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PostAmerican Securities Regulation

Chris BrummeA

INTRODUCTION
International securities regulation has arrived, in spectacular fashion, at

the forefront of the countryés national debat

unprecedented scope of the curréinancial crisis has exposed the enormous
risk that can arise with the creberder sale of securitiésMeanwhile, the
global nature of the Bernie Madoff and Robert Allen Stanford investment
frauds, as well as the accounting scandals that toppled oncedachulti
nationals Enron and Parmalat, have illustrated the now international reach of
con merf As a result, policymakers and scholars have vociferously called upon
regulatory authorities to better monitor global markets, protect investors par
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1. SeeSteven L. SchwarczSystemic Risk97 Geo. L.J. 193 (2008) (describing the
domestic and international nature of systemic risk and the role of securities regulation in
addressing it);see alsoJoHN R. TALBOTT, CONTAGION 105 (2009) (detailing how the toxic
securities supporting the U.S. housing market were purchased not only by U.S. financial
institutions, but also by #Aforeign countries, their
which has threatened the gloleaionomy).

2. SeeMartha BranniganSEC Accuses Stanford Group Owner of Massive Ongoing Fraud
Miami HErRALD, Feb. 18, 2009, at Al (reporting the alleged worldwide fraud perpetrated by
RobertAlen St anfordds investment company,Halfepecially in
Madoff Loss Borne by Foreigned&n. TiMEs, Jan. 12, 2009, at 21 (detailing the global nature of
the Bernie Madoff Ponzi scheme); Richard A. Oppel Jr.and RivaD. &last onés Col |l apse: The
Overview N.Y. TiMes, Dec. 4, 2001, at C1 (noting how Japanese money market funds took a
Afbeatingd because @EdrmalatiseSued orEBehall of &) InvedtodsiL.A.g s ) ;
TiMES, Jan. 6, 2004, at C3 (showing how Parmalaiugh headquartered and operating in Italy,
allegedly caused $1.5 billion in losses for U.S. investors).
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ticipatingin such markets, and promote international enforcement coopetation.
This call to action presents tremendous new challenges for the Securities
and ExchangeSEQoOomMmi stshieonpr(ifmary @mgency tasked v
U.S. investors from fraud. A seriad highprofile supervisory lapses has
undermined the agencyBsrtimdremmrag, omla¢ agemucypd
regulaory power has steadily declined as transactions and sources of capital
have moved offshoreln the last decade, U.S. stock exchangach as the
NYSE and Nasdag have merged with foreign competitors to create electronic
trading platforms spanning ten time zofieBmerging markets, meanwhile,
have devalped sophisticated and highly liquid financial centers that now
finance many ofth&wor | d6s | argest transactions and attr
U.S. investors. And foreign market participants, including sovereign wealth
funds and international hedge funds, have become important, albeit
controversigl contributors to the stability of domestic banking system in
crisis® Consequently, the SEC is grappling not only with the question of how
to reform its domestic ovsight, but also how to export its preferred safeguards
and reforms in a time of declining U.S. economic and financialdéntig’

3. See, e.g. Statement from @O0 Summit, (Nov. 16, 2008),available at
http://www.nytimes.com/2008/11/16/washington/sumiteikt.html (noting the need for achieving
greater transparency internationally for complex securities and financial instruments in order to
promote investor protection); Syst emind to Ri s k: Examining
Threats to the Financial System: Hearing Before the H. Comm. on Fin. Serv., 110th Cong. 4
(2007) (statement of Rep. Spencer Bachus, Member, House Comm. on Fin. Serv.) (arguing that

figiven the gl obal nature of ustuwork dlosely avithcthieia | mar ket s, U. s.
international counterparts to promote cooperation . . . among regulatory bodies, and ensure that
information about potenti al systemic ri sk i s shared p
Chair man, Uu. S. Sec. &by BEQ €hairmab:o Tinen dnmportanc@ poé e ¢ h
International Enforcement Cooperation in Todayds Mar ket s

cooperation in order to promote investor protection and maintain confidence in global capital

markets); see alsoGeorge Parke& Chris Giles, Britain Urges Tougher Global Financial

Regulation FIN. TiMES, Jan. 7, 200%t 2 (highlighting,interalia Br i t ai nds proposals for busi
conduct standards for financial services companies operating across borders); Daniel Bradlow,

International Financial Reform and Africa: What Is to Be DonBGREIGN PoL’Y Focus, Nov.

20, 2008, http://www.fpif.org/fpiftxt/5684 (arguing that global financial regulators should create a

global community reinvestment process).

4. For an excellent overview of this problem see Jill E. FiSatp Cop or Regulatory
Flop? The SEC gts5, 95Va. L. REv. 785 (2009).

5. Chris BrummerStock Exbanges and the New Markets for Securities La#gdJ. CH1
L. REv. 1435, 143636 (2008). [hereinafter Brumme$tock Exchangégs

6. SeeJohn C. Coffee, JrRacing Towards the Top?: The Impact ob&sListings and
Stock Market Competition on International Corporate Governad€2 CoLum. L. REv. 1757,

1760 (2002) [hereinafter CoffeRacing.

7. Eric J. PanWhy the World No Longer PuttsIStock in Usl2 (Benjamin N. Cardozo
Sch. of Law, Jacob Burns Inst. for Advanced Legal Studies, Working Paper No. 176, 2006)
available athttp://papers.ssrn.com/sol3/papers.cfm?abstract_id=951705.

8. Ronald J. Gilson & Curtis J. MilhaupSovereign Wealth Funds and Corporate
Governance: A Minimalist Response to the New MercanfilBOrStan. L. REv. 1345, 1346
(2008);see alsRichard A. Epstein & Amanda RosEhe Regulation of Sovereign Wedhinds:

The Virtues of Going Slgw6 U. CHi. L. REv. 111 (2009).
9. SeeHowell Jackson,Toward a New Regulatory Paradigm for the Traktfantic
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Traditional securities regulation provides few answers. Since World War

1, practitioners and scholars alike have vie

of c apBedawsé the United States has the largest and most respected

stock exchanges ithe world, commentators have long assumed that most

multinational companies have little choice but to raise capitabhanel, in the

process, subject themselves to U.S. regulatory oversight. Consequently, scho

lars in the field have at least implicithgsumed that U.S. rules were exported

de facto, due to the size and i mportance of t
I ndeed, the first attempts to theorize the

come from international relations scholars, whose interest in lglatian has

led to important contributions to the understanding of international dialan

regulation*? In particular, these scholars have identifieshd generally

lauded loose, cooperative arrangements between and among like agencies

seeking to respontb global issue&® They argue that these informal points of

Financial Market and Beyond: Legal and Economic dpectives2 (working paper, 2008),
availale at http://www.law.harvard.edu/faculty/workshops/open/papers0708/jackson.paper.pdf
(noting new approaches by the SEC to better regulate-bovder capital spurred by limitations
of territorial approaches to relgtion). SEC concerns also stem from the reality that even
domestic regulatory initiatives can have international consequer8ms Chris Brummer,
Corporate Law Preemption in an Age of Global Capital Mark8isS. CAL. L. REv. 1067, 1103
(noting the incrased difficulty of even domestic regulation as capital markets become more
international and interconnected). Such concerns are inc
SeeBertrand BenoitUS 6 Wi | | Lose Fi na,dFxiTaves OSLIND, Saptp2bwer St at us
2009, http://lwww.ft.com/cms/s/0/1d6a4f8aeellddb6340000779fd18c.html; Andrew E.
Kramer, Moscow Says I3 Leadership Era Is EndingN.Y. Times, Oct. 3, 2008, at A6; David
LeonhardtA Power That May Not Stay So Supeéry. TiMes, Oct. 12,2008, at WK1.
10. See, e.g.Daniel GrossThe Capital of Capital No MoreN.Y. TimEs, Oct. 14, 2007, §
6 (Magazine), at 62.
11. Inded, in the early literature perhaps only Amir Licht has provided a systematic
theoretical account of the challenges of globalization for securities markets, though even his
trenchant work has failed to fully anticipate the institutional developments airsittie last
decade.SeeAmir N. Licht, Games Commissions Play: 2x2 Games of International Securities
Regulation 24 YaLE J. INT’L L. 61, 92 (1999) (using game theory to explain coordination
challenges between securities regulatots)fs. scholars meanwhie, have largely debatedthe
relative merits of the traditional firegul atory monopol y
provision of securities lawsSeeStephen J. Choi & Andrew T. Guzmaportable Reciprocity:
Rethinking the International Reacl $ecurities Regulatigryl S. CaL. L. REv. 903, 937 (1998)
(arguing for reforms granting issuers fAchoicedo as to |
Roberta Romandzmpowering Investors: A Market Approach to Securities Regulati®nY ALE
L.J. 2359,2365 (1998) (advocating competitive federalism for securities regulation where states
compete for investors by offering different sets of securities laBs). seeMerritt B. Fox,
Retaining Mandatory Securities Disclosure: Why Issuer Choice Is Not InEsipowerment35
VA. L. REv. 1335, 133839 (1999) (arguing against issuer choice reforms on the basis that they
would lead to significant underdisclosure).
12. SeeANNE-MARIE SLAUGHTER, A NEw WORLD ORDER 40 (2004);see generallyKal
Raustiala,The Architecture of International Cooperation: Transgovernmental Networks and the
Future of International Law43Va. J. INT’L L. 1, 2 (2002); Charles K. Whiteheayh at 6 s Your
Sign®d International Norms, Sigals, and Compliance27MicH. J. INT’L L. 695 (2006).
13. Networks have, however, generated some skepticism from scholars questioning the
accountability networks make possib8eeKenneth Anderse, Squaring the Circle? Reconciling
Sovereignty and Global Governance Through Global Government Nefvidi&sarv. L. REv.
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contact and information sharing, described a
Ainet workso), facilitate swift agreement i n ¢

such as issuer disclosure and corporate gavere, by building confidence and
trust between expert§ All the while, because securities law networks depend
on the #fAsoft p orathenr tihan coérciom, eeguatora éilange
countries like the United States enjoy considerable competitiventatyes in
advancing their approactédnsofar as regulators in large countries possess
superior resources that allow them to promote their agenda, and regulators of
smaller markets are inclined to emulate their suctess.

This Article refines these claimsi@ offers a more comprehensive theory
of SEC diplomacy. It argues that although network theory (frequently referred
to in the 1iter at ur'®rightysidentifies retwakg as\aer nment al i sm
useful tool for overcoming information asymmetries, theotl largely
overstates the transformative potential of regulatory interconnectivity. Besides
overestimating the soft power of network orchestrators like the SEC, network
theorists assume that securities regulators always share similar incentives to
coordnate rulemaking. Transgovernmentalism implies that interactions
between securities regulators comprise what can be described in game theory
terms as an fisafasas mfarmatien@symraetries and a lack of
trust form the primary obstacles toaperation and convergence. Schqlassa
result view networks as powerful catalysts for convergensiace they
facilitate information sharing between regulators.

This Article builds on emerging scholarship suggesting that in a
globalized and competitt market for capital, regulators are not necessarily
incentivized to adopt the regimes of their foreign counterparts. Specifically, the
Article maintains that information asymmetries and mistrust are not the only
obstacles to coorditian; instead, conitting regulatory philosophies of
national authorities, diffémg costs of adjusting to foreign regulatory standards,
and competition among financial centers for securities transactions also hamper
international conveyence. Because of these dynamicdergsts may be
opposed and no agreement may be possible.

Furthermore, even where countries have an overriding preference to set
common standardgoordination often comprises what in game theory terms
can be described as a ame,diwhicheedulatbtrbatt |l e of t he
would prefer to cooperate, but each strongly prefers cooperating with its own
domestic standards in place, rather than to incur the costs of switching to
another standard. The Article then demonstrates that the existing regulatory
infrastructure in such cases provides few, if any, inherent payoffs that could

1255, 1278 (2005). These voices have not, however, questioned the overall effectiveness of
networks.
14. SeeWhiteheadsupranotel?2, at 698.
15. Raustialasupranotel?, at 7.
16. Seed.at 5 (describing the networks as fAtransgovernment
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change the stalemate. Instead, only where securities regulation touches upon
fisyst em definediherekas financial risks whose costs are internalized
broadly and deeply agss borde will regulators be sufficiently incentivized

to cooperate andill networks potentially be capable of realizing significant
regulatory coordination. And even here, currgimactice suggests that
coordindion is most likely to be undertaken hyultidisciplinary networks
operating with the support of political elites.

The Article then shows that although shotheorists may not have
recoquized the limitations of U.S. capital markets and the existing network
infrastructure, the SEC implicitly ha#\s the significance of global capital
markets continues to grow, the SEC has attempted to enhance the
competitiveness of the U.S. regulatory environment, as is increasingly
acknowledged’ The SEC is also considering a surprising and novel
institutional famd wh a t this Article describes
Aclubso), which promote its policies
standard bearers. Specifically, to achieve greater cooperation in the cross
border enforcement of securities laws, leidp membership standards have
been introduced into multilateral networks so that regulators are stigmatized or
excluded from participation if they fail to sign and adhere to global
enforcement agreements. Meanwhile, both to liberalize markets and to
incentivize the adoption of (generally more stringent) s$abtive standards,
some SEC officials have suggested creating bilateral clubs through mutual
recognition arrangements. Under their proposal, which is facing considerable
political resistance, foreigexchanges and foreign brokdealers would be
eligible to enjoy preferential access to U.S. investors if they comply with
foreign regulations that are comparable to those of the United States. The
Article shows that such Hetpdentialdnsomay 0
circumstances to change the payoffs of cooperation so that coordination at high
regulatory standards is the dominant outcome.

However, the Article ultimately concludes that different issue areas have
distinct strategic structures withvarying likeihoods for crosdorder
cooperdion. As a result, the effectiveness of clubs will likely depend on the
context in which they are deployed. Mutual recognition would likely be, for its
part, a less effective convergence mechanism. First, feexibémbership
standards may have to be imposexl anteto secure agreement among
countries. Second, even if mutual recognition involves strict membership
standards, the high adjostnt costs of substantive legal convergence,
difficulties of excluding nonpdicipants from the club, and the possible
availability of alternative arrangements with other regulators all suggest that
coordination at higher regulatory stamds need not comprise the dominant
outcome. On the other hand, in matters of enforcemenperation, a

17. Brummer,Stock Exchangesupranote5, at 1436.
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multilateral club will likely comprise a powerful lever for convergence, in part
due to the low adjustment costs involved in aaagion and its relatively high
reciprocal benefits for members.
In advancing these claims, this Article prosdsorely needed analytical
clarity for under st amh dtiatagg antl sets o8B BC O s i nternat
framework for theorizing about its possible regulatory outcomes. In doing so,
the Article contributes to the securities law literature by identifying eross
border regulatory collusion as an overlooked form of regulatory power that
moves beyond the conventional models of regulatory monopoly and
competition that dominate the scholarship. It also contributes to international
law and intenational relations ldrature by refining core claims of
transgovernmentalism and identifying new and unanticipated modes of
regulatory coordination.
The Article proceeds as follows. Part | provides a comprehensive
overview of the SECO6s tool ssthetheoyegul at ory ex
justifying them. Part [ then critiqgues the ¢
and shows that networks are often weak mechanisms for coordinating securities
law, due to the heterogeneous policy preferences of regulators and the
considerable distributive implications of standardization for competing
financial centers. Part lll examines systemic risk and predicts where networks
are most likely to be efféci v e . Part IV returns t o t he S
international regulatory strategy and showswvhthe SEC is increasingly
utilizing clubs to promote its regulatory preferendesthe face of declining
U.S. economic influence and limited success under governmental networks.
Finally, Part V demonstrates how the regulatory outcomes of governmental
clubs depend in large measure on the context in which they are deployed and
outlines various implications for efficiency.
Although this Article addresses a wide range of securities law matters, it
does not address international accounting standards, an intpGetal of
securities regulation where some higiofile efforts at coordination have been
launched® This is in part out of concern for éuity, as well as an
acknowledgne n t of the fact t hat Aprivate |l egislat
participants, noteagulatory agencies, act as the primary standard setters for
international financial reportin.Nevertheless, this Article offers a theoretical
framework applicable to accounting where regulatory agencies either adopt or
help promote the standards devidgdthese institutions. In doing so, it helps

18. The prospects of such efforts are uncl&eeINT’L. ACCOUNTING STANDARDS BD., A
RoADMAP FOR CONVERGENCE BETWEEN IFRSs AND US GAAP 2006 2008 (2006)available at
http://lwww.iasb.org/NR/rdonlyres/8B&3FB-56DB-4B78-B7AF-49BBA18C98D9/0/MoU.pdf.
But see Sarah JohnsonSEC Pushes Back IFRS RoadmapFO.com, Feb. 4, 2009,
http://www.cfo.com/article.cfm/ 13056185 (describing the
international accounting standards).

19. For a general theoretical assessment of private legislatures, see Alan Schwartz &
Robert E. ScotfThe Political Economy of Private Legislaturdgt3U. PENN. L. REv. 595 (1995).
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explain a wide range of activities in the field.

I
SOFT POWER AND GLOBAL INVESTORPROTECTION

A.-The SECO6s Interest in Exporting U.S. Se

Recent scholarship has acknowledged that there is arasngly
intemational market for securities la#%0n the sell side, securities regulators
and | awmakers fAsell o their nationés | aws to e
raise capitaf’ These laws historically dictate what facts a firm selling
securities mustdisclose to investors and the penalties that attach when
companies make fraudul ent or mi sl eading disc
laws through fees paid to the government in connection with using the rules
and compliance with rules purchaséth this maket, regulators often compete
for securities trarections given the positive economic spillovers they generate
such as high tax revenues and a financial services industry that rewards
lawmakers for improving efficiency and their profifs.
Fiimsarengt however, the only potenti al consumer
rities lawsd a fact curiously overlooked in the literature. Foreign governments
are also consumers when they emulate the laws and rules of another regulator,
either due to competition for financiansactions or an acknowledgment of
another regulatordés superior approach. Though
tional sense, they are very much importers of securities laws that are ultimately
used and consumed by that nationds domestic f
The degre of emulation by foreign governmepds least traditionallyhas
held three critical implications for regulators around the world, and especially
Americads primary securities regulator, t he S
securities laws potentialiy mpact s t he SECO6s alativd ity to del i v
mandate to protect domestic investdrlistorically, as John Coffee points out,
securities markets have Along been thought to
interesto of éahissutyneticulated imthedUoited States in
t he SECO6s e n darésponsg tothe fopaiabfiawal aissouiated with
the 1929 stock market crgshasks the agency with stomping out fraud by

20. Brummer,Stock Exchangesupranote5, at 1437 38.

21. Larry E. Ribstein,CrossListing and Regulatory Competitiod, REVIEW OF Law &
Economics 97 (2005),available athttp://www.bepress.com/rle/voll/issl/art7; Frederick Tung,
From Monopolists to Markets?: A Political Economy of Issuer Choice in International Securities
Regulation 2002Wis. L. Rev. 1363, 1395 (2002).

22.  Andreas M. FleckneiStock Exchanges at the Crossroa@ié ForpHaM L. REv. 2541,
2593 (2006).

23.  Brummer,Stock Exchangesupranoteb, at 1481.

24. Ethiopis Tafara & Robert J. Petersoh,Blueprint for CrossBorder Access to 13.
Investors: A New International Framewod8Harv. INT’L L.J. 31, 43(2007).

25.  COFFEE ET AL., SECURITIES REGULATION: CASES AND MATERIALS 2 (10th ed. 2007).
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issuers who may seek to mislead investors in theinfiah statements or other
public disclosure tied to the offer and sale of séieti It also tasks the agency
with helping to ensure market integrity, a task increasingly associated with
systemic risk.

Until recently, this mandate was not difficult tdffilon a territorial basis
because U.S. investors generally transacted domestically. The SEC could, in
short, demand certain disclosures from firms that operated domestically, police
them in the United States, and then punish companies that made fraudule
representations in the disclosures. However, the globalization of finance has
made investor protection more difficult. By virtue of technology, U.S. investors
regularly transact in foreign markets via computer termiifaliis mobility,
while allowing nvestors to diversify their portfolios, exposes them to risks of
fraud when they transact in jurisdictions subjdot inefficient investor
protedion regimes. Furthermore, the same computer technology that enables
investors to move around the world in séaof investment opportunities also
enables fraudsters, including foreign brokers and dealers, to search the United
States for opportunities to con, cheat, and steal money from unwary retail
investors’’ A mastermind in one country can orchestrate colds cithm
acconplices in a second country to prospective victims in the United States,
with the proceeds of the fraud secreted to yet another country, thttse
extent that SEC officials can influence foreign regulators, it is believed that
investments ath market participants will generally be subject to more stringent
regulatory policies that will benefit U.S. investors transacting overseas.

The degree to which U.S. rules and regulations are exported also affects
less explicit, but equally longeld, objetives such as lowering the cost of
capital for domestic issuers of securities. Where foreign governments adopt or
emulate U.S. rules, the transaction costs for U.S. firms engaging irbonaies
transactions are likely reduc&tiGenerally, whenever issts offer secuties
they must hire lawyers and auditpeongside investment bankers and their
counsel to examine the business operations and confirm the accuracy of all
disclosure$? Comprehensive legal standards also expose firms to legal risk
suchas government sanctions or even private $li@ossborder transactions
may consequently be very expensive, sinecendi must comply with two
different sets of disclosure requirements. Thus, when U.S. regulators can export
their laws, they may be able teduce the costs of crebsrder issuances.
Similarly, analysts across jurisdictions may be better able to understand and
compare the performance of firms. In both circumstances, the costs of raising

26. Tafara & Petersorsupranote24, at 31.

27. Seeidat 35 (noting thafitlechnology and globalization have also created new
opportunities for securities fradd

28. Flecknersupranote22, at 2593.

29. Id.

30. Coffee,Racing supranote6, at 1794 95.
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capital for firms, including domestic companies, is izl

Finally, widespread adoption of U.S. norms and practices enhances the
prestige and power of the SEC. The SEC, like any bureaucracy, prides itself on
growth and clout! To the extent that the SEC directs the regulatory process, it
directs a range of bgidiary processes that touch upon virtually every area of
financial life, including financial reporting, accounting, and even some issues
of legal enforcement. As a result, the extent to which a securities regulator is
able to export its laws will determie i n | arge measure the regul at
impact global subsidiary issues of law that go to the heart of not only issuer
protection, but also the functioning of financial markets. This gives significant
prestige to regulatory agencies and their leader

B. The Traditional Instruments of Export: What They Are
and How They Are Used

Despite the perceived benefits of regulatory export, U.S. lawmakers and
regulatory agencies have largely refrained from exerting extrajurisdictional
influence through expans domestic legislation. Widely accepted principles
of comity have instead dictated that the SEC
l aws in which &IftmaUnikeé States did nbt@lide byesuth ©
tradition, it could risk retaliation from forgn regulators that could pass their
own laws, effectively submitting U.S. firms to their regulation. Thus, by
adopting a territorial approach to regulation, lawmakers help protect their own
firms from the reach of foreign laws.
As a result, for over fiftyyears the SEC has maintained that registration
obligations should not be imposed on offegngvith only incidental
jurisdictional contact§’The fAterritorialo or geographicalley
jurisdiction exemplified in the 1933 Securities Act (Sites Act’ and the
1934 Securities Exchange Act (Exchange Act) triggers compliance with U.S.

31 SeeWiLLIAM A. NISKANEN, JR., BUREAUCRACY & REPRESENTATIVE GOVERNMENT
(1971) (asserting that bureaucracies grow because officials seek to increase the heggets t
control and so boost their own salary, power, and standing).
32.  Final Rules: Offshore Offers and Sales, SEC Release Ne38@&3 3427942 (Apr. 24,
1990); see alsdProposed Rules: Offshorefféers and Sales, SEC Release No-6339 (June 17,
1988).
33. In Securities Act Release No. 4708, the Commission stated that it would not take any
enforcement action for failure to register setesi of U.S. corporations distributed abroad solely
to foreign nationals, even though the means of interstate commerce are used, if the distribution is
effected in a manner that will result in the securities coming to rest abroad. Exchange Act Release
No.334708 (July 9, 1964) ( 2(AITERnBLAHZIJIIRX RO, ease 47080) ;
1016 (2d Cir. 1975) (resolution of jurisdictional guesHt
construction of exercised congressional power not the limitatioosoupt hat power itsel fod (quoti
Steele v. Bulova Watch Co., Inc., 344 U.S. 280,i3®(1972))). This approach was later
memorialized in Regulation S, which limits the extrajurisdictional application of U.S. law and
exempts transactions occurring overseasnfU.S. registratiod and by definition, regulatory
oversight.
34. 15U.S.C. 8§ 77&7b (2000).
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searities laws® In short, U.S. securities laws generally apply only where
securties are sold on a U.S. exchange or where a company has a significant
ecaomic presence in the country, generally defined as having $10 million in
as®ts in the United States and at Idast hundredshareholderstiree hundred

of whom reside in the United Staté8)Only general antifraud rules have an
extrgurisdictional application, and even then, enforcement may be extremely
difficult.

Because of this territorial approach to regulation, the SEC has depended
on less intrusive means of promoting its regulatory standards. First, the SEC
has relied on the size of ilmestic capital markets as a means of effectuating
its regulatory policies. Second, the SEC has sought to build and leverage coop
erative, multilateral initiatives with its foreign counterparts in ways that pro
mote coordination at its standards. Eactheke methods is described below.

1. Domestic Stock Exchanges

When a foreign issuer lists its securities on a U.S. exchange, it must
comply with U.S. securities law. This requirement has made stock exchanges
perhaps the most important tool by which thateth States exports its securi

tieslaws’Si nce the end of World War 11, when

markets lay in shambles, the size and depth of U.S. stock exchanges have
dwarfed their counterpart8.Indeed, they have been so dominant that most
multinational companies have had little choice but to come to the U.S. to raise
capital, either through an IPO or via secondary listfigaurthermore, U.S.
exchanges also draw companies that need currency to finance transactions in
the country (often acqut®ons) and that wish to raise their profile with U.S.

i nvestors. These advantages with regard

international regulatory power, giving its rules an extrajurisdictional reach.

t o

many

2AiGovernment al Net wor ks o
The SEC, through t s Of fice of International Affair:

sought to promote its regulatory agenda through deeper coordination and
cooperation with its foreign counterparts on matters concerning

35 Id.8§ 77a77h.

36. Seel7 C.F.R. § 240.12g3 (2007) (creating an exemption for foreign private issuers
with less than 300 U.S. resident shareholddtsgry D. SODERQUIST, UNDERSTANDING THE
SECURITIES LAws § 9.4 (4th ed. 2004) (tiog the $16million-in-assets and 5eghareholder
thresholds).

37. Robert B. ThompsonCor por ate Federalism in the Administrative

Discretion to Move the Line Between the State Bederal Realms of Corporate Governajg2
NoOTRE DAME L. REv. 1143, 1164 (2007).

38, YOUSSEF Cassis, CAPITALS OF CAPITAL: A HISTORY OF INTERNATIONAL FINANCIAL
CENTRES, 1780 2005, at 207 (2006)[his success of the U.S. market continued, though at times
unevenly, up through the 1990s, a betime for international listings, with the number of foreign
companies listed on the NYSE increasing from 100 to almostid00.

39. Coffee,Racing supranote6, at 177071.
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(1) crossborder enforcement of securities regulations and @ptbmulgation

of common substantive policy. To achieve such coordination, the OIA
promotes a variety of informal cooperative arrangements and nonbinding
framework agreements, collectively (albeit somewhat deceptively) described by
schol ars mama| fi g v&ikonr knetwotks are of particular
importance, and each is tned below.

a. Bilateral Memoranda of Understanding

As the agencyds focal point for enforcemer
tasked with assisting st ménfinconductndghe SECO6s Di vi
investgations and proceedings where wrongdoers, witnesses, evidence, or the
proceeds of a fraull as defined by U.S. securities Iavare located abrodd.

It is also responsible for assisting foreign regulators with their investigations
and proceedings where perpetrators, witnesses, evidence, or the proceeds of a
fraud are located in the United States. Such cooperation is useful because, when
regulators seek to enforce laws, both potential violators and the information
needed to build aase against them are often located in foreign courfries.

To bring about cooperation in this area, since the 1980s the OIA has
facilitated enforcement cooperation through an elaborate network of at least
foty-one memor anda of underMOU hasds awg ( A MOUs 0)
particularities, although most involve the enbae me nt of a signatoryos
enforcenent powers and the identification of crdesder points of contact for
enforcenent purposes. Often, foreign counterparts do not have the required
domestic athority to assist the SEC when attempting to enforce their laws, so
the MOUs oblige signatories to seek it from their respective legisldtures.

Furthemore, there has historically been no common or habitual process
outlining the means by which help che secured. The MOUs thus work to
establish a procedure by which information will be gathered and to specify
what kind of information will be provided by the foreign agency. Some MOUs,
particularly those involving emerging markets, further include sectioats
discuss technical assistance from the SEC in a number of areas, including
clearance and settlement, order handling systems, regulatory requirements

40. | n many ways, finet worko is itself a poor met aphor
architectire, because it obfuscates the nature of the relationship between international actors with
the organizational makeup and structure of international bodies themselves. As a result, the
metaphor depicts many key networks as amorphous and institutionatitiyei organizations,
which is regrettable given the considerable institutional sophistication evidenced by many
intergovernmental bodies. For the purposes of this Article, however, as well as for the sake of
clarity, | will abide by the more common schdyeterminology.

41. OIA Office Description (2006) (on file with author).

42, Skc. & ExcH. CoMM’N, HANDBOOK FOR EMERGING MARKETs (2008) (on file with
author).

43. SeeAna Carvajal & Jennifer ElliottStrengths and Weaknesses in Securities Market
Regulation: A Global Analysis | nt 6 | Monetary Fund, Wavalkbleng Paper No. 07/
at http://www.imf.org/external/pubs/ft/wp/2007/wp07259.pdf.
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relating to market professionals, and capital adeqtfacy.

These framework agreements enhance cooperatind promote
informdion sharing, knowledge of other regulatory systems, and trust between
regulators. MOUs are not, however, enforcealdeaamatter of national or
intemational law. Instead, their effectiveness relies on the premise that
regulators preumably want to stay in good standing with their peers. Thus,
regulators will comply with the terms of the agreement, as most (especially
those of major markets) have a strong -selrest in promoting their own
powers of crosorder enforcement.

b. Reguatory Dialogues

To advance information sharing and, frequently by implication, the
promotion of its own regulatory policies, the OIA participates in a variety of
international forums and dialogues. One important overlooked mode of
engagementisthe r e gu |l at o f° Fhe OIA artecsdnto ehesd regular,
bilateral meetings with key counterparts to identify and discuss regulatory
issues of common concern, to promote harmonization when possible, and to
facilitate cooperation in the exchange of infatian in crossorder securities
enforcement matters.

The nature of such regulatory dialogues will generally differ depending on
the parties involved. Dialogues with European authorities have thus far
centered on issues concerning convergence in accourdtagdards.
Meanwhile, dialogues with Asian countries have additionally emphasized
surveillance and enforcement issues. In virtually all instances, however, the
dialogues are key opportunities to initiate conversations between regulators of
various countes or to consider or initiate new projects at the multilateral level.

c.10SCO

The International Organization of Securities Commissions (IOSCO) is
even more critical than the regulatory dialogues in promoting -trasker
reguatory standards. Launched its present form in 1983, I0SCO is the
primary institution promulgating international standards for securities
regulation®® Since 1984, over 150 regulators have joined the organization; its
members regulate nearly p@rcenb f t he wor |l déts’ securities mark

44, SeeSec. & Exch. Commébn, Cooperative Arrangements wi
http://lwww.sec.gov/about/offices/oia/oia_coopargements.shtml (last visited Jan. 3, 2009).
45, See Sec. & Exch. Commébn, SEC Participation in I nt e

http//www.sec.gov/about/offices/oia/oia_intlorg.shtdiscussing key regulatory dialogues) (last
visited Feb. 2, 2010).
46. Seel nt 61 Or g. of Sec. Comméns, Lisral of Signatories
Memorandum of Understanding Concerning Consultation and Cooperation and the Exchange of
Information, http://www.iosco.org/library/index.cfm?section=mou_siglist (last visited Jan. 3,
2009).
47. Seel nt 61 Or g. 0lOSCBO élistoricalBackgroimdsty://www.iosco.org/
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Among | OSCO6s main activities is the promot
to securities regulatiof?. This mission reflects a widespread view that even on
a national level, laws and regulations govegnicapital markets have
unanticpated spillover effectshat affect the integrity of other regulatory
systems. Furthermore, without uniformity in regulation, market participants
may be able to evade regulation by operating in another country. As a result,
IOSCO aims to facilitate cooperation and informatioarsty, as well as to
establish strong standards and an effective surveillance of securities
transactions Most work is carried out bythe organizai on 6 s Techni cal
Committee, a group of fifteen elite regulators hailing from highly developed
countries’® Meanwhile, developing countries participate in the Emerging
Markets Committee, whichthough having a less pronounced legislative
agenda, is necessary for the organization to issue global refbrms.
Until relatively recently’’ 10SCO has promoted th&bjectivesand
Principles of Securities Organizatioh il OSCO Pd a secdf thiltye s 0 )
principles outlining the orgagualitgati onds view
securities regulatiof® and thelnternational Disclosure Standards for Cress
Border Offerings and Itial Listings by Foreign Issuems its most significant
pieces of legislatio® Unlike other higher profile regulatory measures that
have constituted a more targeted response to conflicts of interest tied to recent
financial crises’ these two initiativesepresent a basic set of institutional and

about/index.cfm?section=history (noting that IOSCO members regulate more than one hundred
jurisdictions and sethuadearst@iBgitObjebtiaes tagidly expand they i
network of |1 OSCO MOU signatories by 20100) .

48. Raustialasupranotel?2, at 32.

49, SeeSec. & E x ¢ IOSCO Texhmiced @ommitteehttp://www.sec.gov/about/
offices/oia/oia_intlorg.shtml#iosco (providing that the work is divided into five standing
committees including the Multinational Disclosure and Accounting Committee, the Reguiftion
Secondary Markets Committee, the Regulation of Market Intermediaries Committee, the
Enforcement and the Exchange of Information Committee, and the Investment Management
Committee) (last visited Jan. 3, 2009).

50. SeeSec. Commén of N edwnterdatiandl Drgahizatioh OfSSe©
Comméns: | OSCO Committees, http:// www. seccom. govt.nz/i
Emerging Markets Committee is not made up of members from the Technical eeramd that
the work is divided among Working Groups, which include Disclosure and Accounting,
Regulation of Secondary Markets, Regulation of Market Intermediaries, Enforcement and the
Exchange of Information, and Investment Management) (last visite®@ J2009).

51. This situation has changed with the Multilateral Memorandum of Understanding
(MMOU), an innovative piece of legislation discussed in Part IIl.

52, SeelINT’L ORG. OF SEC. COMM’NS, OBJECTIVES AND PRINCIPLES OF SECURITIES
REGULATION (2003),available athttp://www.iosco.org/library/pubdocs/pdf/IOSCOPD154.pdf.

53, SeelINT’L ORG. OF SEC. COMM’NS, INTERNATIONAL DISCLOSURE STANDARDS FOR
CROSS-BORDER OFFERINGS AND INITIAL LISTINGS BY FOREIGN Issuers (1998), available at
http://www.iosco.org/library/pubdocs/pdf/IOSCOPD81.pdf.

54. Specifically, IOSCO has published a range of important principegd guidance in
the wake of the worldwide financial crises, including a code of conduct for credit rating agencies,
regulatory principles designed to improve auditor inddpene and auditor oversight, and
regulatory principles regarding conflicts of interest for financial analgss.infranotes148 49
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operational standards embraced by the organization as the signposts of sound
regulatory governance and oversight.
IOSCO also participates in a variety of international forums to ensure
coordination with other redators in the insurance and banking communities.
For example, I0SCO has worked with theasBl Committee to improve
financial disclosure of banks holding securitte$0SCO is also a member of
the Joint Forum, an international body consisting of the Basaimittee on
Banking Supervision, IOSCO, and the International Association of Insurance
Supervisors. The Joint Forum deals with issues common to the banking,
securities, and insurance sectors, including tegulation of financial
conglonerates® I0SCO eve works closely with leading international
organizations, including the World Bank and International Monetary Fund
(Al MFO) , and they have strived under the Fina
assess <client countri esd ityaopfinanaal mar kets and
risk.>’ IOSCO has also been at the forefront in helping to coordinate common
shortterm responses to the credit crisis.
However, IOSCO standards are deliberately broad. The organization
explicitly acknowledges that there is no single pripsion or roadmap to good
regulation in the field of securities. Conseq
principles are not legally binding among stafesnstead, these principles
articulate anaspirational statement of the core elements of an dssesec
urities regulatory frameworK. Additionally, they provide a yardstick against
which progress toward effective regulation can be measured. IOSCO asks its
members to assess their compliance with the principles, at times with the help
of more sophisticatt members. Unless otherwise desired by regrda the
extent to which an I0OSCO member falls short of these principlesralign
remains confidential between international monitors and the member state.
Noncompliance with IOSCO rules is not generallyetmwith any
retaligion, though it has led to overt economic sanctions in one context. In

andaccompanying text.

55. Sec. & Exch. C o mmmdational Affdiré: i SE@ Padidipatidn nint e
International  Organizations http://www.sec.gov/about/offices/oia/oia_multilateral.htm  (last
visited Jan. 3, 2009).

56. SeeBank for International Settlemtxy Basel Committee on Banking Supervision:
Joint Forum http://www.bis.org/bcbs/jointforum.htm (last visited Jan. 3, 2009) (noting that the

AJoint Forum is comprised of an equal number of senior b
representingeachuper vi sory constituencyo).
57. Chris BrummerHow | nternational Financial9Q9Law Works (and

Gro. LJ. (forthcoming Jan. 2011) (working paper available at http://papers.ssrea8m/
papers.cfm?abstract_id=154282@reinafter Brummerrinancial Lawy].

58. Raustialasupranote12, at 31. It is worth noting, however, that IOSCO standards can
potentially be made more coercive, for example, their adoption made a condition precedent for
IMF or World Bank assistance, though this has not been theldase.

59. Tanis MacLaren|OSCO Objecties and Principles at Warlnternational Seminar on
Capital Markets (Sept. 2004), Slide 6yailable at http://www.bcu.gub.uy/autoriza/ggmvrf/
5seminario/presentaciones/maclaren_archivos/frame.htm.
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2000 and 2001, international authorities publicly iderdifiaventythree

countries as hawng poor regulatory governance, due in part to their

nonobservance of I0SC@tandard§’ This public shaming tarnished the

reputations of these jurisdions and introduced the possibility of

countermeasures against them, ultinyateading to significant change among

the targeted countries. Notably, the Financial Action Task eor ( A BATF 0)

muscular, countrpased organizen chaired by finance ministers and banking

authoritie® confronted these undmrforming jurisdictions, rather than the

classic Afsecurities |l awd networ ks, t hough it
securitesr egul at or s and international authorities
coercive power was limited in reach and scope because it based its
determinations regarding a countrybés subsequ
reporting by the governmental authorities of tHevant financial center®.

d. Technical Assistance Programs

The cornerstone o f assistdnee prB8gEaB6is thet e c hni c al
Intemational Institute for Securities Market Development, a -tweek,
managemenlevel training program covering the developmand oversight of
securities markets. This program, organized and taught largely by SEC
officials, provides grounding in the basic principles and approaches employed
by the agency?

The OIA also conducts a wed#dng Institute for Securities Enforcement
and Market Oversight (the Securities Institutd)at covers techniques for
invedigating securities law violations and methods for oversight of market
particp ant s . These sessions not only help promot
also build important contact®rf future cooperation when new enforcement
actions aris&®

Finally, OIA conducts a variety of multiday, regional or mini training
sessions for emerging markets. In these forums, of which there were as many as
twentyone in 2008" staff members from the fife are sent to foreign
countries seeking to improve their securities regulation systems and meet
| OS C di@reational standards. Though nearly g#fcentof these sessions
involved bilateral enforcement training and assessment, training periodically
touched upon financial disclosure; in virtually all circumstances, the sessions
were a response to requests made by foreign regulators and théylikerhe
Securities Institute and the mini institudesften funded bythe U.S. Agency

60. BENN STEIL & RoOBERT E. LiTAN, Capital Market Sanctionsin FINANCIAL
STATECRAFT (2006); PierreHugues Verdier,Transnational Regulatory Networks and Their
Limits, 34 YALE J. INT’L L. 113, 148 (2009)see alsoVhiteheadsupranotel?2, at 704

61. Verdier,supranote60, at 148.

62. Raustialasupranotel2, at 33.

63. Id.

64. OIA Technical Assistance Calendar (on file with author).
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for International Develpoment (USAID) or the World Bank.

3. Persuasion and Cooperation

Network theory presumes that the aforementioned instruments are
effective due to the SEC6és ability to promote
power. As collegial, interagency interactiogeyvernmental networks function
as peeto-peer networks that ultimately foster collective probksstving and
innovaion.®® Decision making is not vested in the hands of uninformed
political elites. Rather, it is guided by a stable of skilled technocrats w
develop shared expectations and trust allowing them to dispense with time
consuming treaties and formal international organizafibRegulators instead
execute and rely on less formal instruments that permit rapid responses by
regulators, keeping paedth quickly evolving financial markef¥.

Because networks rely on pderpeer interactions, international relations
scholars contend that policies are not advanced by military force or coercion,
but instead by the power of persuasion and attraltiBegulators must shape
not only what interlocutors do at home with their domestic markets, but also
what theywant in order to convince one another of the superiority of their
regulatory approach. Most theorists consequently assume that large countries
like the United States have a distinct advantage over other countries in the
exportation of their legal regimes. Regulators shall markets have
traditionaly sought to emulate powerful ones because they aspire to similar
levels of succes¥. Meanwhile, regulatss of larger, wealthier markets have
more resources and are often better positioned to promote their agendas, by
hosting conferences, scholars, and regulators. These regulators also have the
personnel available to draft position papers, assess reformapregand shape
di sputes. These advantages have all owed the S
to the U.S. model, n8t to modify the U.S. mo d

As a result, international relations theorists view governmental networks
as an alternative model of internatnulemaking distinguishable from the
regulatory competition taking place in other fields like U.S. corporate law,
where states ostensibly compete with one another for transactiBokolars
argue that governmental networks avoid a race between gmetéhtening
or rdaxing standards to compete with one another. Instead, networks provide a
digtinctly collective means of international engagement in which regulators

65. Raustialasupranotel?, at 5.

66. SeeVerdier,supranote60, at162 see alsdVhiteheadsupranotel2, at 704.

67. Raustialasupranotel?2, at 24

68. Id.

69. JosePH S. NYE, JR., SOFT POWER: THE MEANS TO SUCCESS IN WORLD PoLITICS 5
(2004); Raustialssupranote12, at 59;5eeSLAUGHTER, supranotel12.

70. Raustialasupranotel2, at 35.

71. Anne-Marie Slaughter & David ZaringNetworking Goes InternationalAn Update
2 ANN. REvV. L. Soc. Sc1. 211, 217 (2006).
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tackle common problems generated by globalization that cannot be addressed
on an individual basis. Regulators thus have largely shared incentives to
coopeate, and governmental networks provide a potent mechanism for such
cooperation.

In addition to an explicit normative preference for transgovernmentalism
as a mode of internatiahproblemsolving, an implicit descriptive theory of the
challenges that globalization creates for securities regulators is also embedded
in these claims of network power. At its core, transgovernmentalism presumes
that the primary obstacle to cressrde regulatory convergence is asymmetric
information among national authoriti€&National regulators presumably have
strong incentives to cooperate. For some transgovernmentalists, the very size of
U.S. capital markets creates incentives to adopt U.S. ategul standards
abroad due to the fAconcent rlaiketle regul atory p
classical securities law model, this strain in the literature suggests that scale
advantages of converting to the dominant U.S. model usually outweigh most
other considrations. Networks thus operate as transmission belts for American
soft power as foreign regulators adopt U.S. standérds.

More ambitious voices in the transgovernmentalist camp further suggest
that regulators have strong incentives to coopeeateante irrespective of
market strength, due to the inherently common stake that regulators have in the
entemprise of securities regulatidi All regulators would, it is implied, like to
stomp out fraud. However, regulators must first agree upon a common dtandar
for disclosure, surveillance, and enforcement. Moreover, each regulator must
then choose that regime. An interdependent world requires broad coop&tation;
othemwise, fraudsters will just move to the akest regime, which would
effedively mean that thefforts of regulators that adopt the optimal rule would
be wasted.

Game theory provides a useful tool with which to clarify and highlight the
logic of these assumptions. Ultimately, transgovernmentalism suggests that the
coordination of securities regtilan is not a problem of dispersed interests, but

72. Transgovernmentalists consequently suggest that the primary obstacle to convergence
is not so much an issue of disparate incentives among regulators #eit tfesire to cooperate.

Raustiala,supra note 12, at 24 (noting that Al wlhile incentives to
common interests predominateo).

73 Id.at59.

74. Id. at 75 (discussing how gover nmeduivennet wor ks provi de
convergence).

75. Slaughter & Zaringsupranote7l, at 21 3. I'n many ways, such views mir
societyo view of standardi zation popul ar in the interna

seeking to coordinate technical rules and regulations have aidogpreference for arriving at
a common solutionSee, e.g.Walter Mattli & Tim Blthe, Setting International Standards:
Technological Rationality or Primacy of Power26 WorLDp PoL. 1, 9 (2003) (describing the
Afworl d societyod apztiomach to viewing globali
76. Raustialiasupranotel2, at 70 (noting that proponents of transgovernmentalism assert
that fAan interdependent wor botihgS®AutHAER, supramotew f or ms of gover
12, at 183)).
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instead is one where parties share similar objectives and preferences but are
unaware of the othersé commitment to tackIing
outcomes exist between any two regulators: a pajafinant scenario of
cooper#éion and a riskdominant scenario in which regulators remain skeptical
of cooperation and concerned about unilaterally taking on the risk or costs of
operating at a certain standard.
In this situation, which game theoreticians \budescribe asan
fi a sasnucre 0 game, gover nmalytmake the enéonwor k s Ssuppos:
cooperative oupme less likely! Networks first help to identify optimal
approaches, and then make the -dskninated equilibrium less likely by
facilitating trust, inform#on, and joint deliberation. In this way, regulators can
swiftly identify optimal regimes and facilitate cooperative action. Over time,
standards may even become w#forcing as they gain currency among
network participants and incentivize nonmemberaciept the standards due to
their widespread use and scale advantages.

1
THE CASE AGAINST SECURITIESLAW NETWORKS

Although international relations and securities law scholars provide
important insights into the functioning of regulatory markets, bothpgadend
to underestimate the obstacles to international convergence and overestimate
the effectiveness of the SEC6s traditional t o
U.S. capital markets face new rivals and no longer necessarily act as failsafe
tools of regulatory export. Section I1.B then demonstrates that
transgovernmentalism helps to describe the increasingly disaggregated nature
of international coordirteon, but that its predictions about securities law
networks are inconsistent with the relativetgited convergence that they have
secured. Section II.C then offers a better account of international securities
regulation and argues that, in a globalized financial marketplace, the

77. In general terms, assurance games can be depicted as follows:

Cooperate Defect
Cooperate 4, 4* -1,0
Defect 0,-1 0, 0*

As the matrix above demonstrates, two outcomes (denoté&tbpgomprise what in game theory

terms is referred to as fiNash equilibria.o That is, ther
better by unilaterally changing his or her strategpen if each player knows the strategies of the

other. Applied to our example of securities regulation, this would mean that if both regulators

chose to cooperate, then each would receive a payoff of four. If both regulators continue on their

own course,lere is no payoff, (0, 0), but at the same time, no prospect @f thesscenario that

would arise if one player (or regulator) switched standards, but not thea#gigration illustrated

in the lowerleft hand (0,-1) and upperight hand quandrants1, 0). Where risk dominates

decisionmaking, regulators would chose (0, 0), which is not globally welfare maximizing. Where

the prospect of payoffs dominate, (4, 4) would arise as the equilibrium.
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coordination of crosborder investor protection often is far from assliEven

where regulators share incentives to cooper al
results, where governmental networks will not provide the incentives necessary

for coordination in the absence of hegemonic capital markets.

A. The Rise of the Rest

Increasing evidence suggests that U.S. capital markets, though still
generally the largest in the world, are increghi weak instruments of
regulaory export. Recent scholarship, as well as commentary by policymakers,
has shown that U.S. capital markets acelonger unrivaled. Instead, other
countries have developed important financial centers in their own right that
chall enge Americads traditional domi nance. T
particularly startling in the field of securities transactions.Hae first nine
months of 2007, only 10.percentof globd IPOs were listed on a U.S.
exchang€e’® This represents a dramatic decrease from gdrbentin 1996 and
an average of 21.Dercentin the period from 1996 to 2005.Equally
important, exchanges ihé United States captured just p&tcentof the total
value of global IPOs during the same pefibdccording to recent data, the
current credit crisis has done little to reverse this trend. U.Ghaeges
captured just 1.9ercentof global IPOs in 2082* and deals in Asia and South
America accounted for 7@rcentof total IPO value in 2004 Overall, experts
predict that New York will soon fall to the third most important hub for IPO
financing behind Hong Kong and Shangffai.

Enormous changes in homdawhere wealth is created in the world have
facilitated this development. As macroeconomic imbalances have shifted
economic growth in and activity to Chinandia, and other developing
courtries, investors and firms have likewise flocked from America thero
regions in search of business opportunitielleanwhile, demand for natural

78. CoMM. ON CAPITAL MKTS. REGULATION, THE COMPETITIVE PoOSITION OF THE U.S.
PusLic EqQuity MARKET 1 (2007), available at http://www.capmktsreg.org/pdfs/The_
Competitive_Position_of _the_US_Public_Equity_Market.pdf.

79. Id.

80. Id.

81. Press Release, Comm. on Capital Mkts. Regulation, 2009 Demonstrates Signs of Mild
Improvement in @mpetitiveness of U.S. Public Equity Markets (Mar. 25, 20&0gilable at
http://lwww.capmktsreg.org/pdfs/Adar-25_Q4 2009 _Press_Release.pdf

82. News Release, Ernst & Young, Global IPO Recover$econd Half of 2009 Led by
China and Brazil (Dec. 9, 2009gvailable at http://www.ey.com/GL/en/Newsroom/News
releases/GlobdP O-recoveryin-seconehalf-of-2009|ed-by-Chinaand Brazil.

83. Bei Hu, Hong Kong IPOs May Raise Record8$Billion in 2010, E&Y Says
BLOOMBERG.coM, Dec. 21, 2009, http://www.bloomberg.com/apps/news?pid=20601089&sid=
al3U6ahtflyo.

84. Friends and RivalsEconomist, Sept. 15, 2007, at 3 (special report on financial
centers).
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resources from the Middle East, Russia, and Brazil have lured capital and
helped develop vibrant (albeit at times volatile) regional hubs for finance.

Profound changes in tiveays in which capital is raised have also enabled
this transformation. For one thing, electronic trading has made investing in
foreign markets easier than ever. Whereas in the past, investor orders for
overseas securities would take hours, days, or eveskswi conclude,
innovdions like the Internet have made the execution of orders possible in a
matter of milliseconds, thereby dramatically increasing the likelihood of
successful order executihThis advancement has made investing in-tos.
exchangespractical for U.S. investors and has rendered listing on foreign
exchanges more plausible for firms. Technological advances have also lowered
the barriers of entry to the exchange services business and increased the
number of venues open to investors ia noces&®

Together, these developments have dyeahpacted the market for
secuities transactions and, by extension, the market for securities law. As
liquidity has become more dispersed, foreign companies seeking &apital
either through IPOs or crodistingsd no longer have to do it in the United
States. These companies now enjoy more mobility than they have in the past
and can list their securities on other exchanges that provide financing at
competitive costs of capital. Consequently, U.S. exchamgetonger hold
virtual monopolies over securities transactions. As U.S. capital markets have
diminished in signit a n c e, the HAconcentrationo of regul
enjoyed by the SEC has also diminished. They thus operate as less hegemonic
tools of legl export.

B. Empirical Evidence Against Network Power

Close empirical scrutiny also suggests that transgovernmentalism over
states the effectiveness of securities law networks as a means of promoting
reguatory convergence. In the world of enforcemerthagh MOUs are
potentially very effective instruments for facilitating cooperation with foreign
counterparts on a range of enforcement matters, relatively few regulators have
signed MOUs. Il ndeed, fewer than 25 percent o

85. SeeJoseph A. Grundfestt nt er nati onal i zation of the Worldds Sec
Economic Causes and Regulatory ConsequeddesiN. SERVICES REs. 349, 36162 (1990).

86. Whereas not so long ago a major exchange would have to purchase an acre of land,
construct a trading floor and employ a bank of telephones jushiduct a transaction, trading can
now be executed via computers and trading screens located in any number ofdbecker e r s 0
offices. Trading technology is also increasingly commercially available to stock markets
everywhere, making it possible for ever tyfoungest exchanges to make the technical aspects of
their operations firstlass.As a result, upstart foreign exchanges have been able to attract more
issuers with fewer costs and across national boundaries. This democratization of capital has
reduced lte traditional dominance of U.S. regulators, who in the past wielded de facto influence
due to the dominance of their domestic exchan§esBrummer,Stock Exchangesupranote5,
at 147273.
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signal such agreements with the United States. And even those that have been
signed reflect varying levels of commitment, with some covering only bank
records, and others obiiy assistance in the recovery of brokerage records,
evidence of beneficial ownghip, and in some cases, phone records. As a
result, traditional enforcement MOUs, though valuable means of deterring and
punishing crosdorder secuties violations, have had demonstrably limited
reach in establishing global enforcement cooperation framew
Although little information is available to determine the effectiveness of
IOSCO (the organization does not monitort s me mber s adoption
conpliance with its initiatives) the available data suggest that it faces great
chalenges in setting ietnational standardsPerhaps most importantly,
members have only followed | OSCO6s rul es
disclosure standards have, for example, only been adopted by the United States,
and even here, only parts were originally implemefitedo other countries
have explitly incorporated the agreement in its entir&ty.
Meanwhile, recent assessments by thelF| suggest that full
implementgion of the I0SCO Principles remains a challefiyéAs of 2006,
only four of the thirty principles have heanplemented by 8@ercentor more
of |1 0OSCO6 $° Mareoweh dor four other principles, the levels of
implementation fall below 5percent™

87. SeeFRrIED, FRANK, SHRIVER & JACOBSON LLP, THE SEC ApopTs IOSCO DISCLOSURE
STANDARDS FOR FOREIGN PRIVATE ISSUERs (1999), http://www.ffhsj.com/index.cfm?pagelD
=25&itemID=1253 (highlighting ways in which some U.S. standardB diverge from IOSCO
standards) Although much in the I0SCO standards was inspired by the existiFigd 268e
primary disclosure document for foreign issuers in the United Statigmificant differences in
wording exist between the Zband the IOSCO staadds. Consequently, the SEC staff is likely to
interpret the IOSCO standard in light of analogous provisions in its domestic regulations
enumerated in Regulationts Id.

88 Id.

89. Ana Carvajal & Jennifer ElliottStrengths and Weaknesses in Securities Market
Regulation: A Global Analysi$ 1 (I nt 61 Monetary Fund, | MF Wor king
2007),available athttp://www.imf.org/exernal/pubs/ft/wp/2007/wp07259.pdf.

90. Id.

91. Id.
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Figure 2: Compliance with IOSCO Principles?
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Furthermore, contrary to predictions by transgovernmergalisplemen
tation is especially poor among lemcome countries. Indeed, the data shows
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92. Id.at 12.

93 Id.at 13.

94. Id.at 14. I'n the graph, the ter mb5fRegul atoro refers
concern the structure and effectivenesaof r egul at or ; ASROO0 refers to | OSCO Prin
which consider the role and structure of gele gul at ory organi zations; AENf or cemer
I0SCO Principles B10, which examine the enforcement program and activities of the regulator;
ACoopmerrdatriefers i3 ,Prwhicdipl egarmilne t he regul ator6s C 0O |
domestic and international count er pla,rwhish; il ssuer so ref e
concern the regulatory regimbe fori20 skhers; ACl SO0 refe
address the regulatory regime for collective investment
Principles 212 4 , which concern the regulation of mar ket inter m

refers to Principles 280, which consider the regulationtbie secondary markets.
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As a result of the low compliance rate, observers have at times viewed
| OSCO as an international Aital king shop. o Al
played a key part in articating widely respected international standards, even
the member states championing its recommended policies do not always follow
them in practice. For this reason, regulators have derided some 10SCO
|l egislation as a Atoot hhausesofcompliante r , 06 due t o t
and its lack of enforcemefit.Many officials have consequently called for a
more robust means of effectuating key IOSCO initiatives and achieving more
mearingful forms of convergenc®.
Only the regulatory dialogues and technicalstgace programs are wide
ly perceived as unambiguous successes. Their mandates are, however, notably
less ambitious. Regulatory dialogues, on the one hand, are designed not so
much to promote convergence as to facilitate information sharing. Meanwhile,
technical assistance programs have enjoyed widespread participation from
regul ators worl dwide, though even here the SE
imply that that the United States successfully exports all of its regulatory
approaches and viewpoints. tead, the heavily subsidized nature of the
conference$ which offer regulators the opportunity to build their regulatory
capacity and expertise for little, and in some instances, nd esgtiains much
of the participationRegulators are thus free to chepigk the rules and regula
tions that they feel are most appropriate for their system of oversight and ignore
rules that they feel are too stringent, costly, or burdensome.

C. What Makes CrosBorder Securities Regulation Difficult:
Four Dynamics that Nevork Theory Overlooks

1. Divergent Regulatory Philosophies

Ultimately, network theory overlooks four factors that stymie the ceordi
nation process and explain why convergence among securities regulators has
been so limited. At the most basic level, retpda may have fundamentally
contrary views concerning the role of corporations and even capitalism in
socigy. Whereas some regulators, like those in the United States, view
corporations as existing to maximize profits for investors, others contend that
corporations exist to ensure business survival, promote the state and domestic
i ndustries, provide employment Thisor enhance a
can be problematic insofar as each view will lead to differing regulatory
choices and decisions carning the role of government in the regulation of

95. Julia Kollewe, Credit Ratings Agencies Face EU Clampdown, Says McCreevy
GUARDIAN (London) June 17, 2008, at 23.

96. Id.

97. Lawrence Cunninghanfkrom Convergence to Comity in Corporate Law: Lessons from
the Inauspicious Case of SOXT’L J. DISCLOSURE & GOVERNANCE, June 2004, at 269, 272.
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capital makets?® Thus, where policies promoted by one regulator conflict with
the objetives of another, consensus will be difficult to achieve.

Regulators also differ in their views as to the role @ngortance of
disclosure. For many countries, especiallyogh with widely dispersed
shardolders, disclosure lies at the heart of the capital raising process and acts
as the primary deterrent to abuse by management. In other countries, however,
disclosue is merely a supplemental means of achieving corporate
governancé’ Instead, structural innovations in the firm, like tiered boards
or employee representation in senior management, are viewed as the primary
check on margerial malfeasanck?’

Finally, regulators differ as to their enforcement philosophies. For a
minority of regulators, enforcement comprises a critical aspect of government
oversight. As a result, many adopt stiff pematiand an antagonistic
relatiorship with market participants out afbelief that a strong and vigorous
enforcenent response disincentivizes fraud. On the other hand, other regulators
believe that a more subtle response, such as imposing relatively small penalties,
will encourage firms to submit to home state rules awdgiively consult with
the government regarding transactiéfs.

Thus, even where there are real benefits from cooperation, differences in
regulatory philosophy may render it difficult for agencies to reach a consensus
on securities regulation. Though reafior's may coordinate with one another
and deepen their understanding of one another
cede their regulatory missions and philosopdgsily. Instead, opposing
viewpoints often facilitate a political power dimension in nedmties: where
rules born of democratic processes and national autonomy are trumped by
dissonant international obligations or supranational organizations, countries
seek to export their national regulatory perspectives to gain influence and avoid
perceivedsovereignty costs™

2. Adjustment Costs

Agreement is also difficult because there are often significant adjustment
costs. Because of history, culture, and custom, countries currently have vastly

98. Id. at 277 (describing French skepticism of the American model of profit maximiza
tion).
99, Idat 275 (noti ng t ha éntiallyhpeevefit<eersonteohacceuptst em [ pot
ing and other fraud perpetuated at US companies such as
100 |Id.
101 Such vaiations can, as Howell Jackson notes, reflect different local traditions and
history, as well as lonbeld institutional settings. Howell E. Jacksdayiation in the Intensity of
Financial Regulation: Preliminary Evidence and Potential Implicati@¥%YALE J. oN REG. 253,
287 (2007).
102 DaNIEL W. DREZNER, ALL PoLITICS Is GLOBAL: EXPLAINING INTERNATIONAL
REGULATORY REGIMES 31 (2007).
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different kinds of regulations in plac® As in the case of darcement
cooper#on, effective compliance with a new international norm may require a
country to revise its basic securities regulation framework, and even its basic
political structuré® This can be difficult to achieve insofar as regulatory
agencies rad lawmakers, accustomed to the status quo or resistant to outside
interference, may contest such reform from abi8v&urthermore, adjustment
almost ineviably requires the hiring of skilled staff and the allocation of more
resources to enforcement adi®$. For many states, especially developing
countries, such resources and human capital are not available.

Regulators must also consider the compliance costs borne by domestic
well as foreign firms when adjusting to new investor protection standards.
Higher disclosure standards, for example, frequently require firms to invest
more resources into badkfice staff and bookkeeping. Fees for third parties
such as lawyers and auditomsill likely also increase in order to ensure
conpliance with tougheor more comprehensive standards.

Adjustment costs will likely be even liigr where securities laws
implicate corporate governance. This is because corporate governance changes
may require the reform or jettisoning of assets specific to-$teugding
domest c and regulatory structures, such as the
affairs and management in which considerable political and economic
investments have been mdd®In such circumstances, not only may the costs
of adjustment be high, but also theill be largely asymmetrical. Some firms,
because they happen to be operating in a jurisdiction to which standards
converge, will intemalize few costsMeanwhile, firms in other jurisdictions
will spend more, putting them at a competitive disadvantage tduthe
allocation of resources to compliance that could have been used in another way.

As with high sovereignty costs, adjustment costs can be prohibitive, or at
least render agreement more difficult. Any benefits proffered by cooperation
can be seen afowing to one particular partyor the immediate costs may
outweigh the longeterm benefits.

103 Id. at 41;see alsaviark J. RoeLegal Origins, Politics, and Modern Stock Markets
120 Harv. L. REv. 460, 502, 516 (2006) (discussing political economy as the crucial factor in
determining if policymakers desire, and are able to build financial mark&ts) Langevoort &
Donald C. LangevooriThe SEC, Retail Investors, and the Institutionalization of the Securities
Markets 95 VaA. L. REv. 1025 (2009) (discussing different traditional market participation in the
Europe and the United States and its ingilans for national regulatory approaches).
104 Cunningham,supra note 97, at 278 (explaining the European publ
Sarbane©Ox 1l ey (ASOX0) ) .
105 DREZNER, supranotel02 at 46.
106. Id. at 5. This was, for instance, the case with Sarbanes Oxley, the U.S.hiatv w
required all firms, including foreign issuers, to use independent audit committees. Though
laudable in principle, this requirement conflicted with the statutorily required organization of
German and Dutch firms, which required worker participatioa snpervisory board with the aim
of (ironically) disciplining CEO compensatioBeeCunninghamsupranote97, at 8. Thus SOX06s
outlawing of norindependent audit committee members in some ways weakened German and
Dutch contrés on managemenid.
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3. Market Pressures

Transgovernmentalist explications of securities law also understate the
strong incentives many regulators have not to cooperate with ULSat@®
or indeed with anyone. This is because virtually all regulators want to increase
the size of their respective capital markets, even where such activity is not a
part of a regul ¥tToe sdccessfob domestic mankets sat e .
generally vieved as a proxy for the success ofreggulator. Furthermore,
reguldors are subject to enormous pressure from a variety of powerful interest
groups that have a direct stake in the robustness of domestic capital markets. As
a result, regulators have stromgeéntives to differentiate themselves from their
competitors in order to draw transactions away from their mat¥ets.

Financial centers generally compete with one another on the basis of how
well they provide liquidity for firms and rules for financings Ao liquidity, a
financi al centerdés ability to offer firms | ar
low costs is a major source of competitiveness. Thus, to compete with one
another, exchanges and markets employ structural innovations and technologies
thatdraw investors by allowing them to execute their trades quickly.

Regulatory competition, in contrast, occurs on two fronts. On the one
hand, some regulators impose stringent rules and regulations on firms raising
capital to allow those firms to signaleih commitment to sound corporate
governancé® Many scholars argue that firms in making this commitment can

107. Seelicht, supra note 11, at 64 (noting that regulators have an incentive not to
cooperate where it would undermine the competitivenestoofestic market participantsjee
also Stavros GadinisThe Politics of Competition in International Financial Regulafid@ Harv.
INT’L L.J. 447 (2008) (same)ndeed, even if all countries adopted the same regulatory standards,
not all countries woulthenefit equally. As | have explained in other writings, the competitiveness
of a financial market is dependent not only on the law that governs transactions, but also on
liquidity. Brummer,Stock Exchangesupranote5, at 145. Liquidity, in contradistinction to law,
refers to both an issuing firmds ability to access <cap
transact (and exit) from investments at a price that coc
Both of these dimasions of liquidity thus depend on a large number of traders transacting in a
market. To the extent that law is neutralized as a factor, the most liquid markets will inevitably
attract the most transactions. This can incentivize less liquid exchanges amtept all of the
rules and regulations of their larger competitors, though they may emulate some of the rules to
gain credibility.
108 Verdier,supranote60, at1 70 (stating that public choice may fAal
create a common front to expand their bureaucratic power in their respective states to the
detriment of their constituentsd welfareo).
109, SeeCoffee, Racing supranote 6, at 178082 (noting that the United States is one
example of this regulatory competition techniguede alsdRafael la Porta, Florencio Lopete-
Silanes, Andrei Shleifer, & Robert W. Vishriyegal Determinants of External Financg2J. FiN.
1131 (1997)arguing that strong equity markets require strong minority rights). Indeed, securities
markets may not be able to expand to their full potential in the absence of some mandatory legal
regimes potecting minority shareholder rights. John C. Coffee, The Rise of Dispersed
Ownership: The Roles of Law and the State in the Separation of Ownership and ,Citrol
YALE LJ. 1, 65 (2001) [hereinafter CoffeeDispersed Ownershjp Nevertheless, eveim the
absence of highly developed law, equity markets can, and have, still developed. There are a
variety of institutional accounts as to why this is the c8seKatharina Pistor & Chenggang Xu,
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reduce the risk of fraud and managerial malfeasance. Investors, in turn, may be
willing to pay a premium for the securities, and the cost of cafatalirms
may be reducetf’

Meanwhile, other regulators adopt lower standards to appeal to small
firms and managers seeking to avoid high regulatory costs. Many firms view
the costs of compliance generated by stringent regulation as outweighing the
benefts they receive by making credible corporate governance
commitments:! For these firms, the administrative costs of raising capital will
be an important consideration. As a result, they will seek rules that reduce
adjustment costs tied to the legal, accountand other advisory services
related to raising capital. Less stringent regulatory standards may also appeal to
an issuerb6s executives, who may want to reduc
liability and lawsuits, both against their company and ag#mesnselves. This
will especially be the case where, as is often the situation, investors and other
market participants may themselves poorly recognize the extent to which
countries comply with international regulatory standattianith relatively
weak maket disciplines, reglators, especially (though not exclusively) in
developing countries, may adopt weaker less threateningoversight
mechanisms to attract more transactions.

4. Convergence as a Coordination Dilemma

The divergent preferences of sgtias regulators and the firms they
oversee indicate that convergence in international securities regulation is not
always an assurance problem. Because of often significant asymmetric benefits,
idedogical proclivities, and adjustment costs, interestsy mot align and no
agreenent may be possible.

Governing Stock Markets in Transition Economies: Lessoms €hing 7 Am. L. & EcoN. REv.
184, 184 (200p (arguing that administrative governance can substitute for formal legal
governance). Usually, however, securities markets ultimately encounter shocks that result in a loss
of investor confidence that legaistitutions help buffer against. CoffeBispersed Ownershjp
suprg at 109.
110. Coffee, Racing supranote 6, at 1763 seealsoDavi d Easl ey & Maureen OO6Har a,
Information and the Cost of Capitab9J.FIN. 1553 (2004) (demonstrating that differences in the
composition of information between public and private information affect the cost of capital, with
investors demanding a higher return to hold stocks with greabeate information); Frank
Gigler, SelfEnforcing Voluntary Disclosures32 J. ACCT. RES. 224 (1994) (demonstrating that
disclosures, even in voluntary contexts, add credibility that justify even the divulgence of
proprietary information).
111 This apparently was the case with regard to at least some provisions of SOX
legislation.SeeKate Litvak, SarbanesOxley and the Croskisting Premium 105MicH. L. REv.
1857 (2007) (finding that foreign cquanies listing in the United States suffered a decline in
mar ket premiums after the enactment -wbookSOX as measured
ratios).
112 See generallBrummer,Financial Law, supranote57, at 3§ 52 (discussing gaps in
monitoring of compliance with international standards).
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Furthermore, even when countries desire to find a common solution, they
may disagree as to what the solution should'hés latter case is more likely to
arise in situations like enforcement cooperation. the upside, enforcement
cooperation allows many regulators to improve the credibility and effectiveness
of their own domestic regimes at relatively low cost. And because the securities
of major corporations are now traded simultaneously in several @sntr
regulators of major markets will find it in their common interest to deter cross
border fraud, lest perpetrators strategically conduct their crimes from overseas
locations and thereby evade regulatory actid@n the other hand, states with
fewer investors need worry about crekerder fraud less than those with more
investors, making them less interested in enforcement. Furthermore, some
states both make and receive relatively few enforcement requests. As a result,
their costbenefit calculus will oftn be different from those regulators
respondile for the governance of larger capital markets, leading to different
preferences as to how such an enforcement regime should be developed in
terms of intengy and scope.

Again, game theory anticipates budistrbutive problems and helps
clarify the kinds of choices available to regulators. Ultimately, coordination
games may have, as the illustration below suggests, two equilibrium outcomes
between any two regulatof¥' In distributive problems like the$& although
cooperation is mutually preferred and woul d |
neither actor is sufficiently incentivized to apce t he ot her 6s regi me.
Coordindion depends on other factplike the order of play (i.ebeing a first
mover). If,as is often the case, players move simultaneously, the result would
be urdeterminable and additional negotiations would be necessary.

Things become more uncertain where players have clearly antagonistic
interests, a situation that at times arises witibstantive capital markets

113 To put this in perspective, consider that the SEC filesdheds of securities fraud
cases each year and relies on bank records in approximately 70 percent of titrca&eExcH.
CoMM’N, HANDBOOK FOR EMERGING MARKETS 16 (2008) (on file with author). The SEC has thus
argued that fla seandttiges dwtntkorrigcortdlsatwoa | d i kely b
successfully investi gat eld And eansiddng that mangafthese i es fraud cases
bank records are overseas, cooperation between regulators is vital.
114 Lisa L. Martin, The Rational State Choice of Multilateralism MULTILATERALISM
MATTERS: THE THEORY AND PRAXIS OF AN INSTITUTIONAL Form 91, 101 (John Gerard Ruggie,
ed., 1993).
115 See again the discussion by the thoughtful scholar Pierre Vesdpganote60, at 12.
Most battle of the sexes games can be illustrated as follows:

Option A Option B
Option A 4, 1* 0,0
Option B -3,-3 1, 4%

Notice that, as in an assurance game, two Nash equilibria arise that make coordination difficult.
Here, however, each equilibrium outcome is unambiguously superior for one of the players,
whereas the other is not. This distribution of gains createsrardéefor coordination.
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regd ati on. Changes i n a regul ator 6s substant|
jurisdiction less attractive for securities transactions, and diminish the welfare
of domestic special interests in the process. Furthermore, changes may be
contrary to an authorityds traditional regul at
entail signifcant adjustment costs. As a result, coordination may be impossible
in light of incongruent jurisdictional interests.

This dynamic becomes all the more problamé&ir the SEC in light of
the diminished centrality of the U.S. capital markets. Because the U.S. capital
markets are no longer always necessary for multinational financing, there will
be less de facto convergence through the operation of U.S. sedanities
Furthermore, securities law networks, at least as traditionally constituted, are
poorly suited to address distributive conflicBecurities law networks are, as
seen above, coordinating mechanisms in the purest sense. That is, they connect
regulatos and in doing so reduce informational asymmetries. They are not,
however, a locus of power where members first consider a rule.

Thus, in a world of broadly dispersed economic activity, coordination
among securities regulators is increasingly difficuipexially for the SEC.
U.S. capital markets, though large, are no longer hegemonic, and the-govern
mental networks it has traditionally relied on aresilited to peddle influence.
There are, as a result, fewer traditional constraints on foreign regusateing
to attract transactions through less stringent regulations that may overlook or
ignore dubious practicéd’ Instead, for better or worse, an emerging regulatory
market plays an increasingly central role as a disciplining mechanism.

i
THE TRILLION-DOLLAR CAVEAT

For all of their limitations, networks are not destined to ineffectuality.
This Part argues that one anmeavhich networks may show promise is system
risk regulationinsofar as the negative externalities of poor regulation are glo
balized and, by extension, the interests among disparate jurisdictions aligned. It
also argues, however, that even here coordination is not informed so much by
traditional networks of securities regulators, as by efasstional networks in
which bank regutors take a leading position alongside political elites.

A. Systemic Risk and Securities Regulation

Traditionally, the primary concern of securities regulators has been inves
tor protection, whi ch has, as discussed above
disclosure, market integrity, and enforcement cooperation. In the wake of the
2008 financial crisis, however, regulators have been preoccupied with other

116, Stephen D. KrasneGlobal Communicationand National Power: Life on the Pareto
Frontier, 43WorLD PoL. 336, 339 (1991).
117. Verdier,supranote60, at 35.
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more complex aspects of financial markets. Specifically, the SEC and its

counterparts have invested nsiderable resources in the regulation of

Aisystemic risk,d which arises where the fai
sparks failures in other institutions and in the process undermines the health of

capital markets.

This policy focus comprises in manggard a significant change for the
agency. Historically, relatively little emphasis on systemic risk has been placed
on the transactions of securities firms. This is because securities firms make
investments backed by securities that are much more ligaidthose of banks,
which often are exposed to substantial mismatches with regard to the duration
of assets and liabiliti€s® Furthermore, securities firms have not ttiaially
settled payments, but instead have merely acted as agents for investors in
securities offerings and trades. Thus, unlike a bank failure, which migiplesrip
a settlement and payment system if it has large overnight exposures to other
banks in the interbank payment system, a | arg
historically havefewer systemic implications® Systemic risk was, as a result,

a minor concern for securities regulators, but a major issue for banking
regulators.

The rather low level of alarm regarding the systemic risk posed by
securities firms began to change, howeirethe late 1990s, particularly in the
aftemath of the Russian default and the collapse of Long Term Capital
Managenent, a major hedge fund. Regulators noticed that certain kinds of
investment firms, especially hedge funds, had been increasinglyoatyiake
risky invesments without being subject to registration requirements, financial
supervision, or capital adequacy requirements. Furthermore, hedge funds had
increasingly positioned themselves as counterparties and lenders to large
commercial bankand securities firms, and in the process began to facilitate a
shadow banking system. In practice, this meant that if a hedge fund made a
poor investment decision (due to poor supervision, for example), it might be
unable to honor its commitments, and fadlure could disrupt and possibly
bring down other financial institutions, thereby posing a systemic risk.

These theoretical concerns eventually grew into practical concerns as
financial institutions of all sizes engaged in transactions that almost daihele
global financial system. Particularly noteworthy were credit default swaps,
which are unregulated contracts whereby one firm agrees to reimburse another
firm for any losses it incurs in making loans to a third party if the third party
defaults on itspayment obligation. These products, at the time entirely
unregulated, increased the interdependence of financial institutions, often
across borders. Furthermore, because they were traded over the counter and
tailored to specific terms, they were diffictdt price, impossible to monitor,

118 KERN ALEXANDER ET AL., GLOBAL GOVERNANCE OF FINANCIAL SYSTEMS: THE
INTERNATIONAL REGULATION OF SYSTEMIC Risk 55 56 (2006).
119 Id. at 56.
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and often very risky.
The institutional failings of private gatekeepers exacerbated this risk even
further. Purchasers of the swapand other complex reaistaterelated
securities, for that matt@rrelied heavily on ratigs by credit ratings agencies
(ACRAsO0) Ain | ieu of conducting independent
a s s ¥%Ratings also helped dictate how much capital banks should hold on
reserve when investing in securitiddowever, credit ratings agencies were
subject to little regulation. They were not, for example, required to provide
information about how to understand and appropriately use ratings or to
provide data on the accuracy of their ratings over tfth®oreover, conflicts
of interest plagued the ratjs process as ratings agencies were compensated by
the same firms whose securities they were tasked to assess.
Thus, in response to the increasing risks permeating securities markets,
seaurities products, and traditional watchdogs, the SEC has inoggapished
for a wide range of fAmacroprudential 06 refor ms
from its international counterpart§he most important reforms include better
regulation of hedge funds, derivatives, and the agencies that rate securities
products.

B. CrossFunctional Networks

Although securities regulators are increasingly focused on systemic risk
regulation, the locus of leadership and ageseting with regard to these
issues lies not in networks of securities regulators, but in what can biéedscr
as fntwoesi onal networks, o0 in which authoriti
expertise and power interact with one another to promote financial st&fility.
In these arrangements, securities regulators play at best a limited role in setting
the policyagenda, even on issues that touch directly on securities regulation.

1.G-20

Recently designated the Apremierd organizat
cooperatiort?® the Group of Twenty Finance Ministers and Central Bank
Gover ner0so) ( G o v ifat kaskinguand fimaneae ministers from

120, U.S. GOVERNMENT ACCOUNTABILITY OFFICE, FINANCIAL REGULATION: A
FRAMEWORK FOR CRAFTING AND ASSESSING PROPOSALS TO MODERNIZE THE OUTDATED U.S.
FINANCIAL REGULATORY SysTEM 30 (2009), available at http://www.gao.gov/new.items/
d09216.pdf.

121 Id.at 31.

122 I n this way, these efforts mirrored FATFO6s, which t
(and more limited) mandate, also involved a range of cooperation between different functional
regulators; notably, very limited direct participation by politielites was involved.

123 Press Release, The White House Office of the Press Secretary, Fact Sheet: Creating a
21st Century International Legal Architecture (Sept. 24, 200@vailable at
http://www.whitehouse.gov/the_press_office/F&tteetCreatinga-21stCenturyInternational
EconomieArchitecture/.
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the nineteen of the largest or fastdsteloping economies to meet, at times
along with heads of state from member countries, to discuss financial, econom
ic, and monetary polic}?* Furthermore, to facilitate globabordination, the
Managing Director of the IMF and the President of the World Bank, plus the
chairs of the International Monetary and Financial Committee and the Develop
ment Committee of the IMF and World Bank, also participate-20@eetings
on anex oficio basis'?> Together, member countries are said to rsgme
around 90percentof global gross national product, @@rcentof world trade
(including intraEU trade), andtwo hi r ds of t he'wor |l dds popul atio
Perhaps surprisingly, securities regulatdo not participate in the-£0,
in part due to a perception of systemic risk regulation as lying beyond their
purview. Nevertheless, since its launch in 1999, tf0Gas expressed a range
of opinions and publiccommuniquésthat touch upon the macropertial
regulation of securities firms and products. In the wake of the global financial
crisis, the organization promulgated a series of aguped regulatory reforms
that touch upon key matters of securities regulation, including:
¢ Registration of Hedg&unds The G20 declared that hedge funds
or their managers must register and provide regulators with certain
required informatiort?’
¢ Regulation of Credit Ratings AgencieBhe G20 endorsed the
regulation of CRAs and adopted the IOSCO CRA Code of Conduct
as a metric for measuring compliance. The group also declared that
there should be a dual rating scale or an identifier distinguishing
between corporate and sovereign debt, on the one hand, and struc
tured financial products on the otté}.
e Regulation of Ddvatives The G20 endorsed t he Presidenté
Working Group on Financial Transactions by declaring that

124. Prior to the G2 00 s creation, similar groupings designed 1
dialogue and analysis had been established, most significantly #¥% The G22 met in
Washington D.C. in April and October 1998. Its aim was to involve-@Gahcountries in the
resolution of global aspects of the financial crisis then affecting emenggmget ountries. Two
subsequent meetings comprising a larger group of participard8)®eld in March and April
1999 discussed reforms of the global economy and the international financial system. The
proposals made by the-2Z2 and the &3 to reduce theworld c onomy dés susceptibility to cr
showed the potential benefits of a regular international consultative forum embracing emerging
market countries. Such a regular dialogue with a constant set of partners was institutionalized by
the creation of the @0 in1999.
125 G-20, What Is the €0, http://www.g20.org/about_what_is_g20.aspx
126 Id.
127. G-20, Declaration on Strengthening the Financial Sygton. 2, 2009),available at
http://www.g20.org/Documents/Fin_Deps_Fin_Reg_Annex_02040%15_final.pdf  [herein
after Declaration on Strengthening the Financial Systes#;alsaG-20, G-20 WORKING GROUP
1: ENHANCING SOUND REGULATION AND STRENGTHENING TRANSPARENCY (2009) available at
http://lwww.g20.org/Documents/g20_wg1l_010409.pdf [herein&tarANCING SOUND REGULA-
TION].
128 ENHANCING SOUND REGULATION, supranote 127, Declaration on Strengthening the
Financial Systemsupranote127.
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transactions in credit default swaps not cleared through a central
counterparty be registered. The2G also urged the creation of a
central counterparty for overthec ount er (AOTCO) credit
derivatives as an important aspect of reducing systemi¢*isk.
e Accounting The G20 recommended that accounting standard
setters strengthen the accounting recognition of loan loss provisions
and dampen the effect assaewith fair value accounting’

Like 1 0OSCOb6s p20 comauniguésars not entoreeable
under international law. Instead, disciplinary mechanisms within t2@ @re
largely reputational. That is, where a country defects on its obligations, the
country may find itself less able to promote policies in the future or encourage
other members to comply with-80 mandates. Outside the group, however,
G-20 countriesdominate standardsetting in networks like IOSCO and the
Basel Committee. To the extehtait standards are then promulgated, the World
Bank and IMF may incorporate the standards and require their adoption by
developing countries (or progress towards compliance) as a condition for loans.

2. Financial Stability Board

Like the G20, the Finanal Stability Bard (originally named the
Finarcial Stability Forum) was founded in 1999 to promote international
financial stability. Its membership, however, originally included not only the
G7 and each member 6s f, amdaupangoryagencyi, st ry, centra
but also the major international standard settersluding IOSCO and its
banking counterpart, the Basel CommittEe)As a result, securities regulators
have been able to participate in an independent capacity as part of their
C 0 unt rgatios as avel lasethrough I0SCO, though even here they remain
dominated by banking authorities.

In its incarnation as the Financial Stability Forum, the group exercised no
regulatory authority and had no mandate to generate starftfaed®n on a
voluntary basis, as 10SCO has doffd. The 2008 financial crisis has
dramatically changed the organizationds actiyv
however. As the only fAnetwork of networkso wt
ministries, and central banks all interat;té became an essential platform for

129 Declaration on Sangthening the Financial Systesupranote127.

130. Declaration on Strengthening the Financial Systsapranote127.

131 HowaARrRD Davies & DaviD GREEN, GLOBAL FINANCIAL REGULATION: THE
EsSENTIAL GUIDE 113 (2008).

132 ALEXANDER KERN ET AL., GLOBAL GOVERNANCE OF FINANCIAL SYSTEMS: THE
LEGAL AND ECONOMIC REGULATION OF SYSTEM Risk 75 (2006).

133 Instead, it served a facilitative function bringing together disparate authorities to keep
the issue of fiancial stability on the public agendd. at 75. Part of this work has involved the
publication of a compendium of best regulatory practice; from 2001 to 2008 the organization
produced few reports beyond a series of status reports on ongoing and redentlavant to
sound financial systemBaViEs & GREEN, supranotel3l, at 116.
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addressing the interdisciplinary nature of the global crisis. It was renamed the
Financial Stability Board and given a mandate to monitor global financial
stability and promote mediuterm reform. he G20 also expared the
organ zationds member ship t o i ncl2ode represent
nation® in effect turning the group into the nearest thing the world has to an
overarching global financial regulatory grotip.
Since the crisis, the Financial Stability Board hssued a series of
recommendations and principles to strengthen the global financial system.
Among them is theReport on Enhancing Market and Institutional Resili
ence™® which called for limits on bank leverage, higher margin requirements
for derivativestrades, and a reassessment of valtrisk models and fair value
accounting. In itsPrinciples for Sound Compensation Practi¢®s the
Financial Stability Board set out principles for executive compensation and for
compensation to be adjusted for all tymesrisk, to be symmetric with risk
outcomes, and to be sensitive to the time horizon of risks. And finally, in its
Recommendations for Addressing Procyclicality in the Financial Systene
Financial Stability Board set out a mix of quantitative, rddased, discretion
ary measures. These recommendations aimed to mitigate mechanisms that
amplify procyclicality in both good and bad times and are to be implemented
over time when financi al mar kets have stabildi
tank with nowle r e  t**das gne critic has described the Financial Stability
Forum, the organization has pushed these recommendations in front of the
G-20 and is credited with providing a basis for the2® 6 s political
communiquésLikewise, it helped set the bastw fdeeper coordination in the
future between supervisory agencies, central banks, finance ministries, and
political elites.

C. Explaining the Tentative Consensus

It is too early to know whether creisctional networks will ultimately
succeed in securingrossborder convergencéevertheless, it is worth noting
that at least on the front end, regulators have secured a framework for coordina
tion much faster than most traditional governmental networks. Indeed, early
reports suggest considerable coordoraton a variety of mattersncluding

134, Press Release, Financial Stability Forum, Financial Stability ForwBsReblisted as
the Financial Stability Board (Apr. 2, 200@vailable athttp://www.financialstabilityboard.org/
press/pr_090402b.pdf.

135  FINANCIAL STABILITY FORUM, REPORT OF THE FINANCIAL STABILITY FORUM ON
ENHANCING MARKET AND INSTITUTIONAL RESILIENCE (2008), http://www.financialstabilityboard
.org/publications/r_0804.pdf.

136 FiNANcIAL STABILITY FOrRUM, FSF PRINCIPLES FOR SOUND COMPENSATION
PracTICES (2009),http://www.financialstabilityboard.org/publications/r_0904b.pdf.

137. FINANCIAL STABILITY FORUM, REPORT OF THE FINANCIAL STABILITY FORUM ON
ADDRESSING PROCYCLICALITY IN THE FINANCIAL SYsSTEM (2009) http://www.financialstability
board.org/publications/r_0904a.pdf.

138 KERN, supranotel32 at 76.



Brummer FINAL.do(Do Not Delete) 6/30/20108:15 PM

2010] POSTAMERICAN SECURITIES REGULATION 361

capital adequacy for banks engaged in underwriting and securitization
activities, central counterparty clearing for derivative instruments, and the
examination of credit ratings agenclé$These tentative successes naat a
closer look to determine which structural and substantive factors may make
tackling systemic risk an exception to the theory of weak network power
developed in the first half of this Article.

1. Institutional Design

Several factors may help to eapl the success of creimctional
networks. First, the G20 and Financial Stability Board differ considerably
from IOSCO with regard to their institutional desidgterhaps most obviously,
the G20 and Financial Stability Board are not universal netwoltstead,
their membership is finite and open only to the largest or fastest growing
economies and international standard setters. As a result, their members are
likely to be concerned about (and act upon) systemic risk, since they are home
to many large ihancial institutions. Consequently, both the2@® and the
Financial Stability Board have an incentive to double, at least in part, as a
coalition of the willing with regard to issues concerning financial stability. And
with fewer members, such a coalitiomould find it easier to monitor
compliance (either by members, the organization, or outsiders), which could
decrease incentives for defection.

Another important institutional feature is that, unlike IOSCO and the
Financial Stability Board, the G0 invites participation from both regulators
and political elite8 f r om fi nance mi ni sters representi ng
executives, to heads of state themselves. This engagement is important in two
regards. First, occasional participation by presidents and primetens lends
more credibility to commitments made by countries, even though the commit
ments are not memorialized as formal treaties. Because heads of state wield
authority over regulatorsither directly or indirectly, and can help to hold a
wide arrayof market and governmental actors accountable, their acknowledg
ment of policy positions creates significant pressure for reform. Their inrvolve
ment also signals that the highest levels of government are committed to a
particular approach and demonstratesdomestic regulators and officials an
expectation that they will expect full cooperation in executing their agendas.

Additionally, by engaging political actors with the authority to negotiate
on a wide variety of issues, the2b allows the negotiatiospace to encompass

139, The Financial Stability Board reports, for example, that banking supervisors have
published proposals for improving capital adequacy with regard to underwriting and sd@nitiza
activities. Central counterparty clearing for OTC credit déinres have been launched in the
United States and in Europe. The IOSCO Code of Conduct has been implemented by the three
largest CRAs and an examination module has been developed to inspect IGRASIAL
STABILITY FORUM, REPORT OF THE FINANCIAL STABILITY FORUM ON ENHANCING MARKET AND
INSTITUTIONAL ~ RESILIENCE ~ (2009), http://www.financialstabilityboard.org/publications/r_
0904d.pdf.






