiative responds to a call by G20 Leaders at the April 2009

London Summit and complements initiatives by the Global Forum and OECD to promote adherence

to international standards in the tax area, and by FATF for standards concerning anti-money

laundering and combating the financing of terrorism.

Of particular concern to the FSB is the adherence of jurisdictions to international cooperation and

information exchange standards in the financial regulatory and supervisory area. The three key

standards in the regulatory and supervisory area are: the BCBS Core Principles for Effective Banking

Supervision; the IAIS Insurance Core Principles; and the IOSCO Objectives and Principles of

Securities Regulation.... The initial focus of the FSB is on jurisdictions that could pose a risk to

financial stability because of their importance in the financial system and their weak adherence to the

relevant standards. Over time, the FSB will reassess this focus and may adjust it to other potential

areas of concern or groups of jurisdictions.
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The FSB is prioritising a pool of jurisdictions to engage in dialogue in order to further evaluate their

adherence to the relevant standards and possible ways to improve adherence. Prioritisation will take

place according to available information on jurisdictions¡| importance in the financial system and on

their compliance with the relevant standards.

In order to measure financial importance, a combination of the following economic and financial

indicators will be considered to rank jurisdictions:

Domestic financial assets, both in absolute terms and relative to national GDP.

External financial assets and liabilities of a jurisdiction as measured by creditor-side data, specifically

the BIS international banking statistics and the IMF Coordinated Portfolio Investment Survey.

Gross capital flows, both in absolute terms and relative to national GDP.

Market share in selected global market segments. Five market segments will be considered:

cross-border interbank assets, pension fund assets, hedge fund assets (based on both the location of

the manager and the legal domicile of the fund), over-the-counter derivatives markets, and insurance

premiums.

The adherence of jurisdictions to the relevant standards will be evaluated using information on

compliance from ROSCs prepared by the IMF and World Bank, and Multilateral Memoranda of

Understanding (MMoU). A jurisdiction that is either “compliant” or “largely compliant” in all, or all

except one, of the relevant international cooperation and information exchange principles ... will not

require further evaluation. In the case of principles in the securities regulation area, signature of the

IOSCO MMoU Concerning Consultation and Cooperation and the Exchange of Information will be

considered as sufficient evidence of compliance.

All FSB member jurisdictions will be held to the same standard, and be subject to the same

evaluation process, as will be applied to non-member jurisdictions. The FSB will actively engage in

external outreach and communications to ensure that the process and potential outcomes of this

dialogue to promote and strengthen adherence to international standards are fully explained and

understood.

The FSB’s dialogue with jurisdictions will evaluate areas of weakness, consider cooperation with

international assessment processes, examine where further information is needed, identify priorities

for reform, and recommend actions to address weaknesses. To support the efforts of low-capacity

jurisdictions to achieve adherence with international standards, capacity-building mechanisms will be

made available to provide technical assistance. A toolbox of potential measures to promote

adherence is being finalised. The toolbox will be a balance of positive and negative measures, and

will include the option of publishing by the end of 2010 the names of non-cooperative jurisdictions in

the event that other measures to promote adherence to international cooperation and information

exchange standards are not achieving sufficient progress.

Above (at page 52) I asked whether regulation should aim to discourage speculation. How

we might think about this question might depend on our perspective or the reason for asking
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the question. We might be concerned with the issue whether the actions of speculators

damage the markets, or other actors in those markets. For example, European states have

been concerned about the impact of speculative trading on their sovereign debt. We might

be concerned to limit the costs of bailouts by restricting the activities of insured institutions

(e.g. the “Volcker Rule”).  Or we might be interested in the question of what legal145

protections should be available to investors who engage in speculative or excessively

speculative) behavior. The following case illustrates some aspects of this issue in the context

of foreign exchange futures transactions.

Derivatives transactions and risk: De Kwiatkowski v Bear Stearns 146

...Kwiatkowski first opened an account at Bear Stearns in 1988, when his broker, Albert

Sabini, relocated there from the defunct E.F. Hutton firm. The account was handled by Bear's

"Private Client Services Group," which provides large private investors with enhanced services,

including access if requested to the firm's executives and financial experts. As a member of this

group, Sabini was in regular contact with Kwiatkowski, often communicating several times a day.

Sabini provided his client with news and market reports, and sometimes sent him Bear Stearns

documents containing market forecasts and investment recommendations.

At first, Kwiatkowski's account at Bear was limited to securities trading. His currency trading

was conducted through Bank Leu, a bank in the Bahamas, where Kwiatkowski maintained his

principal residence. In January 1991, Kwiatkowski opened a futures account at Bear by transferring

from Bank Leu a position consisting of 4000 Swiss franc short contracts traded on the Chicago

Mercantile Exchange ("CME"). Kwiatkowski effected the transfer because he thought Bear would be

better able to service the account, Sabini having "extolled the capacity of Bear Stearns to provide him

the full services and resources he needed for large-scale foreign currency trading.".... The Private

Client Services Group provided its clients with access to Bear's financial experts and executives...and

advertised "a level of service and investment timing comparable to that which [Bear] offered [its]

largest institutional clients."...

Kwiatkowski's futures account at Bear was at all times "nondiscretionary," meaning that Bear

executed only those trades that Kwiatkowski directed. When the account was opened in January

1991, Kwiatkowski signed a number of documents and risk-disclosure statements (some of which

were mandated by federal regulations). These reflect in relevant part that:

 See Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and
145

Relationships with, Hedge Funds and Private Equity Funds, (Dec. 10, 2013) available at

http://www.federalreserve.gov/newsevents/press/bcreg/bcreg20131210a1.pdf. 

 306 F.3d 1293 (2d. Cir., 2002)
146
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. Kwiatkowski declared his net worth to be in excess of $100 million, with liquid assets of $80 million;

. He was warned that "commodity futures trading is highly risky" and a "highly speculative activity,"

that futures "are purchased on small margins and . . . are subject to sharp price movements," and

that he should "carefully consider whether such [futures] trading is suitable for [him]";

. He was warned that because, under some market conditions, he "may find it difficult or impossible

to liquidate a position"--meaning that he "may sustain a total loss" of his posted collateral--he should

"constantly review [his] exposure . . . and attempt to place at risk only an amount which [he knew he

could] afford to lose";

. He was warned that if he chose to trade on margin, he could lose more than what he posted as

collateral; 

. He gave Bear a security interest in all his accounts at the firm, authorized Bear to transfer funds

from his other account to his futures account if necessary to avoid margin calls, and authorized Bear

to protect itself by liquidating his futures account if Kwiatkowski failed to meet margin requirements.

Kwiatkowski's trading strategy reflected his belief in the long-term strength of the U.S. dollar.

As he testified at trial, he had believed "the dollar should appreciate" over time, though he conceded

that he always understood that the dollar would experience "ups and downs" in the near term...

Kwiatkowski had been an experienced currency trader before he opened his Bear Stearns

futures account. As an entrepreneur and founder of Kwiatkowski Aircraft- which leases and sells

airplanes internationally – he developed a background in trading to hedge the risks associated with

his company's foreign currency transactions. Kwiatkowski also had experience betting on the dollar in

hopes of earning speculative profit. In 1990, shortly before transferring his Bank Leu position to Bear

Stearns, Kwiatkowski lost nearly $70 million in that account when the dollar declined against the

German mark and Swiss franc.

Before Kwiatkowski did his first currency transaction at Bear in September 1992, he met with

Bear's then-Chief Economist, Lawrence Kudlow, who expressed the view that the dollar was

undervalued worldwide and therefore was a good investment opportunity. In the weeks following this

meeting, Kwiatkowski executed several trades betting on the rise of the dollar, ultimately acquiring

16,000 open contracts on the CME. He closed his position in January 1993, having made $219

million in profits in about four months. At trial, Kwiatkowski testified that he consulted Bear prior to

liquidating: "We discussed it and they thought the advisement was a change of feelings about it." ...

The record is vague as to who at Bear said what, but (construing ambiguities in Kwiatkowski's favor)

a fair reading is that Kwiatkowski was encouraged by someone at Bear to liquidate his position.

Kwiatkowski's futures account was dormant between January 1993 and October 1994.

Kwiatkowski testified that in an October 1994 phone call, Sabini told him that "this is the time to buy

the dollar," and that "this time the dollar will do what [Kwiatkowski] always believed it would do." ..

Kwiatkowski began aggressively short-selling the Swiss franc, the British pound, the Japanese yen,

and the German mark. Within a month, Kwiatkowski amassed 65,000 contracts on the franc, pound,

yen, and mark in equal proportions--a position with a notional value of $6.5 billion... All of the

transactions were executed on the CME. At one point, Kwiatkowski's position amounted to 30 percent
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of the CME's total open interest in some of the currencies. According to David Schoenthal, the head

of Bear Stearns Forex, Kwiatkowski's position was more than six times larger than any other position

Schoenthal had ever seen in 27 years on the CME...

In mid-November 1994, after Kwiatkowski had acquired the bulk of his position (approximately

58,000 contracts), Sabini sent him a copy of a report by Wayne Angell, then-Chief Economist at

Bear, entitled "Dollar Investment Opportunity," expressing the view that the dollar was still

undervalued. According to Kwiatkowski, the report influenced him to "roll over" his entire

65,000-contract position past the December date on which the contracts came due.

Like many speculative investors, Kwiatkowski traded on margin, meaning he put up only a

fraction of the $6.5 billion notional value, as specified by the brokerage firm. As the dollar fluctuated,

Kwiatkowski's position was "marked-to-market," meaning that his profits were added to his margin

and his losses were deducted. As he earned profits, his margin increased, meaning he could opt (as

he did) to have profits paid out to him daily; when losses reduced his margin, Kwiatkowski was

compelled to meet the margin requirement by depositing more money or by liquidating contracts.

Thus, while Kwiatkowski put up only a small percentage of the notional value (well under ten percent,

which is apparently not unusual), his personal profits and losses reflected the full $6.5 billion position,

and magnified vastly the slightest blip in the dollar's value.

As Kwiatkowski acquired his colossal position in the volatile futures market, Bear took

precautions. In November 1994, the firm's Executive Committee and senior managers assumed

oversight of Kwiatkowski's account. Bear also required Kwiatkowski to increase his posted margin

collateral to $300 million in cash and liquid securities.

In late November or early December, Schoenthal told Bear's Executive Committee that

Kwiatkowski's position was too conspicuous on the CME to allow a quick liquidation, and (with Sabini)

recommended to Kwiatkowski that he move his position to the over-the-counter ("OTC") market, the

unregulated international commodities market whose traders generally consist of governments and

large financial institutions. Schoenthal told Kwiatkowski that he could trade with less visibility on the

larger and more liquid OTC market, and more easily liquidate without impacting the market.

According to Kwiatkowski, Schoenthal told him that, when and if Kwiatkowski needed to liquidate,

Schoenthal could get him out of the OTC market "on a dime." ... Kwiatkowski accepted Schoenthal's

recommendation in part: when it came time to roll over his contracts in early December, Kwiatkowski

moved half of them to the OTC market.

By late January 1995, Kwiatkowski's account had booked breathtaking gains and losses. As

of December 21, 1994 -- less than two months after he resumed currency speculation at Bear –

Kwiatkowski had made profits of $228 million. When the dollar fell a week later, Kwiatkowski lost

$112 million in a single day (December 28). When the dollar fell again, on January 9, 1995,

Kwiatkowski lost another $98 million. Ten days later, on January 19, he lost $70 million more. After

absorbing these hits, Kwiatkowski was still ahead $34 million on his trades since October 28, 1994.

As the dollar fell, Kwiatkowski consulted with Bear at least three times. After the December 28

shock, Kwiatkowski told Schoenthal and Sabini he was concerned about the dollar and was thinking
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of closing his position. They advised him that it would be unwise to liquidate during the holiday

season, when the markets experience decreased liquidity and prices often fall... The dollar

rebounded on December 29, and Kwiatkowski recouped $50 million of the previous day's losses.

After the January 9 decline, Kwiatkowski spoke with Sabini and Wayne Angell, Bear's Chief

Economist. According to Kwiatkowski, Angell thought that the dollar remained undervalued and would

bounce back. Kwiatkowski decided to stand firm. In late January, he spoke with Schoenthal about the

U.S. Government policy of strengthening the Japanese yen, and afterward Kwiatkowski liquidated

half of his yen contracts.

The dollar remained volatile through the winter, due in large part (it was thought) to

geopolitical currents. Two salesmen in Bear's futures department, William Byers and Charles Taylor,

who wrote a monthly report called Global Futures Market Strategies, announced in their February

1995 issue that they were downgrading the dollar's outlook to "negative," principally because of the

Mexican economic crisis, certain steps taken by the Federal Reserve Board, and an anticipated

increase in German interest rates. The report cited the German mark and the Swiss franc as

especially likely to strengthen--two of the currencies in which Kwiatkowski held short positions.

Kwiatkowski testified that he never received a copy of this report... 

As of February 17, Kwiatkowski was down $37 million since October 1994. In mid-February,

rather than deposit more cash, Kwiatkowski instructed Bear to meet future margin calls by liquidating

his contracts. As the dollar declined, Bear gradually liquidated Kwiatkowski's position (obtaining his

approval of each trade). By the close of business on Thursday, March 2, 1995, Kwiatkowski's total

position had been reduced to 40,800 contracts in the Swiss franc and the German mark. He had

suffered net losses of $138 million in slightly over four months.

Over the next three days, the dollar fell sharply against both the franc and the mark, and

Kwiatkowski's remaining contracts were liquidated at a further loss of $116 million.

On the morning of Friday, March 3, Bear tried to reach Kwiatkowski for authorization to

liquidate 18,000 of his contracts in order to meet a margin call. Kwiatkowski was unavailable, so (as

the account agreement allowed) Bear effected the liquidation unilaterally and secured Kwiatkowski's

approval later that day. At that time, Kwiatkowski expressed interest in liquidating his position

altogether. Schoenthal and Sabini advised Kwiatkowski that because market liquidity generally

lessens on Friday afternoons, it would be prudent to hold on and take the chance that the dollar

would strengthen... According to Kwiatkowski, he relied on this advice in deciding to hold on to the

balance of his contracts.

When the overseas markets opened on Sunday (New York time), the dollar fell. Schoenthal

was in his office to monitor Kwiatkowski's account and was in touch with Kwiatkowski throughout the

day, obtaining Kwiatkowski's authorization for necessary liquidating trades. By the early hours of

Monday, the liquidation was complete. In order to cover his losses, Kwiatkowski was forced to

liquidate his securities account and pay an additional $2.7 million in cash...

In all, Kwiatkowski suffered a net loss of $215 million in his currency trading from October

1994 through Monday, March 6, 1995. At trial, Kwiatkowski's expert witness testified that Kwiatkowski
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could have saved $53 million by liquidating on Friday, March 3. The same expert surmised that

$116.5 million would have been saved if Kwiatkowski had liquidated on Wednesday and Thursday,

March 1 and 2.

 

B. Proceedings in the District Court

...At trial, Kwiatkowski contended that Bear had breached its duties in three ways: [1] Bear failed

adequately to advise him about unique risks inherent in his giant currency speculation; [2] Bear failed

to provide him with market information and forecasts, generated by Bear personnel, that were more

pessimistic about the dollar than views Kwiatkowski was hearing from others at Bear; and [3] Bear

should have advised Kwiatkowski well before March 1995 to consider liquidating his position, and

specifically should have advised him on Friday, March 3 to liquidate immediately rather than hold on

through the weekend...

The jury found Bear liable on the negligence claim, and awarded Kwiatkowski $111.5 million

in damages. It found for Bear on the breach of fiduciary duty claim, and for Sabini on both claims

(verdicts from which no appeals have been taken)...The district court ... rul[ed]... that the evidence

supported the finding of an "entrustment of affairs" to Bear that included "substantial advisory

functions," and that the services that Bear provided "embodied the full magnitude of 'handling'

Kwiatkowski's accounts, with all the considerable implications that such responsibility entailed."...

Discussion

We must decide whether the facts of this case support the legal conclusion that Bear Stearns

as broker owed its nondiscretionary customer, Kwiatkowski, a duty of reasonable care that entailed

the rendering of market advice and the issuance of risk warnings on an ongoing basis. If so, we must

decide whether a reasonable juror could find that Bear breached that duty.

It is uncontested that a broker ordinarily has no duty to monitor a nondiscretionary account, or

to give advice to such a customer on an ongoing basis. The broker's duties ordinarily end after each

transaction is done, and thus do not include a duty to offer unsolicited information, advice, or

warnings concerning the customer's investments. A nondiscretionary customer by definition keeps

control over the account and has full responsibility for trading decisions. On a transaction -by-

transaction basis, the broker owes duties of diligence and competence in executing the client's trade

orders, and is obliged to give honest and complete information when recommending a purchase or

sale. The client may enjoy the broker's advice and recommendations with respect to a given trade,

but has no legal claim on the broker's ongoing attention. See, e.g., Press v. Chem. Inv. Servs. Corp.,

166 F.3d 529, 536 (2d Cir. 1999) (broker's fiduciary duty is limited to the "narrow task of

consummating the transaction requested")... As the district court observed, these cases generally are

cast in terms of a fiduciary duty, and reflect that a broker owes no such duty to give ongoing advice to

the holder of a nondiscretionary account.

The giving of advice triggers no ongoing duty to do so. See, e.g., Caravan Mobile Home

Sales, Inc. v. Lehman Bros. Kuhn Loeb, Inc., 769 F.2d 561, 567 (9th Cir. 1985) (securities broker had
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no duty to provide customer with information about stock after purchase was complete)...

From these principles, Bear argues that: it had no ongoing duty to give Kwiatkowski financial

advice about his dollar speculation; its sole obligation was to "execute [Kwiatkowski's] transactions at

the best prices reasonably available and . . . offer honest and complete information when

recommending [a] purchase or sale"; and it had no "open-ended duty of reasonable behavior, or to

provide such investment advice as a trier of fact decides would have been prudent." As Bear points

out, Kwiatkowski makes no claim that any of his instructions were improperly carried out, or that he

was given dishonest or incomplete information about any trade. Thus, when the district court

instructed the jury to evaluate Bear's overall conduct according to whatever a "reasonable broker"

would have done under the circumstances, Bear argues, it allowed the jury to enforce advisory

obligations that do not exist.

This argument, addressed to the features of nondiscretionary accounts, misses the point. The

theory of the case is that this was no ordinary account (an observation that is true enough as far as it

goes). Kwiatkowski contends that in the course of dealing, Bear voluntarily undertook additional

duties to furnish information and advice, on which he came to rely (as Bear surely knew); that his

trading losses were caused or enlarged by Bear's failures to perform those duties; and that Bear's

liability arises from generally applicable tort rules requiring professionals to exercise due care in

performing whatever services they undertake to provide, as measured against the standard observed

by reasonable and prudent members of the profession.

II

The district court acknowledged the general principles limiting a broker's duties to a nondiscretionary

customer: it agreed that "in the ordinary situation, the broker's professional obligation to the customer

with respect to any particular investment ends upon the completion of the authorized transaction."...

Moreover, "as regards a nondiscretionary account, the customer retains management and control

over investment transactions, determining what purchases and sales to make. For the purposes of

assessing the broker's role and ascribing attendant legal duties, each transaction is considered

separately." ... But the court rejected what it called the "mechanical" argument that the

nondiscretionary label disposed of Kwiatkowski's claim... (noting that if "a mere recitation of bare

legal maxims were all there was to this matter, the action would present only an easy, garden-variety

dispute"). The court observed that the cases that articulate the general rules also allude to "special

circumstances" that may "exempt the particular action from the scope of the general standard." ... 

The court characterized Bear's position as a "per se defense" that a broker's duties to a

nondiscretionary customer "not only exclude any obligation to offer advice, but may not even

embrace a duty of ordinary, reasonable care."... Reviewing principles of contract, negligence, and

agency law, as well as case law concerning the broker/client relationship ... the district court

concluded that, on the contrary, "a legal foundation exists which supports application of the duty of

care to the broker/customer relationship between Kwiatkowski and Bear Stearns." ...

The court contrasted the general duty of due care with the duties that arise from the parties'
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intentional relationship, which the court agreed are limited and narrowly defined:

“The duty of due care arises not by agreements or imposition of the parties governing their

relations, but by operation of law. The duty emerges out of a totality of given circumstances and holds

the defendant in an action to a standard of conduct designed to protect persons located within a

reasonable zone of foreseeability who were injured by a defendant's careless behavior. “...

The court explained that "contractual commitments cannot serve to excuse carelessness or

shield a defendant from liability for injury that a breach of the duty of due care may engender." ... Just

as "exceptional conditions" may create fiduciary duties without the parties' "express intent," and

notwithstanding a contractual disclaimer... the court reasoned that "extraordinary events" may

"support imposition of a duty of reasonable care arising from aspects of the same conduct on the part

of the broker," ... Such an extraordinary situation may arise from the "assumption, by promise or

partial performance, of certain responsibilities under certain conditions...(citing the example of good

samaritan liability)...

The district court further ruled that the breach of the duty of care could "be evidenced by Bear

Stearns's failure to provide particular information essential to the affairs entrusted and which under all

the circumstances a reasonable broker exercising ordinary care would have supplied to the client." ...

The court indicated that a duty of care arose by virtue of the broker-client relationship itself, but also

specifically considered that a duty of reasonable care arises when the parties depart from the usual

rules of a nondiscretionary account, such as where the broker undertakes performance of additional

functions. Consistent with this view, the jury was charged both that Bear had a general duty to

behave as a reasonable broker.. and that the jury should decide what functions Bear undertook and

(thereby) had a duty to perform with reasonable care...

Accordingly, the court ruled that the jury's verdict was sustainable on any one of several findings

supportable by the record and the charge:

 . Bear assumed substantial advisory functions that made it the "handler" of Kwiatkowski's account ...

and that amounted to special circumstances sufficient to impose an ongoing duty of reasonable

care... 

. Even absent special circumstances, Bear breached the standard of care applicable to the ordinary

broker/client relationship by the following: Bear's execution of Kwiatkowski's large trades in the fall of

1994 without conducting new risk and suitability analyses... possible noncompliance with internal

Bear procedures concerning notification to the client of increased risk... the initial placement of

Kwiatkowski's position on the CME rather than the OTC market... giving overly optimistic advice

(specifically, Schoenthal's statement that he could get Kwiatkowski out of the OTC market "on a

dime," and Angell's opinion that the dollar was undervalued) in conjunction with the failure to furnish

other, negative dollar forecasts... and the handling of the liquidation in March 1995...

. Even if Bear had no standing obligation (under ordinary or special circumstances) to provide

Kwiatkowski with assistance, Bear nonetheless undertook to do so in connection with the March

liquidation, and did so in a manner that was imprudent and that actually worsened Kwiatkowski's

situation...
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III

No doubt, a duty of reasonable care applies to the broker's performance of its obligations to

customers with nondiscretionary accounts. See, e.g., Conway v. Icahn & Co., Inc., 16 F.3d 504, 510

(2d Cir. 1994)...

The claim of negligence in this case, however, presupposes an ongoing duty of reasonable

care (i.e., that the broker has obligations between transactions). But in establishing a

nondiscretionary account, the parties ordinarily agree and understand that the broker has narrowly

defined duties that begin and end with each transaction. We are aware of no authority for the view

that, in the ordinary case, a broker may be held to an open-ended duty ... of reasonable care, to a

nondiscretionary client, that would encompass anything more than limited transaction-by-transaction

duties. Thus, in the ordinary nondiscretionary account, the broker's failure to offer information and

advice between transactions cannot constitute negligence.

All of the cases relied on by Kwiatkowski in which brokers have been found liable for their

nondiscretionary customers' trading losses involve one or more of the following: unauthorized

measures concerning the customer's account (i.e., the account became discretionary-in-fact because

the broker effectively assumed control of it); failure to give information material to a particular

transaction; violation of a federal or industry rule concerning risk disclosure upon the opening of the

account; or advice that was unsound, reckless, ill-formed, or otherwise defective when given...

Kwiatkowski does not claim any unauthorized trading, any omission of information material to

a particular transaction, any violation of government or industry regulations concerning risk

disclosures at the time he opened his account, or (except for Schoenthal's advice that he not liquidate

on Friday, March 3, 1995) any unsound or reckless advice. Indeed (with that exception, discussed

infra), Kwiatkowski is in no position to complain about any of these things. He can hardly contend that

Bear negligently induced his speculations in the dollar (Kwiatkowski made early profits in excess of

$200 million); or that Schoenthal was negligent in advising him to move the position to the OTC

market (he claims that Bear was negligent in failing to give him that advice in the first place); or that

Schoenthal was negligent in advising him after the late-December loss that the dollar would probably

bounce back (Kwiatkowski made about $50 million the following day). Kwiatkowski does not allege

that any of this advice was given negligently or in bad faith; he does not even allege that it was bad

advice--nor could he, given the immense profits he made when he acted on it.

In sum, aside from the March liquidation, the claimed negligence is not in the advice that Bear

gave, but in advice that Bear did not give. Specifically, Kwiatkowski finds a breach of duty in: [1]

Bear's failure to volunteer certain advice, namely the Byers-Taylor prediction in early 1995 that the

dollar was likely to fall; [2] Bear's failure to advise him, on an ongoing basis, of risks associated with

his dollar speculation; and [3] Bear's negligence in connection with the March 1995 liquidation.

Kwiatkowski does not dispute that in the ordinary case, a broker's failure to offer ongoing,

unsolicited advice to a nondiscretionary customer would breach no duty. Kwiatkowski's claim is

viable, therefore, only if there is evidence to support his theory that Bear, notwithstanding its limited

contractual duties, undertook a substantial and comprehensive advisory role giving rise to a duty on
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Bear's part to display the "care and skill that a reasonable broker would exercise under the

circumstances."

We conclude that the district court's judgment must be reversed because there was

insufficient evidence to support the finding that Bear undertook any role triggering a duty to volunteer

advice and warnings between transactions, or that Bear was negligent in performing those services it

did provide. Liability cannot rest on Bear's failure to give ongoing market advice that it had no duty to

give, on Bear's failure to issue warnings that it had no duty to give (concerning risks about which

Kwiatkowski surely knew more than anyone), or on Bear's failure to foretell the short-term gyration of

the dollar.

 

1. Advice

Kwiatkowski points to the advice he received from Bear, both solicited and unsolicited. There

is certainly ample evidence that Kwiatkowski transferred his account to Bear's Private Client Services

Group in part to get (as Bear advertised) access to the firm's top financial analysts and experts. And

he received it. The record also supports inferences that Bear encouraged Kwiatkowski's betting on

the dollar, that he moved half his position to the OTC market on the strength of Schoenthal's advice,

that twice he decided against liquidating his position at least in part because of Bear's advice that the

dollar was still undervalued, and that he followed Schoenthal's advice against trying to liquidate on

the afternoon of Friday, March 3, 1995...

But the giving of advice is an unexceptional feature of the broker-client relationship. What little

case law there is on the subject makes clear that giving advice on particular occasions does not alter

the character of the relationship by triggering an ongoing duty to advise in the future (or between

transactions) or to monitor all data potentially relevant to a customer's investment...

A broker may be liable in tort... for breach of a duty owed in respect of advice given. But if a

broker had a broad duty to furnish a nondiscretionary customer with all advice and information

relevant to an investment, then, as the Robinson court observed, the customer could recover

damages "merely by proving nontransmission of some fact which, he could testify with the wisdom of

hindsight, would have affected his judgment had he learned of it." ...

Thus if Bear had a duty to advise Kwiatkowski in early 1995 that the dollar might fall, it could

not arise merely because Bear advised him in late 1994 that the dollar might rise. Kwiatkowski

characterizes Bear's frequent giving of advice as an "undertaking" that supports a generalized duty of

reasonable care to perform ongoing advisory duties not created by contract. The advisory services

that Bear advertised and provided to Kwiatkowski, however, were wholly consistent with his status as

a nondiscretionary customer; Kwiatkowski bargained for the expertise of the Private Client Services

Group, but he simultaneously signed account agreements making clear that he was solely

responsible for his own investments. It was thus obviously contemplated that Kwiatkowski would

receive a lot of advice from Bear's senior economists and gurus, and that this advice would not

amount to Bear's entrustment with the management of the account. It follows that Kwiatkowski

cannot reasonably have believed that once he sought and Bear gave advice, Bear had become
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"account handler."

Any duty by Bear to offer advice therefore could arise only if the law, under the circumstances

of this case, imposes on Bear some special duty as a result of the relationship between the parties –

that is, if Kwiatkowski's account deviated from the usual nondiscretionary account in a way that

creates a special duty beyond the ordinary duty of reasonable care that applies to a broker's actions

in nondiscretionary accounts. The district court alluded to "special circumstances," in particular

Kwiatkowski's outsized account, the frequency of broker contacts, and the unique risk run by a

private individual speculating in currency on a scale known only to governments of large countries...

These circumstances made Kwiatkowski's account special, even very special; but these

circumstances are not special in a way that transforms the account relationship. The transformative

"special circumstances" recognized in the cases are circumstances that render the client dependent

– a client who has impaired faculties, or one who has a closer than arms-length relationship with the

broker, or one who is so lacking in sophistication that de facto control of the account is deemed to

rest in the broker. The law thus imposes additional extra-contractual duties on brokers who can take

unfair advantage of their customers' incapacity or simplicity...

Kwiatkowski of course is the very opposite of the naive and vulnerable client who is protected

by "special circumstances." He was a special customer chiefly by reason of his vast wealth, his

trading experience, his business sophistication, and his gluttonous appetite for risk. These factors

weigh strongly against--and not at all in favor of--heightened duties on the part of the broker (as

suitability rules in other contexts imply... We therefore conclude that the theory of "special

circumstances" does not broaden the scope of Bear's undertaking...

2. Risk

When Kwiatkowski opened his account, Bear warned him of the risks of currency trading.

Kwiatkowski argues that Bear should have given further specific warnings throughout the relevant

period concerning "extraordinary market and liquidity risks" posed by the size of his position,

especially in conjunction with market changes and the volatility of the dollar. Kwiatkowski's argument

fails because he has not demonstrated that Bear was under an obligation to provide the warnings he

claims were omitted, because he grossly understates the warnings Bear in fact issued and the impact

such warnings would have had on any reasonable investor, and because (even if Bear failed to give

warnings it was obliged to give) as a matter of law, Kwiatkowski's trading losses were not caused by

any insufficiency of warnings.

Under the written terms of Kwiatkowski's currency futures account, Bear undertook to serve

as "futures commission merchant" ("FCM") (for the trades placed on the CME) and as "OTC dealer"

(for the trades placed on the over-the-counter market), and in no other capacity. Bear did not in this

case contract to serve in an advisory capacity (at least with respect to Kwiatkowski's futures account),

and thus (undisputedly) was neither an "investment adviser" as defined by the Investment Advisers

Act of 1940, 15 U.S.C. § 80b-2(a)(11), nor a "commodity trading adviser" as defined by the

Commodities Exchange Act, 7 U.S.C. § 1a(6).

68



Bradley International Finance: Chapter 1: Introduction January 8, 2014

As an FCM, Bear was subject to regulations promulgated by the Commmodity Futures

Trading Commission ("CFTC") and by the National Futures Association ("NFA"), a self-regulatory

organization registered with the CFTC. (Bear is an NFA member, as all FCMs must be.) At the time

Kwiatkowski opened his account, Bear as FMC had certain obligations: pursuant to CFTC Rule 1.55,

Bear was to provide Kwiatkowski with a detailed risk disclosure statement, see 17 C.F.R. §

1.55(a),(b); and pursuant to NFA Compliance Rule 2-30, Bear was to obtain from Kwiatkowski a

variety of personal information, including his net worth, estimated annual income, and previous

experience in futures trading. It is undisputed that Bear did these things.

But, as Kwiatkowski argues, there is trial evidence to show that industry standards--even

Bear's own internal policies--may have demanded something more. For example, New York Stock

Exchange ("NYSE") Rule 405, the "know your customer" rule, provides (inter alia) that the broker

must "use due diligence to learn the essential facts relative to every customer, every order, every

cash or margin account accepted or carried . . . ."... Although Rule 405 does not apply to

commodities brokers, Sabini testified that in practice Bear adhered to that rule in the commodities

context. Moreover, Sabini understood the rule to require the broker to undertake a new risk analysis

every time a customer's investment position materially changed... Kwiatkowski argues further that the

minimum requirements established by NFA Rule 2-30 understate industry practice ... and he cites

administrative decisions of the CFTC indicating that FCMs, in certain circumstances (depending on

the nature of the broker-client relationship), may have risk-disclosure obligations that go beyond

CFTC Rule 1.55... In sum, Kwiatkowski argues that Bear's negligence is evidenced by industry

practice and internal Bear rules indicating that Bear should have provided more than it did in the way

of risk warnings and account monitoring.

We disagree. First, the CFTC cases on which Kwiatkowski relies are exemplars of the

"special circumstances" that some courts have cited to justify departure from ordinary

rules--circumstances, as we noted above, that have nothing to do with Kwiatkowski...

Second, deviation from industry or internal standards for monitoring risk and suitability does

not necessarily amount to the breach of a duty owed to Kwiatkowski. The general rule (as we have

emphasized) is that commodities brokers do not owe nondiscretionary clients ongoing advisory or

account-monitoring duties, such as the duty to warn of changes in market conditions or other

information that can impact the client's investments.

As a policy matter, it makes no sense to discourage the adoption of higher standards than the

law requires by treating them as predicates for liability. Courts therefore have sensibly declined to

infer legal duties from internal "house rules" or industry norms that advocate greater vigilance than

otherwise required by law...

Kwiatkowski cites no competing authority; indeed he does not argue directly that

noncompliance with internal rules or industry standards is a basis for liability. Kwiatkowski instead

relies on such noncompliance as evidence of Bear's overall failure to exercise due care. The district

court agreed...

It may be that noncompliance with internal standards could be evidence of a failure to
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exercise due care, assuming however a duty as to which due care must be exercised. But the

assertion that Bear had an ongoing duty to exercise "due care" or "behave like a reasonable broker,"

breach of which could be evidenced by noncompliance with internal rules, cannot be squared with the

cases holding that a broker's obligations to a nondiscretionary client arise and are satisfied

transaction-by-transaction. And, as illustrated above, there is no basis in this case for a more

comprehensive duty on Bear's part to monitor Kwiatkowski's account between transactions. He cites

the frequent advice from senior economists at Bear. But giving advice is consistent with the limited

duties owed by a broker to the holder of a nondiscretionary account. And though Kwiatkowski's

account was enormous, and he could therefore elicit such advice more frequently and from the most

senior persons in the firm, the service rendered by Bear was not different in kind.

Kwiatkowski can succeed therefore only if the district court was correct that some "special

circumstances" justify imposing extraordinary duties on Bear. We have already explained why

Kwiatkowski is the very opposite of the type of client protected by that very limited doctrine. We

therefore conclude that Bear had no ongoing duty to give advice and warnings concerning his

investments.

Kwiatkowski contends that Bear did "literally nothing" to advise him of the distinct risks he was

facing. This claim wholly ignores Bear's advice in late 1994 that Kwiatkowski was too visible on the

CME because of the size of his position, and that he should move to the OTC market generally

favored by governments and banks. It is hard to conceive of a clearer signal to an experienced

investor that the account is exposed and unique. n 19

 

n19 The fact that Kwiatkowski only partially accepted this advice (he moved half his contracts

to the OTC) also defeats any inference that he entrusted account -shepherding functions to

Bear that could trigger on ongoing duty of reasonable care. See, e.g., Banca Cremi, S.A. v.

Alex. Brown & Sons, Inc., 132 F.3d 1017, 1029 (4th Cir. 1997) (customer's rejection of

broker's advice on some occasions demonstrated that customer made independent

investment decisions).

Finally, even if one could say that Bear breached a duty to advise Kwiatkowski of certain

additional risks, that breach could not (as a matter of law) have caused Kwiatkowski's losses.

Kwiatkowski could have been under no illusions about his situation after January 19, 1995. In the

three weeks preceding that date, he had suffered single-day losses of $112 million, $98 million, and

$70 million. Kwiatkowski could not have mistaken his trading account for an annuity. Yet, despite

these blows, he could have walked away on January 19, 1995 with a net profit of $34 million from

three months of trading. At this point, when Kwiatkowski decided to press on, there was nothing that

Bear could tell him about the risks that he did not know from experience.

Kwiatkowski has two further points that merit brief consideration. First, Kwiatkowski cites the

failure of the firm to mail him the February 1995 Byers-Taylor report downgrading the dollar to

"negative." Assuming that Kwiatkowski would have read and been influenced by the report, and
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assuming further that Bear was obliged to send him that particular report, this argument

misconceives the nature of the risk that Kwiatkowski faced-and welcomed. Kwiatkowski knew that the

dollar would experience short-term "ups and downs," and he certainly knew that market liquidity was

variable and that he could experience massive losses quickly. He made and lost millions of dollars

virtually every day. Yet Kwiatkowski nevertheless built a position that exposed him to disaster at any

moment by reason of developments anywhere and everywhere on earth that could not have been

predicted by Bear even if it had volunteered all of its information and predictions. Kwiatkowski

knew--at the very least, he should have known after December 28, 1995 (the day he lost $112

million)--that even within a long-term upswing, a severe enough down-tick could wipe him out.

Accordingly, it would be pure speculation to find that the delivery of one long-term forecast would

have rendered Kwiatkowski risk-averse.

Kwiatkowski also argues that he was misled concerning his ability to liquidate quickly by

Schoenthal's statement that he could get out of the OTC market "on a dime." This argument cannot

bear the weight Kwiatkowski puts on it. There is no dispute that Schoenthal's advice was sound: The

OTC market was preferable to the CME (though, as it happened, Kwiatkowski only half-followed this

advice). Nothing suggests that Kwiatkowski fared worse because of this move than he would have if

he had left his contracts on the CME... He could not reasonably have believed that "on a dime" meant

that billions of dollars in contracts could be folded instantaneously and without loss. The phrase is

hyperbole. No one could reasonably bet millions on the idea that it meant immediate liquidity all the

time, certainly not Kwiatkowski after he had been warned over the holidays that liquidation sometimes

could be difficult even on the OTC market...

Conclusion

For the reasons stated, we reverse the judgment of the district court and remand for entry of

judgment dismissing the complaint. 

Why would an investor open a “non-discretionary” account? Would upholding the

District Court’s decision have caused any problems? 

Note that the court refers to Kwiatkowski’s circumstances as involving “the unique risk run by

a private individual speculating in currency on a scale known only to governments of large

countries.”  The court also refers to him as “the very opposite of the naive and vulnerable147

client who is protected by "special circumstances." He was a special customer chiefly by

reason of his vast wealth, his trading experience, his business sophistication, and his

gluttonous appetite for risk. These factors weigh strongly against--and not at all in favor

 See p 
147

68 above.
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of--heightened duties on the part of the broker (as suitability rules in other contexts imply).”148

Do you agree that these factors should weigh against liability for Bear Stearns in this

case? Is there a credible argument that Kwiatowski’s behavior shows that he needed

more protection than he received? 

De Kwiatkowski tried to claim that Bear Stearns owed him duties which he had breached.

Another way of protecting investors is through a regulatory regime. Under the Dodd-Frank

Act the CFTC has jurisdiction to regulate the foreign exchange market. Announcing new

regulations in August 2010  the Chairman of the CFTC, Gary Gensler stated “"These rules149

of the road will help protect the American public in the largest area of retail fraud that the

CFTC oversees: retail foreign exchange... All CFTC registrants involved in soliciting and

selling retail forex contracts to consumers will now have to comply with rules to protect the

investing public. This is also the first final rule that the Commission has published to

implement the Dodd-Frank Wall Street Reform and Consumer Protection Act. We look

forward to publishing additional rules to protect the American public."  The rules aim to150

protect retail customers,  and would not apply to a person as wealthy as De Kwiatkowski.151

The rules regulate security deposits required of retail investors in foreign exchange

 See p 
148

68 above.

 CFTC, Regulation of Off-Exchange Retail Foreign Exchange Transactions and Intermediaries,
149

75 Fed. Reg. 55410 (Sep. 10, 2010) ; CFTC, Performance of Registration Functions by National Futures

Association W ith Respect to Retail Foreign Exchange Dealers and Associated Persons, 75 Fed. Reg.

55310, 55311 (Sep. 10, 2010) (“Specifically, the CRA gives the Commission the authority to require the

registration of intermediaries who solicit retail customers to participate in off-exchange forex contracts,

who pool customer money for the purpose of trading off-exchange currency contracts or who manage

customer money for this purpose. In the final rules published today, the Commission has determined that

these entities should be registered in the existing categories of introducing broker (‘‘IB’’), commodity pool

operator (‘‘CPO’’), or commodity trading advisor (‘‘CTA’’), as appropriate.”)

 CFTC Releases Final Rules Regarding Retail Forex Transactions (Aug. 30, 2010) at
150

http://www.cftc.gov/PressRoom/PressReleases/pr5883-10.html .

 “Generally, retail customers are: • Individuals with less than $10 million in total assets, or less
151

than $5 million in total assets if entering into the transaction to manage risk, and who are not registered as

futures or securities professionals; • Companies, other than financial institutions and investment

companies, with less than $10 million in total assets, or a net worth less than $1 million if entering into the

transaction in connection with the conduct of their businesses; and • Commodity pools that have less than

$5 million in total assets.”

http://www.cftc.gov/ucm/groups/public/@newsroom/documents/file/forexfinalrule_qa.pdf . 
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transactions:

In general terms, proposed Regulation 5.9 would have required FCMs and RFEDs engaging

in retail forex transactions to collect from each retail forex customer a minimum security deposit equal

to 10 percent of the notional value of each retail forex transaction. This proposal is often referred to in

the comment letters as a 10% or 10:1 leverage requirement (i.e., for every $10 of notional value, $1

is required as a security deposit). 

The Commission received a significant number of comment letters regarding the Security

Deposit Proposal with a substantial majority of the commenters objecting to the proposed level of

10%. Many of the letters submitted with regard to this issue appeared to be submitted by individual

traders, were identical or nearly identical, and objected generally to the proposal. Within the large

group of comments by such traders, whether in ‘‘form’’ letter objections or otherwise, the most

common objections were that the leverage proposal would drive business off-shore, would lead to the

loss of jobs in the U.S., was unnecessarily restrictive and would inhibit small traders’ ability to trade

profitably, or that the percentage required as a security deposit was arbitrary, capricious and

anti-competitive

Other commenters noted that by increasing the security deposit level, retail forex customers

are exposed to greater levels of market and credit risk. Many of these commenters believe that the

amplification that is provided by increased leverage is necessary for clients to earn a profit from their

positions. Still other commenters urged that NFA’s current levels be retained and asserted that the

Commission had already approved these levels by allowing NFA’s proposed rule regarding leverage

to become effective. Finally, one commenter encouraged the Commission to (1) recognize the

different market risks and volatility posed by different currencies, (2) adopt requirements reflective of

those differences just as contract markets do in establishing their margin levels, and (3) endorse or

adopt some mechanism to allow for periodic review and adjustment of the requirements if necessary.

The Commission’s proposed leverage restriction was conservative and was proposed in an

effort to provide maximum customer protection. The Commission does not, however, believe it was

arbitrary or contrary to previously approved NFA rules. Moreover, the Commission does not believe

that most retail foreign exchange customers select a counterparty based solely on the maximum

allowable leverage, otherwise these investors would have already migrated to foreign markets, some

of which have no limitation on leverage. Nevertheless, after considering the concerns expressed and

arguments made in the comments, the Commission has determined to adopt a revi sed security

deposit requirement for FCMs engaging in retail forex transactions and for RFEDs. In developing the

revised Regulation 5.9, the Commission once again reviewed futures exchange margin levels, NFA’s

current security deposit requirements, and comparable requirements found in other jurisdictions.

Final Regulation 5.9 permits the registered futures association (‘‘RFA’’) of which the FCM or RFED is

a member to determine specific security deposit levels within parameters set forth by the Commission

in the regulation. The Commission has provided minimum security deposit amounts of 2 percent of

the notional value for major currency pairs and 5 percent of the notional value for all other retail forex
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transactions. The Commission will periodically review the parameters it has set in light of market

conditions and adjust them as necessary. Similarly, each RFA (i.e., NFA) will be required to

designate which currencies are ‘‘major currencies,’’ and must review, no less frequently than

annually, major currency designations and security deposit requirements, and must adjust the

designations and requirements as necessary in light of changes in the volatility of currencies and

other economic and market factors. It is the Commission’s view that revised Regulation 5.9 will

provide a mechanism for setting security deposit levels that is both anchored in, and adaptable to,

market conditions.152

The CFTC’s rules also address issues of disclosure to customers:

As proposed, Regulation 5.5(e) required that the risk disclosure statement provided to every retail

forex customer include disclosure of the number of non-discretionary accounts maintained by the

FCM or RFED that were profitable and those that were not, during the four most recent calendar

quarters. Commenters called the provision anti-competitive and doubted that measurement of

profitable accounts could be done in a way that would permit comparison. Proposed Regulation

5.18(i) required that each retail forex counterparty prepare and maintain on a quarterly basis a

calculation of the percentage of nondiscretionary retail forex accounts open for any period of time

during the quarter that earned a profit, and the percentage of such accounts that experienced a loss.

Some commenters asserted that the Commission did not provide adequate guidance or a standard

methodology for calculating ‘‘winners’’ and ‘‘losers.’’ Commenters stated that the proposal was

ambiguous and that the reported percentages may not be comparable across the industry. In

addition, commenters thought that there was too much subjectivity in determining ‘‘winners’’ and

‘‘losers’’ and that, therefore, the resulting disclosure would not be helpful for customers. Other

commenters stated that by requiring retail forex firms to disclose the percentage of profitable

accounts quarterly, the Commission would be unfairly singling out retail forex dealers, as this

information is not required on the futures side or for broker-dealers. As noted in the Proposing

Release, there are significant differences between trading futures contracts on an exchange and

entering into off-exchange transactions between forex firms and retail customers. The Commission

believes that as a result of the inherent conflicts embedded in the operations of the retail

over-the-counter forex industry, such disclosure is necessary. To illustrate potential conflicts of

interests in the off-exchange retail forex industry, the Commission in its Proposing Release pointed

out that the retail forex counterparty: (i) Is the counterparty to the customer, which sets up a

‘‘zero-sum game’’ between the customer and the retail forex dealer; (ii) provides quotes to their

customers, which may not be the best quote at the time and may not even be a competitive quote;

 CFTC, Regulation of Off-Exchange Retail Foreign Exchange Transactions and Intermediaries,
152

75 Fed. Reg. 55410 (Sep. 10, 2010).
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and (iii) enters into a principalto-principal transaction with the nondiscretionary retail forex

accountholder. At each stage of the transaction, the retail forex counterparty has an inherent conflict

with its non-discretionary retail forex accountholders. By contrast, in exchange-traded futures

markets, accountholders do not encounter the same level of conflicts that retail forex customers face,

and, therefore, a requirement to disclose the percentage of non-discretionary retail accounts that

were profitable and not profitable is appropriate in retail forex markets, while it may not be elsewhere.

As a result of the industry structure and operational conflicts, the Commission believes that this

disclosure is necessary to protect the non-discretionary retail forex accountholder. So while the

Commission continues to believe in the value and effectiveness of such disclosures, it is adopting

Regulation 5.5(e) and Regulation 5.18(I) with certain amendments, in order to address concerns

regarding the implementation of the rule. As proposed, the calculation for determining whether a

retail forex account was profitable or not during a quarter would be net of fees, commissions, any

other expenses, trading results, customer funds deposited, and customer funds withdrawn. The

regulation as adopted provides further guidance in response to commenters’ concerns. The final rule

clarifies that a retail forex account will be considered either ‘‘profitable’’ or ‘‘not profitable,’’ with ‘‘not

profitable’’ including accounts that break-even. The Commission is also clarifying the required time

periods for which the required calculations in Regulation 5.5(e)(1) and 5.5(e)(2) must be made and

records maintained and made available. Regulation 5.5(e)(1) requires that information regarding

profitable and not profitable accounts for the four most recent quarters be included in disclosure

documents; Regulation 5.5(e)(2) requires that similar quarterly information be maintained for five

years and provided to requesting customers or potential customers. As to the 5.5(e)(1) information,

once these regulations are effective, FCMs and RFEDs must provide the required information for the

past four quarters. FCMs and RFEDs also must update this information going forward on a quarterly

basis and disclose the most current four quarters in disclosure documents provided to potential

customers. Regulation 5.5(e)(2) requires an RFED or FCM to provide to a customer or potential

customer the same account information as set out in Regulation 5.5(e)(1) for the most recent

five-year period during which the RFED or FCM maintained non-discretionary retail forex customer

accounts, but only at the request of the customer or potential customer. The Commission intends that

this requirement to keep and make available five years worth of profitable and non-profitable account

information be prospective; following the adoption of these rules, FCMs and RFEDs are required to

keep and maintain such data going forward on a quarterly basis until such time as they have

amassed five years worth of information, at which point they will have to keep and make available the

information for the five most recent years. Furthermore, prior to amassing five years of performance

information, an FCM or RFED is obligated to provide, upon request by a customer or prospective

customer, the historical quarterly performance information for as many quarters as the FCM or RFED

has available. In addition, to provide clarity regarding the type of accounts that must be used in

making the calculation of profitable and unprofitable accounts, FCMs and RFEDS must use those

retail forex accounts, as defined in Regulation 5.1(i), that are non-discretionary accounts; Provided,

that the retail forex account is not a proprietary account, as defined in Regulation 5.18(i)(3). The
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Commission believes that excluding proprietary accounts will help minimize the possibility of skewed

results stemming from differing methods of calculation. The Commission is also requiring that the

data be calculated on a calendar year basis for all counterparties.153

In July 2013 the SEC adopted a final rule to allow broker-dealers to engage in retail

foreign exchange transactions subject to existing rules regulating broker-dealers (including

rules relating to disclosure, business conduct and margin requirements) rather than to

specific new rules relating to foreign exchange transactions.  The SEC’s rule sunsets in154

2016 and the SEC plans in the period before sunset to study the retail foreign exchange

market to determine whether more targeted rules are necessary.

The retail end of the foreign exchange market may concern policy-makers who need

to protect retail investors, but it is a small part of the foreign exchange market. In an article in

the BIS Quarterly Bulletin in December 2013, Dagfinn Rime & Andreas Schrimpf write:

The FX market has become less dealer-centric, to the point where there is no longer a distinct

inter-dealer-only market. A key driver has been the proliferation of prime brokerage..., allowing

smaller banks, hedge funds and other players to participate more actively. The evolving market

structure accommodates a larger diversity, from high-frequency traders, using computers to

implement trading strategies at the millisecond frequency, to the private individual (retail) FX investor.

Trading costs have continued to drop, thus attracting new participants and making more strategies

profitable. This trend started with the major currencies, and more recently reached previously less

liquid currencies, especially emerging market currencies....

Trading in currency markets is increasingly dominated by financial institutions outside the dealer

community... Transactions with non-dealer financial counterparties grew by 48% to $2.8 trillion per

day in 2013, up from $1.9 trillion in 2010, and accounted for roughly two thirds of the rise in the total

.. These non-dealer financial institutions are very heterogeneous in their trading motives, patterns

and horizons. They include lower-tier banks, institutional investors (eg pension funds and mutual

funds), hedge funds, high-frequency trading (HFT) firms and official sector financial institutions (eg

central banks or sovereign wealth funds). Non-financial customers – mostly comprising corporations,

 Id. at 55412-3.
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 Sec. & Exch. Comm’n, Retail Foreign Exchange Transactions, 78 Fed. Reg. 42439 (Jul. 16,
154

2013). This rule replaced an Interim Final Temporary Rule which the SEC had adopted in July 2011. The

FDIC, OCC and Federal Reserve Board have also adopted rules relating to retail foreign exchange

transactions. See FDIC, Retail Foreign Exchange Transactions, 76 Fed. Reg. 40779 (Jul. 12, 2011); OCC,

Retail Foreign Exchange Transactions, 76 Fed. Reg. 41375 (Jul. 14, 2011); Federal Reserve System,

Retail Foreign Exchange Transactions (Regulation NN), 78 Fed. Reg. 21019 (Apr. 9, 2013).
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but also governments and high net worth individuals – accounted for only 9% of turnover, the lowest

level since the inception of the Triennial in 1989. Reasons for their shrinkage include the sluggish

recovery from the crisis , low cross-border merger and acquisition activity and reduced hedging

needs, as major currency pairs mostly traded in a narrow range over the past three years. Another

key factor is more sophisticated management of FX exposures by multinational companies. Firms are

increasingly centralising their corporate treasury function, which allows hedging costs to be reduced

by netting positions internally. The declining importance of inter-dealer trading is the flip side of the

growing role of non-dealer financial institutions ...The inter-dealer share is now down to only 39%,

much lower than the 63% in the late 1990s. The primary reason is that major dealing banks net more

trades internally. Due to higher industry concentration, top-tier dealers are able to match more

customer trades directly on their own books. This reduces the need to offload inventory imbalances

and hedge risk via the traditional inter-dealer market....

 A significant fraction of dealers’ transactions with non-dealer financial customers is with lower-tier

banks. While these “non-reporting banks” tend to trade smaller amounts and/or only sporadically, in

aggregate they account for roughly one quarter of global FX volumes .... Smaller banks do not

engage in market-making, but mostly serve as clients of the large FX dealing banks. As they find it

hard to rival dealers in offering competitive quotes in major currencies, they concentrate on niche

business and mostly exploit their competitive edge vis-à-vis local clients. Like dealers, they

extensively trade short-tenor FX swaps (less than one week), which are commonly used for

short-term liquidity management.

The most significant non-bank FX market participants are professional asset management firms,

captured under the two labels “institutional investors” (eg mutual funds, pension funds and insurance

companies) and “hedge funds”. The two groups each accounted for about 11% of turnover...

Institutional investors differ from hedge funds not only in terms of their investment styles, horizons

and primary trade motives, but also the mix of instruments they trade. These counterparties – also

often labelled “real money investors“ – frequently transact in FX markets, as a by-product of

rebalancing portfolios of core assets, such as international bonds and equities. They were behind a

large fraction (19%) of trading volumes in forward contracts... which they primarily use to hedge

international bond (and to a lesser extent equity) portfolios. The management of currency exposure is

often passive, requiring only a periodic resetting of the hedges, but can also take a more active form,

resembling strategies of hedge funds. 

Hedge funds are especially active in options markets, accounting for 21% of the options volume

(Table 2). Options provide them with a convenient way to take leveraged positions to express their

directional views on exchange rate movements and volatility. Some of the more active ly trading

hedge funds and proprietary trading firms also specialise in algorithmic and high-frequency strategies

in spot markets. Hedge funds were behind significant volumes in both spot and forwards, accounting

for 14% and 17% of total volumes, respectively. FX trading by official sector financial institutions,

such as central banks and sovereign wealth funds, contributed only marginally (less than 1%

according to the most recent Triennial data) to global FX market turnover. This small share
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notwithstanding, these institutions can have a strong impact on prices when they are in the market....

The trading of non-dealer financials such as institutional investors and hedge funds is concentrated in

a few locations, in particular London and New York, where major dealers have their main FX desks... 

With a share of over 60% of global turnover, these two locations are the centre of gravity of the

market. Dealers’ trading with non-dealer financial customers exceeds that with non-financial clients

by a factor greater than 10 in these centres ...  much higher than in other key FX trading locations, eg

Singapore, Tokyo and Hong Kong SAR. Investors seeking best trade execution often prefer to trade

via sales and trading desks .. in London or New York (even though these investors may have their

head office in other time zones). This is because liquidity in currency markets is typically highest at

the London open and in the overlapping hours of London and New York.

Prime brokerage has been a crucial driver of the concentration of trading, as such arrangements are

typically offered via major investment banks in London or New York ... Through a prime brokerage

relationship with a dealer, non-dealer financials gain access to institutional platforms (such as

Reuters Matching, EBS or other electronic communications networks (ECNs)) and can trade

anonymously with dealers and other counterparties in the prime broker’s name. Prime-brokered

trades accounted for 23% of total FX volume in the United Kingdom and the United States, against

an average of 6% in Asian and other FX trading locations. In spot, the share of prime-brokered trades

by US and UK dealers was even higher, at 38% .. The rise in electronic and algorithmic trading also

contributed significantly to the concentration in centres. For certain types of algorithmic trading,

speed advantages at the millisecond level are critical. Such high-frequency trading requires

co-location close to the main servers of electronic platforms typically in the vicinity of London

and in New Jersey.155

This excerpt identifies a number of developments we should notice:

! the foreign exchange market is an international market involving participants from many

different jurisdictions, yet a significant part of the activity in this market is based in two

specific geographic locations: London and New York (or New Jersey): during this semester

we will be thinking about the complex relationships between money and geography in which

geography sometimes sees to be irrelevant and at other times is important

! the financial markets are fluid and evolving, which causes difficulties for regulators and

policy-makers

! speed is a significant issue in trading (“For certain types of algorithmic trading, speed

advantages at the millisecond level are critical”) - and not just in the foreign exchange market

(this raises issues of technological vulnerabilities)

 Dagfinn Rime & Andreas Schrimpf, The Anatomy of the Global FX Market Through the Lens of
155

the 2013 Triennial Survey, BIS  QUARTERLY REVIEW  27 (Dec. 2013).

78


	1.0 INTRODUCTION TO THE TRANSNATIONAL FINANCIAL SYSTEM
	2.0 FINANCIAL REGULATION, TRUST, AND CONFIDENCE IN THE FINANCIAL MARKETS
	3.0 INSTITUTIONS OF TRANSNATIONAL FINANCIAL REGULATION
	excerpt from a paper discussing some of the issues that arise in multi- level systems

	4.0 BEGINNING TO THINK ABOUT FINANCIAL INSTRUMENTS AND RISK
	Derivatives transactions: excerpt from Chicago Mercantile Exchange Holdings, Inc. (CME), Prospectus for Sale of Class A Common Stock, (Dec. 6, 2002)
	FSB Framework for Strengthening Adherence to International Standards
	Derivatives transactions and risk: De Kwiatkowski v Bear Stearns 


