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Introduction 
  
In the decade after the global financial crisis 2007-9, financial regulation reforms have been 
extensive, led at the international level by the Basel Committee of the Bank for International 
Settlements1 and the Financial Stability Board.2 The European Union has implemented most 
if not all of the international standards,3 in addition to overhauling regulatory architecture 
such as introducing the direct micro-prudential supervision of key euro-area banks by the 
European Central Bank (Banking Union)4 and instituting pan-European architecture to 
ensure implementation of regulatory reforms to a robust and faithful standard (the 
European System of Financial Supervision, notably the role of the European Banking 
Authority).5  
 
Where banks are concerned, being the perpetrators of the last crisis has put them in the 
spotlight and few would opine that the regulatory framework has made little impact.6 Banks 
have experienced not only a marked rise in the capital requirements imposed upon them, 
but also the controlling forces of other micro-prudential regulatory rules on leverage and 
liquidity.7 They are also experiencing much more intense supervisory scrutiny through 
significantly increased obligations in transparency8 and stress-testing.9 These micro-
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prudential regulatory reforms are targeted at changing banks’ strategic behaviours so that 
their essential financial risk-taking can be calibrated at a level that is appropriate for the 
bank but also for the wider financial system and economy that the bank is nested in.10 
 
This article focuses on the development of micro-prudential regulation since the time of the 
crisis, although it is acknowledged that many other regulatory tools have developed to deal 
with the problems that surfaced.11 Micro-prudential regulation remains a key feature in 
‘preventing failure’ and it is important to question how far the reforms have moved closer 
to the objective. The essence of micro-prudential regulation is that it is aimed at preventing 
financial institution failure by introducing behavioural levers through the setting of 
regulatory price for different types of financial risk-taking. Pre-crisis it may be argued that 
the regulatory price was set too low and unrealistic, and after 2006, regulatory pricing 
became manipulable and of little significance in shaping risk-taking behaviour. Post-crisis, 
the reforms have reset regulatory prices to much higher levels and closed off gaps for 
manipulating and undermining such regulatory prices. The underlying methodology remains 
the same and continues to rely on a fundamentally micro-economic framework for shaping 
behaviour. 
 
 
Micro-prudential regulation is quintessentially law and economics at work in regulatory 
design, as regulation gives expression to micro-economic tools in shaping the regulated 
entity’s behaviour. The weaknesses of ‘law and economics’ in pre-crisis micro-prudential 
regulation have been criticised,12 and post-crisis, the reforms are arguably founded upon 
‘new and improved’ law and economics which takes into account flawed assumptions of 
earlier micro-economic models and incorporates insights from macro-economics.13 It seems 
that the economic foundations for the law and economics of micro-prudential regulation 
have been made more comprehensive and robust. However, commentators continue to 
point out the shortcomings of the ‘law and economics’ foundations,14 and are also 
concerned about the increasing complex prescriptions in micro-prudential regulation.15 In 
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other words, ‘new and improved’ law and economics has supported a new regime for micro-
prudential regulation that is increasingly unwieldy, complex and burdensome without 
clearly connecting to the wider benefits in public interest that were articulated as necessary 
in the wake of the crisis- such as the need for finance to serve socially useful needs and in a 
long-termist and inter-generational manner, and for financial markets and economies to be 
sufficiently stable, competitive and not to be highly susceptible to boom and bust.16 
 
The regulatory adoption of a methodology to govern behaviour formation in financial 
institutions is necessary as financial institutions do suffer from perverse incentives in 
managing ‘other people’s money’17 and from behavioural heuristics in the face of market 
pressures.18 The regulatory price for risk-taking is however largely set in micro-economic 
and quantitative terms, in the vein of the law and economics tradition. We argue that such 
an approach does not address certain shortfalls which are better addressed by qualitative 
regulatory methodologies, such as regulatory standards of conduct and duties that have 
both ex ante and ex post effects on behaviour formation. The rebalancing of law’s role can 
introduce qualitative duties and obligations that re-embed regulatory objectives of public 
interest in the formation financial institution behaviour, as quantitative methods tend to 
compel focus on ‘numbers as boundaries’, dis-embedding the behaviour formation process 
from the wider context of regulatory objectives and public interest. Hence, a rebalancing of 
the ‘law’’s role in law and economics has the potential to assist in constructing a more 
enduring regulatory design with both quantitative and qualitative aspects. 
 
The article proceeds as follows. Section A provides an outline of the nature of micro-
prudential regulation in the pre-crisis context, in terms of how it reflects a certain tradition 
in law and economics and what blind spots were uncovered in the wake of the crisis. Section 
B discusses key features of post-crisis micro-prudential reforms including new capital 
buffers, loss-absorbing capital for systemically important financial institutions, liquidity, 
leverage and stress-testing reforms as well as the introduction of macro-prudential 
supervision, in order to demonstrate how the regulatory foundations in law and economics 
have developed into a ‘new and improved’ version. Section C critically questions if ‘new and 
improved’ law and economics is better placed to calibrate behaviour in financial institutions 
towards the regulatory objectives that were not met during the crisis, and what deficits 
remain. It argues that these deficits are arguably due to the continued reliance upon the 
quantitative nature of the ‘new and improved’ law and economics methodology and that 
these deficits may be better addressed by adding to the predominantly economic 
methodology, a rebalancing of law’s role and its qualitative contribution. Section D explores 
the broad contours of what law’s qualitative contribution would be. It is noted that the UK is 
already heading towards a qualitative dimension for controlling behaviour by introducing 
individual liability for financial institution personnel based on broadly worded principles. 
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These however support the quantitative nature of compliance in the post-crisis micro-
prudential reforms reflecting the ‘new and improved’ law and economics foundations. In 
that approach, law remains subservient and does not offer a rebalancing role that can much 
better frame the economic implementation in micro-prudential regulation. We suggest new 
and qualitative regulatory duties that rebalances the useful role of law in behaviour 
formation at financial institutions. Law needs to become an equal partner to economics in 
this challenging but socially important area of financial regulation. 
 

A. The Development of Micro-prudential Regulation 
 
In this Section we set out the trilogy of the stages of development in micro-prudential 
regulation, how its law and economics foundations were laid, how this methodology 
became predominant, and post-crisis, how this methodology has been changed and 
adapted. The embrace of law and economics in micro-prudential regulatory policy has 
arguably progressed through a cycle of dipping into ‘shades of grey’ to immersing in ‘shades 
darker’, finally emerging as ‘shades freed’ (nevertheless, one could still be in doubt as to the 
new level of credibility achieved). 
 
The First Capital Adequacy Standards and their Law and Economics Foundations 
Micro-prudential regulation developed first as a set of international standards in capital 
adequacy in the 1980s, and has morphed from a minimalist regulatory tool in law and 
economics to a maximal regime today. 
 
The Basel Committee of the Bank for International Settlements developed its first set of 
capital adequacy standards in the Basel I Capital Accord of 1988.19 The Committee whose 
membership comprises central bankers in leading financial jurisdictions, recommended the 
Accord as a set of universally applicable standards for international banks in order to create 
a level playing field in international banking where disparate practices of risk management 
were observed. There was concern that the capital ratios of many international banks were 
deteriorating at a time of growing international risk, reflecting a ‘race to the bottom’ in 
global banking competition.20 As such, the move towards global harmonisation of capital 
adequacy standards sought to mitigate that trend. As Basel I was intended to set only the 
minimum requirements, countries would be free to impose higher standards, and 
demonstrate a ‘race to the top’. Moreover even if countries stuck to the minimum Basel I 
standards, a landscape of fragmented and low regulatory standards would have been 
prevented.   
 
Basel I introduced a regulatory methodology of linking banks’ lending risks to their levels of 
capital. In economic terms, the regulatory price for risk-taking by banks in lending activities 
would be the levels of capital they are required to hold against such risks. Linking capital 
requirements to the risks associated with bank lending acts as a form of control upon banks’ 
taking on of excessive risks in creating credit. In this way, shareholders (ie. the providers of 
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capital) are enrolled into the monitoring process for bank risk-taking. Basel I prescribes a 
scale of measuring the riskiness of different types of bank loans (or assets) in percentage 
terms of capital required, therefore introducing a standardised, easy-to-use regulatory 
pricing system for bank risk-taking. Based on this system, banks are required to hold 8% of 
capital against risk-weighted assets. The fundamental ideology is micro-economic in nature, 
that rational decision-making is based on price. However regulatory pricing is not a 
reflection of a scientific method for guaranteeing the prudence or safety of banks. First, 
regulatory pricing was determined based on broad impressions of creditworthiness of 
different types of assets, and the pricing system has attracted criticism for being rather ill-
refined and over-inclusive.21 Second, the settling for 8% as a minimum capital-asset ratio 
was arrived at by negotiation and bargaining at the Committee, not based on empirical or 
scientific research on what levels of capital actually support bank resilience and safety.22  
 
The Accord reflects an economic analysis of bank risk-taking behaviour that is then 
translated into regulatory policy. Hence the development of capital adequacy regulation is 
rooted in a ‘law and economics’23 approach of treating law as functionally implementing an 
economic tool that calibrates incentives through price.24 The economic method in predicting 
and calibrating behaviour has become predominant as it provides an objective, sometimes 
pseudo-scientific approach to justifying and designing regulatory policy, and its quantitative 
orientation mitigates the uncertainties and debates that may entail with more qualitative 
orientations. Further, as Lagenbucher points out, the economic language of policy-making 
effectively facilitates international harmonisation of regulatory standards.25  The law and 
economics approach in the Accord quickly found favour with EU policy-makers26 as they 
embarked on legal harmonisation27 to remove barriers to entry within in the intra-EU 
banking and capital markets, in order to construct the Single Market in the European 
Economic Area.  
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The Accord was adopted by the European Economic Area by virtue of the now-obsolete 
Own Funds Directive28 which defined the constituents of capital, and the repealed Solvency 
Ratio Directive29 which specified the rules for estimating the banks’ risk-weighted assets. 
Unsurprisingly, given the fact that the Basel Committee included representatives from seven 
member countries of the EU, the rules of the 1988 Basel Capital Accord and the two 
directives were very similar.  
 
The Law and Economics Predominance in Developing Capital Adequacy Standards 
The Basel II Accord which sought to refine Basel I can be thought of as the pinnacle of the 
law and economics approach in capital adequacy regulation. As the Basel I Accord gained 
international recognition and adoption, even when banking practices changed, there was 
appetite to further develop the Accord for the purposes of continued international 
harmonisation. The Accord was seen as poised to become a leading and mature standard 
with the turn of the millenium, and not just a pioneering ‘starting point’.30   
 
By the 1990s, it was recognised by the Basel Committee that banks were exposed to 
considerable risk of losses from interest rate and foreign currency movements. These risks 
were not taken into account in Basel I. Further, banks in the US in particular started to move 
into investment banking aggressively in the 1990s after the repeal of the Glass-Steagall Act 
that prevented such consolidation of activities.31  Although European banks had never faced 
such restrictions and always embraced a ‘universal banking’ model which allowed banks to 
conduct a variety of financial intermediation services, the newly competitive forces coming 
from the US were crucial in European and UK banks’ expansion into investment activities. 
Thus, many international banks started to undertake activities such as securities 
underwriting, corporate finance in restructuring and mergers and acquisitions, proprietary 
trading, collective investment schemes and advisory and brokerage services. As banks 
became exposed to investment activities, the nature of their business risks changed too. 
Hence it became important to consider how capital adequacy rules should compel banks to 
make provision for market risks and operational risks deriving from international banks’ 
increasingly multi-faceted lines of businesses. 
 
Extending the approach taken in Basel I for regulatory prices in capital to be set according to 
level of risk undertaken, the Basel Committee developed ‘standardised’ approaches for risk-
weighting a much wider range of financial assets and instruments. For financial assets and 
instruments that could be traded in financial markets, standardised approaches were based 
on conventional observations on market price fluctuations in ‘normal’ (not stressed) times.32 
Moreover, responding to criticism that the Basel I methodology for risk-weighting loan 
assets was too crude and over-inclusive, the standardised approach for credit risk-weighting 
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also changed to be more sensitive to externally-produced data for the creditworthiness of 
different borrowers, such as the credit ratings produced by credit rating agencies.33  
 
The regulatory focus is thus placed on pursuing greater efficiency in accurate risk 
measurement, in order to apply efficient and accurate regulatory pricing in terms of capital. 
The mathematical and quantitative modus has arguably taken over in dominating regulatory 
methodology and policy, culminating in Basel II’s best-known and now-controversial 
strategy of accepting an ‘internal models’ approach to risk-weighting. Over time, banks have 
developed internal scoring and modelling systems to measure the creditworthiness of their 
borrowers in a more sensitive fashion as well as loss estimation models to measure market 
risk in a quantitative manner.34 Policy-makers have become convinced that such ‘internal 
models’ may yield quantitatively more sensitive and accurate risk measures and have 
therefore adopted a policy to allow banks to use internal models for risk-weighting, subject 
to supervisory oversight and market transparency.35 
 
With the benefit of hindsight in the light of the global financial crisis 2007-9, Basel II’s 
approach of co-opting banks to develop internal models for risk management turned out to 
be a hazardous approach. Banks, in a fiercely competitive international landscape, chose to 
engage in high levels of risk-taking that brought immediate rewards, while developing 
internal models that would minimise their need to keep capital adequacy levels high. 
Empirical evidence36 on the application of internal approaches developed by banks for credit 
and operational risk under Basel II showed that the internal models encouraged banks to set 
aside less capital than otherwise would have been the case applying standardised Basel II 
approaches. Further, as risk management and internal control were not centres of revenue 
generation for banks, some banks marginalised their risk management functions in order 
not to interfere with business decisions.37 
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Where banks have used internal models merely to avoid regulatory burdens, it could be 
argued that regulatory supervision (Pillar 2) and market transparency (Pillar 3) should have 
been able to keep such manoeuvres in check. In reality, regulators were operating at a 
meta-level of supervision, as risk management had become devolved to banks’ internal 
models, and regulators found it hard to make judgments on the technical robustness of 
those models.  Hence, the use of internal models by approved banks devolved into a form of 
self-regulation in banks, and they were effectively left unchecked.38 
 
In relation to Pillar 3, it could be argued that market discipline was exercised not to the 
effect of making banks more prudent in risk management, but more competitive in risk-
taking. Investors would scrutinise banks’ short-term profitability quarter to quarter as banks 
reported their financial performance to investors, so banks were under tremendous 
pressure to generate earnings and profits. Hence, being able to increase risk-taking and 
grow market share were important to bank strategy and some of this was achieved at the 
expense of maintaining high capital adequacy levels or prudent risk management.39 Some 
commentators40 opined that bank shareholders had indeed driven excessive risk-taking by 
banks instead of acting as the checking and moderating influence wrongly assumed in Basel 
II. For example, the Halifax Bank of Scotland in the UK embarked on aggressive market 
growth in lending, and generated significant bad debts in corporate lending that ultimately 
led to its £45bn deficit. Shareholders did not seem to have exerted any moderating 
influence upon the bank’s strategy. At its worst, the bank relied on a £25bn liquidity 
assistance line from the central bank to keep it going until it was bought and merged into 
Lloyds in September 2008.  
 
The Law and Economics Renewal in the Wake of the Global Financial Crisis 2007-9 
 
Basel II had not been fully implemented internationally before the onset of the global 
financial crisis 2007-9. However, in the wake of the crisis, the approach of devolving to 
banks to develop stringent internal models that could achieve responsible risk management 
became severely doubted.41 Nevertheless, the banking business had become complex and 
not easily susceptible to standardised approaches in risk-weighting for the purposes of 
calculating the ‘regulatory price’ of capital adequacy.  
 
The global financial crisis arguably brought about a potential turning point for the regulatory 
policy in micro-prudential regulation. Should policy-makers address the problems of low 
capital adequacy due to inappropriate and overly optimistic use of internal models by 
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focusing on reducing banks’ discretion to use them? Or should a broader approach be taken 
to critically question the micro-economic assumptions and quantitative methodology in 
capital adequacy regulation? The policy changes that have been implemented since the 
crisis lie somewhere in between the minimal approach in the former and the more radical 
approach in the latter. Policy-makers have persisted in holding on to the micro-economic 
model of setting an appropriate regulatory price for risk-weighting, which they continue to 
endeavour to measure, but more conservatively.42 They would also by 2023 introduce an 
absolute ‘floor’ to the capital requirements differences that are derived from using 
standardised approaches and internal models approaches to risk-weighting.43 This means 
that banks’ discretion to use internal models approaches to manipulative effect to reduce 
their capital adequacy burdens would be curtailed. Further, policy-makers have added to 
the capital adequacy tool other similar tools for regulating behaviour, such as calibrating 
banks’ assets and liabilities according to quantitative requirements of liquidity.44 A further 
set of regulatory tools intended to shape banks’ behaviour by incentives continue in the law 
and economics tradition of introducing levers to affect rational decision-making and 
behaviour.45 
 
In other words, regulatory reforms continue to be aimed at regulating banks’ behaviour in 
relation to their risk-taking and resilience, in the tradition of law and economics, but taking 
on more conservative assumptions, correcting for the flaws of previous assumptions and 
application, and becoming more multi-faceted in capturing bank risk-taking behaviour in a 
more holistic paradigm. However, efforts have also been made to address the broader 
criticisms of over-relying on micro-economic methods to regulate bank behaviour, and new 
regulatory tools have been introduced to deal with macro-prudential regulation.46 
 
The character and key highlights in post-crisis reforms to micro-prudential regulation will be 
fleshed out shortly, but we suggest that such micro-prudential regulatory reforms are now 
founded on a form of ‘new and improved law and economics’ which incorporates more 
complex micro-economic modelling and a recognition for the importance of the macro-
economic dimension. Regulatory policy continues to rely on economic solutions although 
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the quantitative nature of the previous regime has been somewhat balanced by qualitative 
aspects. The next Section discusses the key features of micro-prudential regulation 
reflecting ‘new and improved law and economics’ foundations and Section C critically 
queries what gaps may remain in regulating for the safety of individual financial institutions 
and overall financial system stability. 
 

B. New and Improved Law and Economics in Post-Crisis Micro-prudential Regulation 
 
A number of commentators, in diagnosing the causes of the global financial crisis and 
weaknesses of the regulatory regimes prior to the crisis identified common themes such as 
the lack of capital adequacy requirements that reflected systemic risks that banks posed, 
and the lack of an overall view by regulators of the financial system and markets as a 
whole.47 The Basel Committee responded by robustly reforming the capital adequacy 
regime and recommending new micro-prudential regulatory tools to support each other. In 
terms of the overall picture, micro-prudential regulation is still a key part of a more 
comprehensive regulatory regime that covers corporate governance and risk management 
regulation and oversight,48 structural reforms for systemically important banks in the UK,49 
regulation of non-bank entities for both resilience and stability purposes,50 market 
regulation over hitherto unregulated markets in order to demand transparency and 
promote more risk-conscious transactions,51 regulation of credit rating agencies,52 recovery, 
resolution and crisis management regimes for banks and other financial institutions,53 and 
more formalisation in terms of cooperation and coordination amongst regulators for 
international banks.54 
 
Capital adequacy regulation underwent significant change in the years between 2009 and 
2017 that the Basel Committee developed, phased in and finalised their recommendations. 
Capital adequacy is no longer the exclusive regulatory tool and is flanked by other micro-
prudential measures designed to introduce different dimensions of regulatory price and 
controls upon banks’ risk-taking behaviour. We discuss this multi-faceted approach in four 
key ways. First, capital adequacy regulation now incorporates a more conservative 
regulatory price calibration. Second, less trust is reposed in risk-weighting calculations 
                                                           
47 Markus Brunnermeier et al, ‘Fundamental Principles of Financial Regulation’ (The Geneva Report 2009) at 

https://www.princeton.edu/~markus/research/papers/Geneva11.pdf at ch3; Viral V. Acharya, Lasse H. Pedersen, 

Thomas Philippon, and Matthew Richardson, ‘Measuring Systemic Risk’ (2010) at 

http://ssrn.com/abstract=1573171. 
48 Such as Art 88, Capital Requirements Directive 2013; David Walker, A Review of Corporate Governance in 

Banks and Financial Institutions (2010) at http://www.hm-treasury.gov.uk/d/walker_review_261109.pdf. 
49 Independent Commission on Banking, Final Report at http://bankingcommission.s3.amazonaws.com/wp-

content/uploads/2010/07/ICB-Final-Report.pdf; implemented in Financial Services (Banking Reform) Act 2013 

sections 142Aff. 
50 Covering a wide range from investment firms to investment funds, even alternative funds such as hedge and 

private equity funds, see European legislation the Markets in Financial Instruments Directive 2014/65/EU for 

investment firms, the Alternative Investment Fund Managers Directive 2011/61/EU for hedge and private equity 

funds, Money Market Funds Regulation 2017/1131. 
51 European Markets Infrastructure Regulation 648/2012 that compels certain derivative instruments to be 

centrally cleared and reported. The Securities Financing Regulation 2015/2365  introduces greater transparency 

requirements for shadow banking transactions such as repo financing by financial institutions. 
52 Credit Rating Agencies Regulation 1060/2009 amended in 2011, 2013. 
53 Bank Recovery and Resolution Directive 2014/59/EU. 
54 Such as supervisory colleges recommended by the Basel Committee, Basel Committee, Good Practice 

Principles on Supervisory Colleges (2010) at http://www.bis.org/publ/bcbs177.pdf, amended in 2015. 

https://www.princeton.edu/~markus/research/papers/Geneva11.pdf%20at%20ch3
http://bankingcommission.s3.amazonaws.com/wp-content/uploads/2010/07/ICB-Final-Report.pdf
http://bankingcommission.s3.amazonaws.com/wp-content/uploads/2010/07/ICB-Final-Report.pdf
http://www.bis.org/publ/bcbs177.pdf


derived from internal models approaches, as regulatory intervention has made inroads into 
the implementation of such models. Third, systemically important financial institutions are 
treated separately in relation to capital adequacy and the regulatory price for them reflects 
the potential price that is to be paid if the institution fails. Finally, micro-prudential 
regulation has become elevated to be indispensable for implementing the regulatory 
ideology for financial stability. This will be discussed in relation to the EU’s reforms for the 
micro-prudential regulation of non-bank financial institutions, in particular investment firms. 
 
Greater Conservatism in Capital Adequacy 
One of the first measures that the Basel Committee introduced in the immediate wake of 
the global financial crisis was the addition of ‘capital buffers’ to the baseline 8% capital asset 
ratio.55 There are two types of capital buffers. One type is ‘absolute’ in the sense that these 
are imposed on banks across the board regardless of their risk profile, the other is 
institution-specific, i.e. regulators may determine to impose on banks subject to certain 
criteria or discretionary assessment.  
 
In terms of ‘absolute’ capital buffers, the capital conservation buffer and the counter-
cyclical buffer introduced by Basel III fall within this category. In order to comply with the 
capital conservation buffer, banks are required to set aside an extra 2.5% of risk-weighted 
assets as a mandatory capital conservation buffer, effectively raising the capital asset ratio 
from 8 to 10.5%, in order to address criticisms of the 8% being perceived as too low. The 
capital conservation buffer is phased in between 1 January 2016 and year end 2018 
becoming fully effective on 1 January 2019. Next, Basel III provides that where national 
regulators determine it to be necessary, a counter-cyclical buffer may be imposed on the 
banking sector in that jurisdiction.  The objective of the counter-cyclical buffer is to allow 
national regulators to compel banks to control risk-taking in times of market exuberance, so 
that banks can be more prepared and resilient in challenging times. Banks may be required 
to provision for up to 2.5% of risk-weighted assets in addition to the risk asset ratio of 8% 
and the capital conservation buffer of 2.5%. The countercyclical buffer regime is phased-in 
in parallel with the capital conservation buffer becoming fully effective on 1 January 2019. 
The UK has recommended a 1% counter-cyclical buffer to be in place. In total, in the UK for 
example, capital adequacy requirements have arguably been raised by 30% from the Basel II 
regime. 
 
The EU regulators introduced further ‘absolute’ capital buffers. The systemic risk buffer 
introduced by the EU’s Capital Requirements IV Directive 201356 (CRD IV Directive) allows 
national regulators to impose an additional buffer on the financial sector or one or more 
subsets of the sector, in order to address long-term non-cyclical and macro-prudential risks. 
In other words, the Directive permits Member States to allow their regulators to introduce 
an additional forward-looking buffer based on the outlook of general economic conditions. 
The systemic risk buffer is to at least 1% of risk-weighted assets. This requirement is in 
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excess of the recommendations made under Basel III. These capital buffers are intended to 
improve a bank’s resilience by acting as increased controls on risk-taking behaviour.  
 
Institution-specific capital buffers are imposed on banks in order to reflect their individual 
risk profiles. An example would be the institution-specific counter-cyclical buffer introduced 
in the CRD IV Directive 2013. European banks that have credit exposures in a number of 
jurisdictions would have to meet an extra capital requirement calculated by obtaining a 
weighted average of the counter-cyclical buffers set in each jurisdiction where the bank has 
exposures,57 including both EU and non-EU jurisdictions.   
 
Next, regulators may, after supervisory review of individual institutions, impose additional 
requirements tailored to the bank’s risk profile, called the Pillar 2 buffer, therefore bringing 
supervisory oversight to bear upon banks. Such a buffer is intended to fill in gaps for areas 
of risk not taken into account of in the harmonised Basel III and EU measures as well as to 
compensate for any risk management deficiencies in the institution assessed by the 
regulator.58 Finally, systemically important financial institutions are required to meet 
additional buffers,59 pending the rollout of a more bespoke regime that deals with their 
capital requirements shortly to be discussed.  
 
The capital buffers regime add, in a modular fashion, to the baseline capital asset ratio of 
8% incremental amounts of capital requirements, on the one hand giving time for banks to 
adjust to the new conservatism, on the other hand demonstrating the range of regulatory 
tools that can be developed to take into account of different mixes of risk profiles. It may be 
argued that buffer tools are not exactly risk-sensitive as they conflate banks’ individual risk 
profiles with wider economic contextual factors and the jurisdictions in which they operate. 
However, this mix of micro-prudential and macro-prudential aspects in measuring risk and 
regulatory price was precisely what was missing in the pre-crisis era where focus was placed 
only on individual institutions’ behaviour.60  
 
Regulatory Moderation of Internal Models Approaches 
A major weakness identified in relation to banks’ risk management during the global 
financial crisis was the use of internal models to derive low risk-weightings of bank risk in 
order to minimise regulatory capital compliance. Hence, the use of internal models have to 
be subject to more robust standards and regulatory scrutiny. Under the European CRD IV 
Directive, regulators are compelled to review banks’ internal models at least every three 
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years even if approval has been given for their use.61 Regulators’ scrutiny has also turned to 
addressing the consistency of application of internal models amongst banks, in order to 
ascertain if models are properly designed and used. The Basel Committee advocates the use 
of ‘hypothetical portfolio exercises’ to detect where the variations in risk-weighting lie as a 
result of using internal models, and the drivers for such variations.62 Hypothetical portfolio 
exercises involve small samples of bank portfolios for comparative study in order to chart 
variations in approaches. These cannot be conclusive as they are small samples, but they 
would provide indicative directions for investigating into the nature and drivers of variations 
in risk-weighting methodologies. 
 
In the EU, national regulators are required to collect information in order to assess whether 
and to what extent the applications of internal models by banks within their jurisdictions 
generate different risk-weighting results.63 National regulators are to conduct yearly 
assessments and benchmarking exercises of banks’ internal models approaches to credit risk 
and market risk.64 Such transparency and regulatory scrutiny allows regulators to identify 
regulatory arbitrage practices and compel banks to justify their model designs and 
implementation. 
 
In order to achieve a certain level of consistency in applying internal models and to prevent 
banks from severely under-estimating risk-weightings, there would also be ‘floors’ imposed 
on the results of using internal models so as to limit the room for deviation from the 
application of standardised approaches. 65 This addresses the problem discussed earlier in 
relation to empirical research findings that banks have used internal model approaches in 
the pre-crisis years to support less capital adequacy requirements for their risk-taking.  
 
Reform has been recommended by the Basel Committee66 to make banks publicly disclose, 
and not just to regulators, the risk-weighting measures as derived from internal models, and 
the risk-weighting measures that would apply to the same assets if a standardised approach 
had been taken. An ‘output floor’ is set at a prescribed level of the risk-weighting derived 
from standardised approaches. If the risk-weighting derived from internal models exceeds 
this level, then the measure from internal models will apply. If the risk-weighting from 
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internal models is below the output floor, then the output floor applies. The output floors 
are set and to be phased in as shown in the Table below. 
 

Table 1 
Date  

Output Floor Calibration 

1 Jan 2022 50% (of risk-weighting as if standardised 
approaches apply) 

1 Jan 2023 55% 

1 Jan 2024 60% 

1 Jan 2025 65% 

1 Jan 2026 70% 

1 Jan 2027 72.5% 

 
Finally, the use of internal models has become subject to limitations and more prescription. 
The Basel Committee envisages that internal models can be used for more unusual assets 
such as project, object finance, higher-risk real estate, sovereign exposures etc but they 
need to be classified into different classes for specific risk treatment, in accordance with the 
loan characteristics prescribed. Further, internal models could be excluded from use in 
relation to certain asset classes such as financial institution exposures, exposures to certain 
large corporate and to equities.67 The reason for this is that there may be a relative lack of 
historical default information with respect to these exposures to support the use of these 
models in providing estimates in relation to default. Only the standardised approach will be 
used to determine the risk-weightings of these exposures. In relation to measuring 
operational risk, the internal models approach in Basel II are recommended to be abolished 
in favour of a more prescriptive approach. 
 
Under Basel II, in measuring operational risk, two broad-brush standardised approaches 
were recommended alongside an internal models approach which allowed banks to 
estimate their exposure to operational risk based on historical information over 5 years. In 
finalising the Basel III reforms, the Basel Committee68 recommended a replacement of the 
Basel II methodology for operational risk and introduced a more complex quantitative 
indicator based on banks’ revenues and expenses, to be combined with banks’ historical 
data over 10 years of operational risk incidents and losses, in order to derive a closer 
estimate for operational risk exposure in order to apply capital adequacy requirements. 
Basel III therefore abolished the use of internal models in relation to operational risk which 
could be perceived as giving banks too much discretion to play down their risk profiles.  
 
Imposing Capital Requirements Special to Systemically Important Financial Institutions 
Special regulatory standards are arguably needed for banks that are regarded as globally 
systemically important financial institutions (G-SIBs) as they tend to pose different types and 
extents of risks and require different regulatory treatment. In the pre-crisis environment, 
Basel II would have subjected them to a relatively low compliance regime for regulatory 
capital, and their frequent use of internal models would have allowed them to 
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underestimate risks while pushing for growth and empire-building. However, G-SIBs 
participate in many markets, carry on a wide range of bank business and is often at the 
forefront of financial innovation and complex transactions.69 They are also often highly 
inter-connected with other financial institutions. If a part of a G-SIB becomes crisis-stricken, 
its adversities may infect the entire group and may also affect other financial institutions 
through contagion, resulting in systemic effects.70 The global financial crisis has led to 
countless bank bailouts in the US and EU precisely because the banks concerned had G-SIB 
profiles and became ‘too big’ or ‘too important’ to fail. 
 
The Basel Committee and its sister institution, the Financial Stability Board have developed 
international standards to identify G-SIBs and other systemically important financial 
institutions that may not be banks.71 The identification approach is important as these 
institutions are distinguished for additional regulatory treatment. The Financial Stability 
Board sets out every year a list of 30 global banks or so in order to recommend an extra 
application of a systemically important financial institution buffer of up to 3% of risk-
weighted assets.72 The leadership of international institutions is important in this regard in 
order to achieve an internationally convergent approach that is objective and removed from 
domestic political interests. The EU has implemented the above requirements for G-SIBs in 
the CRD IV Directive, calling them ‘Globally Systemically Important Institution’ or the ‘GSII’ 
buffer.73 
 
Further, since 2014, the EU started to develop the concept that capital requirements for G-
SIBs should be sensitive to their systemic risk impact, and they should be prevented from 
failing as far as is possible, unlike in the case of non-systemically important financial 
institutions which could be allowed to fail. Hence, the micro-prudential regulatory regime 
for G-SIBs has shifted towards requiring them to hold levels of ‘loss-absorbing’ capital that 
can help them absorb losses and recapitalise after a stressful onset. This regime is known as 
the ‘Minimum Requirement for Eligible Liabilities’ (MREL)74 in the EU, while a narrower 
scope of G-SIBs is targeted under a similar approach recommended by the Financial Stability 
Board known as the ‘Total Loss Absorbing Capacity’ (TLAC).75 
 
The Financial Stability Board is of the view that the safety of G-SIBs lies very much in their 
resolvability if any G-SIB should encounter a crisis. As the objective is to prevent G-SIBs from 
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failing and entailing a cascade of global systemic risks, the adequate capitalisation of G-SIBs 
should not merely relate to ex ante controls on risk-taking effected by capital adequacy 
regulation but by the holding of capital instruments by banks that can actually be used to 
absorb losses and recapitalise the bank if a crisis should occur. G-SIBs should therefore hold 
loss absorbing capital in a sufficient quantity so that they are able to absorb losses should 
these occur. Banks therefore need to hold ‘loss-absorbing’ instruments, which are issued to 
investors willing to incur the risk of these instruments being used for ‘loss absorption’. Loss-
absorbing instruments will be priced by markets, and it is arguable that the price banks have 
to pay will act as a form of ex ante control upon their risk-taking. 
 
The TLAC reforms76 require banks to hold sufficient loss absorbing instruments so that 
private sector creditors and shareholders will take much of the hit of a bank crisis rather 
than the public sector (as seen in the global financial crisis).77 G-SIBs must hold loss-
absorbing instruments equivalent to 16-18% of the bank’s risk weighted assets. This will in 
effect absorb the 8% risk-asset ratio, but will exclude all capital buffers, which means that all 
capital buffers continue to act as regulatory pricing for risk-taking, in terms of ex ante 
controls on banks’ behaviour. TLAC requirements would meet both the needs of ex ante 
control as well as ex post recovery and resolution of a bank. 
 
The EU’s MREL is also defined78 to comprise a ‘minimum’ component, that is set at the level 
of the baseline regulatory capital requirements ie the 8% capital asset ratio plus all capital 
buffers, and two additional discretionary components for loss absorption that regulators 
would apply depending on their assessment of the systemic risk profile of the G-SIB, viz the 
‘recapitalisation’ component and the ‘market confidence charge’. The recapitalisation 
amount is defined as the sum of 8% of risk-weighted assets and the Pillar 2 capital 
requirement imposed on the bank, while the ‘market confidence charge’ is defined as the 
sum of all regulatory capital buffers. In effect, MREL would double up from the baseline 
regulatory capital requirements for systemically important financial institutions, which 
arrives closely at the quantitative result as the FSB’s TLAC. National regulators are however 
envisaged to have greater discretion in calibrating MREL, as they deal with a potentially 
wider scope of systemically important financial institutions than those identified by the FSB. 
The MREL applies not only to EU-licensed global banks but also regional/local banks of 
systemic importance that may not have been included in the FSB’s list. 
 
In sum, systemically important financial institutions expect to adhere to capital 
requirements that double up from those applicable to other banks. The reforms to capital 
adequacy above show a willingness on the part of international and national regulators to 
engage in ever-increasing sophistication and complexity in order to extract appropriately 
conservative regulatory prices for bank risk-taking. Does this rejuvenate faith and the appeal 
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of the law and economics approach in capital adequacy regulation? Policy-makers continue 
to believe that risk-taking behaviour can be calibrated and controlled through capital 
pricing, and this belief is further exemplified in EU policy-makers’ extension of micro-
prudential regulation into an ideological starting point from which adaptations from the 
bank-based regime is made for the rest of the financial sector which we shall discuss shortly. 
 
Expanded Suite of Harmonised Micro-prudential Regulatory Tools 
Capital adequacy has been the dominant tool in the micro-prudential regulation of banks. 
However, after the global financial crisis, other micro-prudential measures have been 
developed internationally to support capital adequacy rules, as these rules are not able to 
capture certain aspects of bank risks. For example, capital adequacy rules do not deal with 
liquidity risk, that is the risk that banks may not meet immediate demands (such as 
withdrawal of deposits) that fall due as their assets may not be realised in time, or can only 
be realised at a major loss. Liquidity pressures can force banks to suffer more impairment to 
their assets than necessary and could even result in bank insolvency. Hence, banks need to 
manage their liquidity needs and this area is now subject to international regulatory 
harmonisation. We also discuss other measures of micro-prudential regulation developed or 
enhanced after the crisis. One is the leverage ratio, which sets an absolute amount of 
lending banks can engage in, regardless of risk-weighting. Further, regulation to control 
large exposures, which has existed in the EU prior to the crisis, deals with controlling the 
over-concentration by banks in lending to certain customers. This area is also reformed after 
the global financial crisis.  
 
The Basel Committee has now introduced two liquidity standards for banks as 
internationally harmonising measures.79 One is the liquidity coverage ratio, which refers to 
immediate term liquidity management by banks to meet present demands. The compliance 
with the liquidity coverage ratio is intended to be a prudent measure to ensure that banks 
have sufficient liquid assets to meet immediate demands for the next 30 days should a 
stressful event occur. The second is the net stable funding ratio which deals with the longer-
term liquidity profile for bank assets, requiring banks to ensure that they have different 
assets and types of funding sources to call upon in order to meet their liabilities over the 
longer term of one year. These have been accepted in the EU80 and apply to the UK. 
 
Next, the regulation of large exposures is to allow regulators to monitor the credit risk of 
banks’ significant lending to certain clients,81 as the materialisation of such risk could pose 
dangers to banks’ safety and soundness. Large exposures are defined as exposures (in terms 
of lending or trading) to a client or a connected group of clients in excess of 10% of the 
bank’s ‘eligible capital’, which is the sum of its tier one capital and a third of its tier two 
capital.82 Large exposures are subject to reporting to regulators and a cap of large exposures 
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to 25% of eligible capital to any one client or group of connected clients is imposed. The 
Basel Committee83 has affirmed the importance of large exposures limitations as a means to 
control banks’ credit risk. The Committee proposes that systemically important financial 
institutions should be subject to an absolute limit of large exposures at 15% of tier one 
capital, instead of the 25% of eligible capital imposed on other banks. This is because such 
financial institutions are already highly inter-connected with other global banks and are 
more likely to transmit contagion effects upon others. Hence, a more prudent approach of 
limiting the credit risk exposures of such institutions may be seen to be proportionate to the 
systemic risks they pose. The EU is in the process of implementing this reform to an 
amendment to the Capital Requirements Regulation. 
 
Basel III also introduced the leverage ratio,84 which restricts the total level of bank lending 
to bank capital without applying risk-weighting. This means that the leverage ratio would 
cap bank lending at an absolute level proportionate to their capital, whether such lending is 
extended to 0% risk-weighted governments or to residential mortgages. The Basel 
Committee regards the leverage ratio as ‘a simple, transparent, non-risk based leverage 
ratio to act as a credible supplementary measure to the risk-based capital requirements’. 
The Committee recommends that a 3% leverage ratio be maintained, meaning that banks’ 
tier one capital should be at a level of 3% or more of its total exposures. Like the capital 
asset ratio discussed above, the leverage ratio is not an exact science and does not 
represent absolute ‘safe’ levels of lending. In fact at first blush, it is rather low as gross 
leverage supported by as low as 3% tier one capital does not seem to be a substantial 
cushion for losses. Hence for globally systemically important banks, the Financial Stability 
Board recommends the maintenance of a higher leverage ratio, i.e. 6%. The UK has 
implemented a 3% minimum leverage ratio for all banks that accept deposits in the UK 
exceeding £50 billion. This was nudged higher to 3.25% following a recommendation by the 
Financial Policy Committee in October 2017. 
 
The expanded suite of micro-prudential regulatory tools is envisaged to support each other 
in shaping bank behaviour in risk-taking, with capital adequacy implementing a conservative 
and more sophisticated regulatory pricing system and the other tools, liquidity, leverage and 
large exposures setting levels of constraints upon different types of risk.  It may be argued 
that these other measures deal largely with credit risk and constraining measures have not 
really been developed for market risk and other types of non-Basel III risks captured within 
Pillar 2. Although we can appreciate the increased levels of sophistication and complexity 
that regulators have engaged with to develop reformed micro-prudential regulatory tools, 
there is a hazard of tending towards even more complex forms of quantification if more 
developments should be needed. Regulatory complexity itself can contain hidden dangers in 
relation to how these tools relate to each other and work together. Further, the 
predominance of quantification can still tempt banks to find ways in order to manipulate 
the ‘numbers’. Nevertheless, more intense regulatory reporting and scrutiny as well as the 
support of more qualitative regimes such as structural reforms85 and corporate 
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governance/risk management reforms86 may address potential gaps for creative 
compliance. 
 
The reliance on refining and improving micro-prudential regulation as a governance 
mechanism du jour for the financial sector is relentless. In the EU, micro-prudential 
regulation is elevated to an arguably ideological platform as we discuss below. 
 
Micro-prudential Regulation as Governance Ideology for the Financial Sector 
The EU’s raison d’etre for adopting harmonising micro-prudential regulation, since the first 
Basel Accord, is based on the usefulness of harmonising regulation for the purposes of 
building the Single Market for banking and capital, removing regulatory barriers to cross-
border business that could be imposed by Member States.87 The global financial crisis 
sounded an important wake-up call to the EU market integration project not to neglect 
public interest regulatory objectives in its single-minded pursuit of market integration. EU 
policy-makers, at the recommendation of the de Larosière report,88 took seriously the 
importance of ensuring that regulatory design could meet the purposes of financial stability 
protection, consumer protection etc, not just for the purposes of creating harmonised 
standards that would incentivise the supply-side to expand cross-border financial business. 
Hence the EU created a European System of Financial Supervision89 to have stewardship 
over a number of public interest objectives such as systemic risk oversight, financial stability 
protection and consumer protection.90 With the elevation of systemic risk oversight and 
financial stability protection into pan-European regulatory objectives, the importance of 
micro-prudential regulation rose as its law and economics methodology is seen as applicable 
and relevant for governing risk-taking in all corners of the financial sector. Micro-prudential 
regulation has thus become functionalised as the go-to regulatory institution that is 
intrinsically necessary for the implementation of the financial stability objective.  
 
Adapting from its roots in banking regulation, the EU has developed micro-prudential 
regulation specific to the insurance sector, and is in the process of developing bespoke 
micro-prudential regulation for investment firms. Hence, micro-prudential regulation is not 
merely tied to bank business risks, but its more general and underlying law and economics 
methodology, ie to set regulatory prices according to a financial institution’s business and 
financial risks, is more widely embraced. The law and economics foundations have given rise 
to first, the Solvency II Directive91 for modernising and harmonising capital requirements for 
insurers.  
 
Solvency II adopts a three pillar approach which first developed in Basel II for banks, in order 
to introduce capital requirements for insurers, supervisory reporting and review and market 
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transparency. The capital requirements for insurers are different from banks in terms of 
their components, but they are also based on the insurers’ balance sheet and regulatory 
price is set in terms of capital. The capital requirements are meant to shape behaviour in 
risk-taking as well as absorb losses and ensure that insurers and reinsurers are able to pay 
out on claims.92 
 
Next, the EU is developing a completely bespoke micro-prudential regulatory regime for 
investment firms.93 This regime continues to be premised on the law and economics 
foundations in micro-prudential regulation in terms of setting regulatory prices in capital 
requirements, but such prices are set not against the balance sheet of investment firms. This 
is a departure from the approach for banks and insurers, but takes into account of 
differences between the full intermediation nature of banks’ and insurers’ business94 and 
the partial intermediation nature95 of most investment firms’ business. Investment firms do 
not take on their clients’ capital risks unlike banks and insurers who fully intermediate their 
depositors’ or policy-holders’ risks. Hence micro-prudential regulation for investment firms 
warrant a different regulatory design.  
 
Investment firms that are systemically important are envisaged to adopt the bank-based 
regime, and it may be because large investment banks that do not take deposits are more 
bank-like in character and warrant such regulatory treatment. However a large number of 
investment firms that are not systemically important would be subject to a completely 
different micro-prudential regulatory regime. Their risk calculations are based on a 
prescribed ‘k-factor’ applied to significant areas of the firm’s business risk. For example 
‘assets under management’ are a significant area of business risk for the firm as the firm 
may face pressures to generate yield if too much inflow is achieved. In the opposite case, 
the firm may face pressures in terms of liquidity if investors redeem and therefore cause 
outflows in significant measure. Hence, a k-factor of 0.02% is to be applied to assets under 
management as the regulatory price in capital that the firm needs to have in place in order 
to support the relevant level of assets under management. This k-factor approach is applied 
to the commonly-dentified business risks of investment firms in relation to: client money 
held, client orders handled, assets under custody and daily trading flow. Further, a quarter 
of the firm’s overheads calculated in the preceding year forms part of the regulatory capital 
calculations. 
 
Although departing from the bank-based template for capital adequacy, micro-prudential 
regulation for investment firms continues with a quantitative approach attaching to what 
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regulators identify as key risks, in order to set appropriate regulatory prices in capital vis a 
vis them. It may be argued that investment firms are already subject to duties in statutory 
trust96 for client money held or assets under custody, and their partial intermediation 
business model means that they do not bear all the market risks for client trading. Why 
should capital adequacy for investment firms be attached to such risks that are concurrently 
managed in other ways?  
 
We suggest that although there may be an overlap between conduct of business regulation 
such as duties to protect client moneys and assets and the capital adequacy requirements 
for investment firms holding client moneys and assets, the role of micro-prudential 
regulation serves a different objective. Statutory trust regulation in favour of clients protect 
clients’ rights to their moneys and assets, but micro-prudential regulation is based on 
shaping business behaviour towards prudence in order to prevent the firm itself from 
failing, and adversely affecting the financial system. The quantitative levers in such 
regulation ultimately affect quantitative growth in business risk and would have an impact 
upon any firm that may have a systemically significant profile. It can however be argued that 
if this regime applies to non-systemically important investment firms, why is there a need to 
regulate business behaviour and prudence, as failure is not taboo for such firms? It is 
possible that the quantitative levers can be regarded as designed to constrain firms’ 
business risk growth to the point of being systemically important, but this could be subject 
to the critique that there should be no such business inhibition, and if firms indeed become 
systemically important, they are subject to the bank-based regime which is perceived as 
more stringent. Overall it is more likely that the introduction of this regime is based on an 
indefatigable trend towards the EU’s desire to govern all corners of the financial sector in a 
functionally convergent and equivalent manner- that the governance of business risks by 
regulatory capital pricing is applied to all financial sector institutions and activities, even if in 
different ways.  
 
In this manner, the law and economics foundations of micro-prudential regulation have 
gained ideological elevation in EU policy-making and have transformed micro-prudential 
regulation into an umbrella of functionally equivalent approaches to govern strategic risk-
taking behaviour in the financial sector, towards the objective of preserving financial 
stability in European financial economies and markets.  
 
Intensifying Regulatory Scrutiny in Micro-prudential Compliance 
Micro-prudential reforms are supported by the promise of more intensive and effective 
regulatory scrutiny. In order to ensure that financial institutions are complying with their 
micro-prudential requirements and that these requirements are likely to work in situations 
of stress, new regulatory frameworks for stress-testing have been introduced.97 Stress-
testing refers to the regular testing of financial institutions’ capital and liquidity positions in 
order to take stock of their resilience. There are two types of stress-testing: one that 
financial institutions are to regularly perform themselves and account to regulators for 
doing so. Such stress-testing involves putting financial institutions’ business models and 
financial positions through forward-looking hypothetical scenarios that are severe but 
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plausible. Financial institutions are to make regulatory reporting of stress-test results in 
order to assist in supervisory review.  
 
The second type of stress-testing is only applicable to banks so far and that is partly as a 
result of the global financial crisis that involved largely banks. Regulators would carry out 
stress tests across the banks they supervise at regular intervals.98 The EU CRD IV Directive 
makes it mandatory for regulators in EU Member States to develop stress-tests for the 
banks they oversee, at least on an annual basis.99 The EBA, as meta-level supervisor over 
member state regulators further carries out EU-wide stress tests in addition to member 
state regulators’ tests. The EBA’s stress-testing is distinguished on the basis of its general 
powers to identify, measure, and monitor systemic risks.100 The EBA carried out yearly 
stress-tests from 2009 to 2011, partly in response to the euro area debt crisis as sovereigns 
such as Greece and Ireland looked close to default. It has resumed biennial stress-testing 
from 2014. Although there is no particular legal framework that governs the EBA’s carrying 
out of stress-testing, over the years, the EBA has developed a more predictable and 
transparent programme for its stress-tests and communications to banks. These 
communications are advisory in nature. Stress-testing, whether carried out by the financial 
institution or by regulators, are forms of health checks, one internally administered 
according to regulatory frameworks, and the other externally administered. These ‘health 
checks’ produce vital information for both financial institutions and regulators. 
 
As regulatory scrutiny is made of essentially quantitative compliance in micro-prudential 
regulation, relevant regulatory expertise is crucial for effective regulatory supervision. This is 
the reason for the UK’s reform in regulatory architecture in 2013, shifting from a multiple-
objective single regulator for financial services101 to a ‘twin peaks’ approach102 where 
prudential supervision of systemically important financial institutions is reposed in the 
central bank. Central banks continue to be staffed with largely economically trained 
personnel and the Bank of England has transitioned seamlessly from its monetary policy 
focus to multiple objectives including micro-prudential oversight and financial stability 
oversight at a broader level. These objectives are however being delivered largely by 
regulatory designs rooted in economic methods, from micro-prudential regulation, to 
macro-prudential supervision, to which we now turn. The development of macro-prudential 

                                                           
98 PRA, ‘The Bank of England’s Approach to Stress-testing the UK Banking System’ (Oct 2015) at 

http://www.bankofengland.co.uk/financialstability/Documents/stresstesting/2015/approach.pdf carries out 

annual tests.  
99 Art 100, Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to 

the activity of credit institutions and the prudential supervision of credit institutions and investment firms, 

amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC. 
100 Articles 23, 24 and 33, Regulation (EU) No 1093/2010 of the European Parliament and of the Council of 24 

November 2010 establishing a European Supervisory Authority (European Banking Authority), amending 

Decision No 716/2009/EC and repealing Commission Decision 2009/78/EC. 
101 E Ferran, “Examining the UK’s Experience in Adopting a Single Financial Regulator Model” (2003) 28 

Brooklyn J of Int Law 257. Critical discussion of the Single Regulator see Richard A Abrams and Michael W 

Taylor, “Issues in the Unification of Financial Sector Supervision” IMF Working Paper 2000 at 

https://www.imf.org/external/pubs/ft/wp/2000/wp00213.pdf. 
102 Financial Services Act 2012 amending the Financial Services and Markets Act 2000. Discussion of the 

nature of ‘twin peaks’ which is reposing different objectives in different regulators, such as prudential regulation 

in one regulator and conduct of business in another, is found in Giorgio Di Giorgio and Carmine Di Noia, 

“Financial Market Regulation and Supervision: How Many Peaks for the Euro Area?” (2003) 28 Brooklyn J of 

Int Law 463. 

http://www.bankofengland.co.uk/financialstability/Documents/stresstesting/2015/approach.pdf


supervision can also be regarded as a key change to the law and economics foundations of 
prudential regulation, moving from a solely micro-economic approach to a ‘new and 
improved’ approach incorporating macro-economic perspectives. 
 
Introduction of Macro-prudential Supervision 
 
Finally, key to the ‘new and improved’ law and economics foundations for the post-crisis 
reforms is the introduction of a macro-economic perspective to regulating finance. Even 
Posner,103 a leading commentator in the predominance of micro-economics in analysing 
legal behaviour and rules, acknowledged the sad lack of a macro-economic perspective in 
regulating finance in the pre-crisis era, that caused the regulatory focus to become myopic 
and ‘lost the big picture’.104 
 
The US introduced the Financial Stability Oversight Council105 to gather intelligence on 
financial stability risks in the US financial system and markets, with the assistance of the 
Office of Financial Research, in order to make recommendations to the Treasury in relation 
to financial regulation standards and to facilitate inter-agency coordination. This body is 
chaired by the Secretary of the Treasury and is part of the Treasury’s umbrella of 
responsibilities although it is separately accountable to the Congress. Such a body is a 
macro-prudential supervisory body which is empowered to carry out systemic surveillance 
of the financial system and markets as a whole in order to determine if regulatory action 
should be recommended to deal with stability risks at an early stage. 
 
Such bodies have been introduced in the EU and the UK as well. The European Systemic Risk 
Board (‘ESRB’)106 is the pan-European body responsible for macro-prudential oversight.107 It 
is responsible for collecting and analysing information in order to identify signals of risk in 
EU financial systems and markets, so as to determine if appropriate warnings and 
recommendations should be issued in view of these risks.108 It is nested within the European 
Central Bank, and its Board comprises largely of European and national central bankers and 
the Chairs of the European financial regulatory authorities in the European System for 
Financial Supervision discussed above. 
 
In order to fulfil its monitoring and policy functions, the ESRB has the power to collect and 
request information from the three European Supervisory Authorities, from national central 
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banks and from Member State regulators.109 It also provides information to the three 
European Supervisory Authorities where appropriate.110 In 2012, the ESRB set out in its 
mandate document111 that Member States should designate macro-prudential supervisors 
and that the ESRB should maintain information sharing and coordination relationships with 
them. This mandate ensures that macro-prudential supervision is not only centralised in the 
ESRB. The ESRB has also issued a policy document to guide national macro-prudential 
supervisors so that convergence can be achieved in relation to macro-prudential policy 
objectives.112 These however relate largely to the use of micro-prudential tools such as 
setting capital buffer rates and leverage ratios. The ESRB’s role is to issue warnings and/or 
recommendations to the EU as a whole or to individual Member States regulators,113 but 
these are soft law and Member States are expected to comply or otherwise explain. 
 
In the UK, the Bank of England has established the Financial Policy Committee114  to provide 
macro-prudential oversight. The objective of the Financial Policy Committee is to protect 
financial stability in the UK by monitoring the development of systemic risks. Systemic risks 
are defined as including (a) risks attributable to structural features of financial markets, such 
as connections between financial institutions, (b) risks attributable to the distribution, such 
as whether there are concentrations of risk within the financial sector, and (c) unsustainable 
levels of debt, such as borrowing by households or businesses.115 The Committee’s 
membership comprises central bankers, representatives from the Treasury and the Chair of 
the Financial Conduct Authority.  
 
We observe that macro-prudential bodies are now inter-agency bodies poised to have a 
holistic view of the financial system and markets as a whole to discern signals of risk. They 
are assisted by research capacity, usually within central banks or in the case of the US, the 
Treasury, in order to take proactive actions to deal with emerging signals of risk. What is 
however interesting is that macro-prudential supervisors nevertheless rely heavily on micro-
prudential tools, and the counter-cyclical buffer capital requirement (as discussed earlier) in 
particular is to be monitored and determined by the macro-prudential supervisor. In the UK, 
the Financial Policy Committee has set the rate at 0.5% then raising to 1% to date. 
 
Macro-prudential tools however also include novel tools to ‘cool off’ asset bubbles in 
markets. It is envisaged that such tools may be controversial as they intervene into 
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commercial decision-making by banks and financial institutions. For example, the UK 
Financial Policy Committee is given powers which it can exercise to direct the UK regulators 
to require regulated lenders to place limits on residential mortgage lending in both the 
owner-occupied and buy-to-let sectors. Such limits can be placed in terms of loan-to-value 
ratios, which means that lenders can only lend partially to meet the full purchase price of 
houses. Loans that require little funding from home purchasers (i.e. high loan-to-value 
ratios) are seen as more susceptible to the risk of default risk. This is because home 
purchasers are more likely to commit to mortgage repayments if they have themselves 
funded the purchase in a substantial amount. Restricting the proportion of high loan-to-
value ratio loans can moderate lender behaviour towards more prudent and less risky loans, 
avoiding other negative effects such as housing price ‘bubbles’. The Committee also has the 
power to direct the UK regulators to place limits on lending in buy-to-let markets using the 
debt-to income ratio tool. The debt-to-income ratio is the ratio of the borrower’s 
outstanding debt to his or her annual income. Where debt-to-income ratio is high, such as 
debt being more than 5 times annual income, borrowers are more likely to struggle in terms 
of servicing the debt, heightening default risk. While the Committee has not yet exercised 
such powers, their existence may cause banks to review and moderate their lending 
behaviour so as to avoid the imposition of formal restrictions. 
 
The recognition for the need for regulators to be able to introduce systemic-wide corrective 
policies and measures complements the concurrent implementation of enhanced micro-
economic levers for behavioural shaping in financial institutions.116 These are however not 
uncontroversial as they tend to be anti-cyclical,117 ‘cooling off’ asset bubbles and interfering 
with market profits that individual entities could gain. Macro-prudential measures are 
premised on achieving ‘collective’ goods and require collective participation or 
contribution.118 We recognise that ‘new and improved’ law and economics has markedly 
changed the law and economics foundations of financial regulation since the global financial 
crisis. But the powers are sparingly used to date. The next question to ask is whether the 
reforms, based on ‘new and improved’ law and economics foundations have addressed the 
malaises of the global financial crisis and provide for us an enduring regulatory design for 
the future?  
 

C. Shortfalls in the ‘New and Improved’ Law and Economics Foundations in Post-crisis 
Financial Regulation 

 
The ‘new and improved’ law and economics foundations of post-crisis regulation continues 
to support a regulatory methodology of introducing quantitatively-calibrated levers, 
commands or nudges (where there is soft law, such as the ESRB’s recommendations 
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discussed above) to incentivise or steer behaviour. In the post-crisis era, ‘financial stability’ 
has arisen to become a normative goal, although it we continue to struggle with defining 
what this means. We are sceptical that the same micro-economic approach targeted at 
individual firm behaviour would be effective in addressing the public good nature of 
financial stability. Post-crisis micro-prudential regulation has incorporated macro-prudential 
aspects in setting regulatory price and is supported by macro-prudential supervision. 
However, the regulatory methodology is still predominantly micro-economic in nature, with 
macro-prudential supervision playing a modest role.  
 
We set out our scepticism below in relation to three main arguments. First, there is a need 
to prevent the dominance of regulatory methodology over regulatory purpose or objectives, 
as the micro-economic and quantitative nature of regulatory rules can become insular and 
self-referential, losing connection with the public interest purpose of regulation in governing 
finance and the social purposes it should serve. Second there is a need to reconcile value 
judgments in financial stability with the quantitative methods in micro-prudential regulation 
which we believe is unaddressed, as the quantitative nature of compliance has already given 
rise to perverse incentives observed in empirical research. Finally, it is imperative to achieve 
coherence between micro-economic approaches in regulation with the collective goods that 
need to be achieved. We believe that such ‘collective goods’ remain poorly articulated and it 
remains unclear how the advancement of more intense and ‘new and improved’ micro-
prudential regulation would address a suite of social expectations that we discuss below.  
 
Do Post-Crisis Micro-prudential Reforms Meet the Needs of Financial Stability? 
Bieri opines that ‘Financial stability carries all the textbook hallmarks of a public good: first, 
it is nonrival, … [s]econd, financial stability is nonexcludable … [l]astly, individual agents 
cannot actively withdraw themselves from the influence of financial stability.’119 In its 
Charter, the Financial Stability Board refers to ‘addressing vulnerabilities affecting financial 
systems’ as being key to maintaining financial stability.120 How is ‘financial stability’ defined 
and what are the ‘vulnerabilities’ to be managed? Can the vulnerabilities be managed by 
regulatory intervention?  
 
Schinasi121 argues that the financial sector’s essential purpose is to manage risks and 
allocate resources in the real economy, hence, in taking on its intermediary role, the sector 
becomes itself a clearing house for risk and an essential facilitator for wealth creation in the 
real economy. Hence, it may be said that a continuum exists between financial stability and 
instability insofar as the financial sector serves the needs of economic activity and, in so 
doing, must tolerate a certain number of deficiencies, vulnerabilities and disturbances.122 
The key issue in understanding financial stability or instability is when certain vulnerabilities 
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or suboptimal situations should be regarded as no longer tolerable in the system and should 
be regarded as a form of ‘instability’. It is opined123 that the measurability or objective 
quantification of stability or instability is difficult to achieve given the dynamics and the 
uncertainty of variables affecting the continuum. In other words, the ‘financial stability’ 
desired is a balanced state of risks, but it is ‘… difficult to decide … what is undesirable as 
compared to what is tolerable or desired’.124 Further, ‘stability’ or ‘instability’ may be 
regarded as occurring at different thresholds depending on whose perspective is adopted; 
the industry’s perspective would likely differ from the perspective of policy-makers, 
stakeholders and the wider public. Davies and Green125 also take the view that it is difficult 
to define stability or instability, particularly with forecasting purposes in mind, but with 
hindsight, one could refer to a state of ‘loss of normalcy’, ‘harm to bystanders’ or ‘lack of 
resilience to shocks’ as states of instability. These terms are not precise, however, and have 
to be understood within context. They are thus of the view that ‘financial stability … cannot 
be defined in terms other than broad and general ones that give little guidance on policy or 
action, and indeed that it could even be dangerous [to do so].’126  Ultimately in the UK, the 
role of the Financial Policy Committee and its relationship with the Treasury may be key to 
defining and strategically managing ‘financial stability’ at a level that is regarded as 
democratically and politically tolerable and acceptable. In this manner, ‘financial stability’ is 
not merely a quantifiable or technocratic policy goal but one that is deeply embedded in 
political and social appetite. There is a need to ensure that the socially desirable level of 
financial stability/instability is a choice that is politically and socially accountable and that 
achieves social justice. 
 
The apparent precision and calculability in the quantitative methodologies that implement 
micro-prudential regulation actually relate to a regulatory objective that is far more 
subjective and ill-defined, therefore obscuring the policy choices that are made. The 
‘calculable’ quantitative solutions are merely a proxy for addressing regulatory purposes, 
but they may be excessively relied on for comfort, and regulators may fail to review them 
over time to ascertain if they really achieve regulatory objectives in public interest.127 
Further, regulators can be captured by the ‘expertise’ appeal128 of quantitative methods in 
regulation and trust such methods to ‘work on their own’ to produce results.129 This 
dangerous reliance, which Goodhart130 calls the domination of law by economics in 
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excessive ‘one-way traffic’, can result in a myopic form of regulatory implementation that 
becomes disconnected from the institutions and values that form the context for delivering 
public interest objectives through regulation.   
 
The predominantly quantitative measures of micro-prudential regulation do not cohere with 
and may indeed obstruct the achievement of political and social accountability and social 
justice. Depending on the numeracy of the population,131 a quantitatively-based 
conversation may not be meaningful for stakeholder engagement, resulting in a form of 
technocratic supremacy.132 This leads to the framing of the accountability of finance to its 
technocratic and quantitative standard-setters instead of to its constituents, the weakest in 
this group in terms of power, influence and expertise133 being households and retail savers 
and customers. 
 
However, it can be argued that the ‘new and improved’ micro-prudential regulatory 
framework is supported by (a) corporate governance and risk management regulation that 
is more qualitative in nature and (b) a more policy-based macro-prudential regulatory 
framework which makes appropriate evaluations for the level of financial stability that 
society desires. These arguably provide the necessary ‘qualitative’ balance in micro-
prudential regulation. Moreover, it may be argued that the quantitative methodologies 
provide an objective check against the discretionary policy choices made by policy-makers. 
 
In relation to (a), the Basel Committee134 and European legislation135 have introduced 
standards for corporate governance in financial institutions in order to instil the strategic 
importance of risk management in Boards, and to organise risk management in a way that is 
sufficiently empowered and credible. Further, financial institutions’ risk-takers’ 
compensation have become subject to regulation in order to moderate their risk-taking and 
short-termist incentives.136 Further, the UK has introduced a ‘senior persons regime’ to 
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ensure that senior managers are allocated certain defined responsibilities in a financial 
institution137 and to be made personally accountable for negligent failings or for falling 
below certain standards of conduct in relation to integrity, care and skill, effective control 
and oversight and transparency.138 These qualitative standards may mitigate against the 
criticism that the law and economics nature of micro-prudential regulation is too 
quantitative and disengaged from the organisational and institutional contexts.139 
Nevertheless, these qualitative standards in risk management, corporate governance and 
personal liability serve the purposes of achieving the quantitative rules and are arguably 
subservient to them.  
 
In relation to the qualitative regulation of corporate governance and risk management in 
financial institutions, these are to facilitate the achievement of micro-prudential compliance 
as per the quantitative thresholds set in regulation. In determining personal liability for 
senior managers’ conduct, the UK tribunal that deals with challenges against the regulator’s 
imposition of personal liability on senior managers140 has opined that a case can only be 
made for falling below the required standards of conduct if there is a poor or non-compliant 
outcome. Hence, the qualitative standards of conduct for senior managers are hinged upon 
rule infringements, and are not judged purely on the basis of attitude or non-consequential 
behaviour.141 
 
In relation to (b), macro-prudential regulation is achieved in two ways, by incorporating 
macro perspectives into regulatory price in micro-prudential regulation, such as the 
imposition of the counter-cyclical capital buffer discussed above, and by measures of macro-
prudential supervision directly addressed to the financial sector. However, we query 
whether the infusion of macro-prudential aspects into the regulatory price-setting 
mechanism of micro-prudential regulation will work, as there may be incompatibility 
between the approach of micro-prudential regulation in targeting individual firm behaviour 
and the needs of collective good that macro-prudential regulation wish to address.  
Can the uncoordinated behaviour of individual, albeit regulated financial institutions 
collectively add up to the prevention of collective harm or bringing about of collective 
good?142 This critique has precisely been levied by Schwarcz in relation to pre-crisis bank 
regulation.143  Micro-prudential regulation that is addressed to each financial institution’s 
behaviour may still fail to inculcate any consciousness of collective good or prevention of 
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collective harm.  Although one may see the quantitative nature of micro-prudential 
regulation as providing a check against discretionary policy choices in financial stability, we 
have only seen the sparing use of macro-prudential supervisory tools to date. Much of 
macro-prudential supervision relates to surveillance and reporting.144 The qualitative 
powers and aspects in the regulatory framework have largely played a role of serving the 
compliance with quantitative rules. Further, a commentator145 points out that there may 
also be conflicts between individual incentives and the collective good of the financial 
system, putting in doubt the assumption that there is coherence in the implementation of 
micro-prudential regulation and macro-prudential supervision.  
 
There is yet a final fundamental issue with meeting the needs of financial stability through 
predominantly micro-prudential regulation. Value judgements need to be made as to the 
tolerance of levels for financial stability or instability, as discussed above.146 As Driesen and 
Malloy argue, the law and economics foundations in regulation are aimed at achieving 
Kaldor-Hicks efficiency147 which is that there are overall more benefits than cost engendered 
by the regulatory system, and in sum more ‘gainers’ than ‘losers’. Would ‘financial stability’, 
within the framework of a law and economics approach to regulation settle at the 
majoritarian preference for the level of stability/instability in financial systems and markets? 
If so, there are certain hazards for policy-making. This article is concerned that the gainers 
are predominantly financial sector participants, while the losers are other participants, 
usually in the real economy. This is because of a sharp disparity in expertise, influence and 
voice in shaping policy choices between the financial industry stakeholders and the rest.148  
 
A number of studies indicate that access to finance by households and small and medium 
sized enterprises has become more difficult as banks across the US and Europe have 
reduced lending to them,149 while not necessarily shrinking large commercial exposures. The 
more profitable corporate businesses have taken priority150 as financial institutions are 
forced to make more conservative decisions in light of the post-crisis micro-prudential 
requirements for compliance. Retail sector lending has also reduced as liquidity rules have 
compelled banks to hold more tradeable and liquid assets.151 Research from the US shows 
an increase in banks parking their capital in the deposit accounts of other financial 
institutions, therefore being compliant and benefiting each other at the same time, while 
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lending to the real economy has stalled.152 The European Central Bank also notes that 
lending in general has become more costly with the new compliance demands in the micro-
prudential regulatory regime.153 The societies that have bailed out financial institutions 
during the global financial crisis could indeed have different expectations of the financial 
institutions that are stabilised at great fiscal cost.154  There may have been social 
expectations regarding  the return of the financial sector to health and stability in order 
allocate capital sensibly for productive economic activities instead of myopically profitable 
and possibly speculative and damaging activities155 such as those that have surfaced during 
the crisis.  
 
Complying with the quantitative outcomes of micro-prudential regulatory requirements 
seems to bear remote relation to what society would like finance to serve. The law and 
economics foundations of regulation relies too heavily on the price mechanism to steer 
individual firm behaviour and neglects other levers that affect behaviour such as social, 
organisational and values-oriented factors.156  Indeed the behavioural levers in the law and 
economics approach are focused on keeping the financial institution and system safe, ie 
disaster-prevention, as far as is possible, but bear little relation to facilitating finance to 
serve normative and substantive purposes. Where in financial regulation are there 
standards that direct finance to serve for example, the reduction of financial disparities or 
the promotion of social justice?157 There remain visions of unfinished work in governing 
finance towards for example, supporting a sustainable economy,158 addressing socio-
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economic phenomena such as financial insecurity159 and inclusion,160 weeding out ‘socially 
useless’161 and speculative activity and ‘boom and bust’.162 The conceptual disengagement 
of micro-prudential regulation from other non-economic factors obscures normative and 
substantive outcomes from being achieved, such as social justice.163 The regulatory reforms 
may have artificially heightened our perceived sense of safety while the financial system is 
still regulated in such a way as dis-embedded from its social fabric164  and the real economy 
it should serve.165  
 
An Alternative Proposal 
The shortfalls in micro-prudential regulatory reforms are fundamentally attributed to the 
nature of the law and economics approach, which continues to rely on micro-economic 
assumptions and models, quantitative methods of price-setting to calibrate behaviour and 
giving such an approach a supremacy that ought to be questioned.166 An alternative 
proposal would be to rebalance the law and economics approach in regulating financial 
institution behaviour with law that is infused with policy informed by social and institutional 
values and other normative perspectives. In this way, the law and economics methodology 
need not be completely replaced, but can be rebalanced and enriched within a broader and 
more realistic socio-economic context. 
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We sketch the contours of this alternative proposal in Section D. However we first set out 
the likely resistance and challenges to such an alternative proposal. 
 
First, as finance is highly transnational and global in nature, it is appealing for international 
standards to be harmonised for governing finance. In seeking consensus for such 
international harmonisation, Lagenbucher rightly argues that a common language which is 
apolitical is highly facilitative for such efforts. The quantitative, measurable promises in the 
economic method which can be modelled and tested provide such a ‘common language’ 
that seems to transcend political and institutional contexts. Hence, any effort in rebalancing 
a predominantly economic method in regulating finance with law or other socially-
embedded or value-laden approach may be seen as counterproductive, as such may 
promote divergence and discontinuity. We however argue that the global financial crisis has 
produced an opportunity for many policy-makers in the world to agree on the normative 
collective good that finance should serve, such as financial stability,167 and so high level 
principles of collective goods can be charted although each jurisdiction may have its own 
unique needs. The detailed needs of individual jurisdictions can be addressed differently, 
allowing for forms of differential implementation within an agreed broad framework.168 We 
see nothing sub-optimal about this phenomenon as uniformity in governing finance for all 
corners of the globe will suffer from over-inclusion or over-exclusion. The main advantage 
that international harmonisation has secured through a form of quantitative uniformity in 
regulatory method is that international banks and financial institutions are provided with 
the convenience of not having to navigate too many local differences in developing their 
international footprints. Differences in legal duties, for example, imposed in different 
jurisdictions would be susceptible to criticisms of ‘vagueness’ and ‘unpredictability’, 
therefore raising the cost of doing financial business. However, an excessive focus on 
catering to the needs of the industry was exactly the reason for developing flexibility and 
devolving to bank self-regulation under the internal models approach in the capital 
requirements of Basel II. It is timely for regulators to rebalance the attention they have paid 
to supply-side needs with demand-side needs and other perspectives.  
 
Second, the excessive attention paid to supply side needs has been very much supported by 
economic theory such as ‘law and finance’, which posits broadly that law has a part to play 
in developing successful financial markets.169 Such a theory inevitably influences how policy-
makers see the role of law and regulation, which is to facilitate financial development and 
growth, as there is a long line of literature on economic development being supported by 
financial development.170 The US and EU have both developed financial regulation policies 
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in the vein of law and finance, the most notable in the US being the passing of the Gramm-
Leach-Bliley Act in 1999 to repeal the longstanding prohibitions placed on investment banks 
and securities firms from undertaking retail banking activities. McGee argues that this is 
catalytic to the growth of US financial conglomerates and empires extending their footprints 
globally.171 The EU has always also pursued regulatory harmonisation to promote the 
interests of financial firms to go cross-border in order to build up the Single Market and 
protective forms of regulation such as for consumers caught up much later.172  
 
Law and finance ideology supports financialisation, which is defined as ‘the increasing role 
of financial motives, financial markets, financial actors and financial institutions in the 
operation of the domestic and international economies’,173  or in a political scientist’s view, 
‘financialisation is the increase in the influence of financial markets, institutions and elites 
over both the economy and other institutions of society, including the government.’174 In 
this manner, regulating finance, in ensuring that financial consumers have wide access to 
financial products and services, results in augmenting opportunities and markets for the 
financial sector.175 By elevating the social importance of finance, law and regulation has 
served the perceived social good of finance in meeting the financial needs of households, 
corporations and sovereigns all over the world. Policy-makers have thus preferred for 
financial regulation to be justifiable in terms of proportionality and cost, and economic 
methods of regulation which inherently lend themselves to calculability of cost and benefit 
and are aimed at the most efficient ways of providing governance, would naturally appeal to 
policy-makers.176 
 
Finally, micro-prudential regulation is developed largely by the Basel Committee which 
comprises of central bankers, and many micro-prudential regulators are central banks 
staffed with economists.177 The influence of central bank economists on standard setting 
inevitably skews regulators towards a preference for the ideological foundations of law and 
economics as well as its methods in regulation. Bank regulation is now in the hands of the 
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Bank of England via its Prudential Regulation Authority which is one of the Bank’s 
committees. At the EU level, the European Central Bank is the micro-prudential supervisor 
for all systemically important Euro-area banks. Research by Goodhart et al show that non-
central bank regulators have a higher proportion of lawyers, and such expertise is perceived 
as important to contribute to standard-setting over financial activities that are more 
market-based such as securities.178 Particularly in jurisdictions where micro-prudential 
regulation is implemented and overseen by prudential regulators based in central banks, 
there is a need for increased awareness of the limitations of the law and economics 
approach to regulating financial institution behaviour. For central banks that have taken 
over prudential regulation such as in the UK and at the ECB mentioned above, the 
augmentation of central banks’ responsibilities has taken them into a new era, as they are 
perceived to be guardians and providers of financial stability and economic growth.179  
 
Although ‘new and improved’ law and economics shows a more holistic economic approach 
to regulating financial institutions, the increased responsibilities for prudential regulators 
import of wider social expectations and are not merely technocratic in nature. Hence, the 
guardians in micro-prudential regulation need to engage more widely with contextual, 
institutional, social and stakeholder perspectives,180 and policy-making inevitably has to take 
on a more nuanced and qualitative character than excessively relying on micro-economic 
and quantitative approaches to governing the financial sector. 
 
We suggest an alternative proposal for regulating financial institutions’ prudent behaviour, 
and argue that there is a need for rebalancing law in this approach. The prudence needed in 
financial intermediation is a nuanced form of decision-making that should incorporate the 
interests of financial customers, the risks for the individual institution and the context of 
markets, economic and social policy. The socially-embedded policy choice of financial 
stability should incorporate what society envisages finance to serve, 181 and not merely leave 
finance to the commercial decision-making by firms. Ramirez also argues for a constitution 
for framing financial activity so as to prevent the financial sector from being self-serving, 
perpetuating excesses of ‘lawless capitalism’ in financial markets and amassing great power 
in this age of financialisation.182 Quantitative regulatory approaches focused on measuring 
the price of risk in micro-prudential regulation continues to perpetuate an atomistic 
existence and purpose for finance in a socially dis-embedded manner.  
 

D. Rebalancing Law in Micro-prudential Regulation 
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Goodhart reminds us that economic policy is anchored within the context of making choices 
within an institutional context.183 Law gives formalisation to institutions established by 
political powers and social contexts, and economic policy works within such a context. 
However, the rise of neoliberal ideology since the 1980s has contributed to the elevation of 
micro-economic efficiency as a policy goal as such. 184  Micro-economic efficiency is 
perceived as individually liberating and capable of culminating in an ‘uncoordinated’ 
common good. This perspective has facilitated the development of economic policy in a 
disembedded manner from institutional contexts, such as promoting competition and 
globalisation without giving thought to local and social disruptions,185 or promoting financial 
liberalisation without giving thought to the needs of financial stability.186 ‘Regulating 
finance’ in such an ideological tide becomes concerned with achieving individual choice, 
efficiency and building markets to serve those purposes,187 becoming a servant to micro-
economic assumptions.188 
 
Ramirez189 reminds us that law reflects important institutional values and has the potential 
to give rise to a constitutional framework for economic activity- that economic activity 
should be directed towards achieving the values and goals of the society concerned, such as 
equalities in access to opportunities, social and distributive justice, and as suggested by 
Lothian,190 service to the real economy in bringing about real prospects of self-realisation in 
an institutional context that promotes social cohesion and stability. A number of 
commentators191 also argue in the EU context that legal integration in regulating economic 
activities is meant to be ordoliberal in nature, ie introducing an ordered, institutionally-
coherent approach to regulation, and not just to introduce regulation in order to support 
and serve efficient markets. In light of the discussion in Section C on the shortfalls of post-
crisis financial regulation reforms, law seems to have a part to play in bringing to bear 
important institutional values and social expectations upon financial regulation, in relation 
to connecting regulatory methodology to ultimate substantive outcomes.  
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By introducing qualitative standards in law to regulate prudent behaviour, and not just 
relying on economic levers, we could have the opportunity to consider the broad principles 
for governing finance, the standards of behaviour society wishes to hold financial 
intermediaries to, and develop less complex but meaningful regulatory standards. In this 
way one is also not lost in the myopia of ‘managing numbers’ for compliance with 
quantitative methods of economic regulation which has the tendency of insulating from the 
purposes and objectives of compliance, resulting in procedural forms of ritualization and 
box-ticking.192 Many have lamented the complexity and volumes of post-crisis regulation 
and the demands placed on compliance. 193 We therefore suggest that the introduction of 
legal principles and standards can support genuinely useful economic levers, such as those 
that infuse macro-prudential perspectives, but could also pave the way for scaling back 
excessively prescriptive quantitative forms of regulation that bear uncertain relationships 
with normative outcomes such as the preservation of financial stability or promoting 
financial and social justice. Three legal duties are sketched out in their contours in the next 
section. 
 
Three Legal Duties for Financial Institutions 
 
First, as the global financial crisis has illustrated, large, complex and inter-connected 
financial institutions pose the greatest level of systemic risk regionally and globally when 
they fail.194 Hence there should be legal principles to reflect the social expectations of 
institutions that attain that profile. As in general law, hazardous activities demand greater 
attention and care,195 and this has been reflected in European legislation regarding financial 
market trading undertaken by automated and highly sophisticated traders so that they do 
not inflict market crashes and cause extreme losses for other market participants. We 
suggest that a legal duty framed along the lines of increasing prudential care proportionate 
to the systemic hazards posed can be framed for institutions that undertake financial 
intermediation risks at significant levels. 
 
On 6 May 2010, the New York Stock Exchange experienced a flash crash. In 35 minutes, 
many stocks lost significant amounts in value and the Dow Jones Index had fallen by 9%. It 
emerged that a trader in London had developed an algorithm to place automated sell orders 
of certain derivative instruments for him in high frequency in order to drive prices down in 
those instruments.196 Such conduct is illegal market manipulation and caused the underlying 
securities to dive in price. Although the trader Navinder Sarao was extradited to the US to 
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face charges to which he pleaded guilty, this episode highlights a more fundamental 
principle regarding augmentation of financial risk through significant scale of financial 
activity. Although smaller episodes of high volatility are now becoming the norm in the UK, 
European and US markets with the advent of automated and high frequency trading,197 
European legislation is dealing with such risks by conferring on high frequency traders 
certain duties in order to make them responsible for protecting financial and market 
stability.198 European legislation designates traders who conduct a certain volume of trading 
in certain frequencies as market-makers. They are imposed with duties to carry out a level 
market-making consistent with market needs and to ensure that their systems and controls 
safeguard that responsibility. They are not to withdraw liquidity in stressed times and have 
to be mindful of overall market stability. Whether these duties go far enough may remain a 
matter for debate, but the broad principle of imposing legal duties of extra care and a sense 
of responsibility for their part in preserving financial stability is instructive for policy-making 
in other areas where significant levels of risk may be augmented due to scale of activities. 
 
In applying to financial institutions in their undertaking of risks in financial intermediation, 
there should be a legal duty for those engaged in significant levels of risk, such as having 
large market shares in particular areas of lending (for eg the failed UK lender Northern Rock 
in residential mortgages), or asset managers with gargantuan amounts of assets under 
management, to justify their significant areas of risk and to take extra care in exercising 
prudence and in preventing adverse impact on financial stability and the real economy.  
 
In defining what significant scale of risks mean, existing guidance from the Basel 
Committee’s indicator approach199 which identifies five indicators of systemically important 
financial institutions- by their size, inter-connectedness, complexity, cross-jurisdictional 
activity and substitutability can form a starting point. However national regulators should be 
able to adapt these to the financial markets that they are addressing, and identify unique 
indicators of significant risks that are appropriate, such as for example a firm’s market share 
of vulnerable customers for high-cost short term credit (such as payday lending), which 
raises issues of concern unique to the UK.200 A financial institution regarded as carrying out 
significant levels of risk-taking in its respective area caught by its regulator’s indicators 
should have a duty to account to the regulator frequently in terms of the steps taken to 
mitigate prudential risks and risks to the wider financial system. As supervisory measures, 
regulators can prescribe quantitative micro-prudential tools such as regulatory pricing for 
certain risk levels as well as qualitative measures such as corporate governance and risk 
management, appropriate for each institution’s profile. In this way financial institutions are 
inculcated with a broader consciousness of their impact on collective good, and quantitative 
micro-prudential tools can play a useful part in supporting and implementing supervisory 
and policy decisions. 
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It may be argued that the UK’s approach to ring-fencing the retail parts of a large banking 
group is, in addition to micro-prudential regulatory reforms discussed above, the key 
measure for dealing with systemically important banks.201 This measure is far more certain 
in nature than the vagueness of a legal duty to account for prudential management and to 
take extra care. The objective of structurally ring-fencing the retail bank is to achieve a form 
of separation from its parent banking group and immunity from contagion if the parent 
banking group should be stricken.202 The nature and extent of separation is prescribed in 
legislation,203 and its implementation gives the impression of having achieved a socially 
desirable level of protection for banking aspects that relate most keenly to social utility. 
However, structural reforms do not necessarily ensure that the retail bank serves socially 
useful purposes such as ‘the real economy’204 nor do they improve the safety of the bank 
from excessive risks that such a bank may take in relation to retail activities.205 Further, 
policy-makers’ unwillingness to put in constraints on banking activities for banking groups 
means that although retail banks are ring-fenced, their connection to the group remains and 
it remains uncertain to what extent they are protected from contagion.206 Ultimately this 
measure applies to only a handful of the systemically important banks in the UK and does 
not provide an organic framework for dealing with systemically risky profiles in non-banking 
sectors and non-bank firms.  
 
Second, financial institutions should be imposed with duties to conduct financial 
intermediation in such a way as not to promote purely speculative activities. Such a duty is 
important for two reasons, one is that capital diverted to speculative activities is not put 
towards real economically productive purposes and can subvert the objective of financial 
intermediation to serve the real economy.207 This ‘diversion’ is observed at a significant 
scale as ‘speculative’ activities have grown in volume,208 and commentators note the rise in 
‘rentier’ incomes made from speculating on financial assets, creating widening disparities 
between income that is generated from financial market activity and income generated 
from real economic productivity.209 Second, high levels of financial risk such as leverage, 
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taking large trading positions are often associated with speculative activities,210 and losses 
occasioned in this manner are both wasteful (in light of the first argument above) and could 
be catastrophic to the financial institution concerned211 and perhaps entail systemic risk. 
 
It can be argued that there is a thin line between speculative activities and activities that 
may perform the function of hedging for financial risks that are genuinely useful.212 Further, 
why should one stop financial institutions from making financial profits out of speculation if 
‘good judgment’ is made on the markets? However, as Duffie acknowledges, speculative 
financial activities are zero-sum games.213 We are of the view that it is highly uncertain that 
such zero-sum games, which make huge profits for one financial institution but inflict losses 
upon another financial institution, is either collectively beneficial or systemically non-
hazardous. Further, behavioural psychologists show that similar attitudes are at play in 
speculative finance and gambling,214 entailing hazards of addiction which compromise the 
need to make informed and sound investment and financial intermediation decisions. There 
are likely to be challenges in defining what regulators should prohibit as speculative in 
nature, and we suggest broadly that regulators could look at the scale of derivatives, 
leverage and margined trading activities215 to discern the extent these represent hedging 
and risk management as proportionate to the business of financial intermediation.  The duty 
not to speculate should form part of the conditions for authorising the financial business 
and financial institutions should also have in place systems and controls to monitor culture 
and individual behaviour so that purely speculative activities are not undertaken. 
 
We also argue that the current UK regime216 for imposing criminal liability on directors who 
have made a risky decision being ‘aware of a risk that the implementation of the decision 
may cause the failure of the .. institution’ and in taking such decision has conducted 
himself/herself in a manner ‘below what could reasonably be expected of a person in 
[his/her] position’ does not address the concern regarding speculative activities discussed 
above.217 The UK regime is very narrowly framed as it compares the standard of conduct of 
an indicted financier with what other reasonable financiers would do, therefore merely 
endorsing and not changing extant financial practices. The regime also only applies if the 
financial institution group should fail. Hence this regime does not deter purely speculative 
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activities as it sends out a message that risky activities are not deterred unless there is a 
‘nuclear’ risk of ultimate failure for the institution. This regime does not cover episodes of 
significant losses or damage to stakeholders’ interests for example. 
 
Finally, we suggest that there is a case for the corporate charter of certain financial 
institutions to incorporate the collective social interest of its financial intermediation role. 
This would apply to systemically important financial institutions that have a wide social and 
economic footprint and pose risks to systemic financial stability. This would also apply to 
institutions that although not yet systemically important, serve important purposes of 
financial intermediation with significant economic and social implications. We envisage 
these to include retail-facing institutions such as deposit-taking institutions, pensions-
managing financial institutions and their intermediaries, financial institutions that offer 
products with wide retail appeal, such as savings, investment and insurance products that 
are regarded to be in wide demand or are staple. We also envisage that financial institutions 
serving wholesale market needs would fall within our scope if they engender financial 
stability risks, such as some hedge funds. In other words, unless a financial institution is 
inconsequential upon failure or likely to engender contained adverse impact upon failure, 
such a financial institution should be included within the scope of financial corporations that 
should have a public interest objective in its charter. 
 
We agree with Hockett and Omarova218 in re-introducing a public interest objective into the 
charter of financial institutions, as part of the condition for authorisation of business. In this 
age of financialisation where extensive household, individual, corporate and sovereign 
needs in financial management are met through financial intermediation, financial 
institutions should not merely regard their roles as for-profit private organisations primarily 
accountable to shareholders.219 Their role is crucially important to economic allocation at a 
macro level and has a social impact in terms of financial provision and wealth distribution, 
thus justifying treatment as a ‘public-private franchise’.220 Some commentators221 have also 
mooted the ‘public interest’ duty for directors of financial institutions, but Clark’s discussion 
of its implementation in Ireland raises some doubts as to how it is interpreted and the 
uncertainties such a framing has caused in terms of directors’ discharge of their functions.222 
We believe it is of primary importance to introduce a public interest corporate objective 
that necessarily cascades into strategic decision-making and organisational structures and 
culture, and supports any form of ‘public interest’ duty that directors may be imposed with. 
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It approximates towards Lothian’s vision of ‘reorganising finance’ to serve the needs of the 
real economy.223 
 
In this manner, it may be argued most financial institutions should be authorised upon the 
condition that they are incorporated into a special organisational form that gives effect to 
the public interest corporate objective, distinguished from the for-profit corporation whose 
governance is largely accountable to shareholders. ‘Shareholder primacy’, which is an 
orientation based on maximising corporate wealth in order to maximise shareholders’ 
wealth invested in the corporation, may be an efficient way to control directors’ agency 
problems vis a vis shareholders,224 but commentators have pointed out that financial 
corporations are different from other for-profit corporations. In particular, banks are 
financed to a large extent by deposits, but depositors often only have a contractual right of 
demand for return of their deposit and no other governance or stakeholder rights in 
banks.225 Banks and many financial corporations also generate significant amounts of 
funding from borrowing in institutional funding markets often on a short term basis, using 
the financial assets they hold as collateral.226 Hence, financial corporations implicate many 
more stakeholders on the basis of their risk-taking, and conventional corporate governance 
structures and rights that flow from mainstream corporate finance structures are not 
necessarily appropriate for financial corporations.227 
 
It would be necessary to explore a special organisational form, including structures, 
governance and rights in order to integrate a public interest objective, adapted forms of 
directors’ duties and accountability, and to provide for financial and non-financial 
stakeholders’ rights and obligations.228 The persistence with the for-profit corporation and 
its institutions of protection for a limited set of stakeholders, in particular the tendency to 
uphold shareholder primacy, would continue to pose challenges for governing finance 
towards public interest purposes and in a socially-embedded manner.229 
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Drawbacks of Introducing Legal Duties? 
 
It may however be argued that the qualitative nature of legal duties  entails vagueness and 
lack of certainty for financial institutions to organise and make strategic and operational 
decisions that need to be made quickly in competitive global markets. This would be 
counterproductive to their financial intermediation roles. Further, duties such as resisting a 
significant scale of activities in order not to become ‘systemically important’ could be 
regarded as unnecessary in the light of existing regimes for competition regulation, and 
could be counter-productive for financial institution groups that enjoy economies of scale. A 
‘public interest’ charter in financial institutions could also become manipulated for political 
ends and subvert the efficient working of the financial institution.  
 
Such critique on the one hand deals with the very qualitative nature of the proposed duties, 
but on the other hand simply deals with challenges in implementation, which is a more 
practical rather than conceptual issue.  
 
The qualitative nature of regulating financial institutions for prudence is arguably necessary, 
as risk management is itself not an exact science. The qualitative duties discussed above are 
better able to feed into strategic deliberations, operational consciousness and control and 
firm culture230 than a form of compliance based on quantitative calculations that would be 
devolved to small departments of specialists.  
 
Commentators have described financial risk management as dealing with the measurement 
and analysis of risks in the form of ‘known’ risks (‘k’), ‘unknown risks’ (‘u’) and ‘unknowable’ 
risks (‘U’).231 ‘Known risks’ refer to risks that can be identified and quantified. Often past 
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data and statistical information are used in analytical models which use mathematical 
probabilities to generate risk measurements.232 ‘Unknown risks’ refer to risks that are not 
entirely unexpected although the likelihood of occurrence is uncertain, and the magnitude 
of the materialisation of such risk is also not exactly predictable. Hence, ‘unknown risks’ 
present problems of objective measurability.233 ‘Unknowable risks’ refer to risks that are 
unexpected and therefore not measured at all. Often, systemic type events may be 
regarded as manifestations of ‘unknowable risk’.234 This taxonomy of risks shows that some 
risks may be more easily measured than others and Kuritzkes et al235 has in an empirical 
study found that market risk is the easiest to measure due to the availability of market 
transparency and is therefore managed to a greater extent in banks and financial 
institutions. Credit, operational, legal and reputational risks are much harder to measure by 
comparison. Unknown and unknowable risks can also be augmented by behavioural 
weaknesses. The uncertainties in measuring risk provided room for financial institutions in 
the pre-crisis era to underestimate such risks when there were strong incentives to engage 
in the business that could generate high returns.236 Further the errors in risk measurement 
were augmented by subjective assumptions made in light of cognitive biases.237  Unknown 
and unknowable risks have been underestimated due to business pressures, a lack of 
resources,238 error of judgment239 and over-optimism.240 
 
There are thus limitations to quantitatively and objectively managing unknown and 
unknowable risks, and it is arguably misleading to steer the judgment and behaviour of 
financiers towards managing the quantitative thresholds set in micro-prudential regulation 
as a proxy for safe risk management. Imposing qualitative duties is proportionate to and 
coheres with the nature of managing the full suite of financial risks as matters for strategic, 
business and operational judgments that are highly qualitative in nature. Requiring the 
financial institution to adhere to the three duties of ensuring that their profile is 
accountable for systemic implications, their financial intermediation is not purely 
speculative and is consistent with public interest are qualitative dimensions that shape 
financial decision-making at firms. These duties are envisaged to work with economic levers 
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and quantitative tools that regulators should deploy appropriately in supervisory 
assessments.  
 
At a less challenging level, the critique levied against qualitative duties is implementational 
in nature, such as in relation to how ‘speculative’ activities are defined, when a ‘systemic 
profile’ threshold is crossed, and how ‘public interest’ is interpreted. These are important as 
they set the boundaries for conduct that can be enforced against. However they are also not 
insurmountable as legal duties are replete with qualitative norms that require judicial and 
administrative interpretation. At the very least, as mentioned above, we propose that 
‘speculative’ be defined in accordance with purpose and scale in relation to the financial 
intermediation business of the financial institution, and it is envisaged that supervisory 
relationships provide a context for such interpretations to be framed and defined, and 
would not necessarily result in a financial institution being slapped with a nuclear 
enforcement without adequate notice or due process of challenge.241 The interpretation of 
‘systemic profile’ or ‘public interest’ would also be fostered in the context of supervisory 
processes and exchange, as well as judicial interpretation where challenge is made.242 
Compelling financial institutions to give an account of how they perceive, manage risks and 
how they relate to their socially important purposes in financial intermediation helps foster 
a more accountable and embedded financial services industry in its institutional and social 
context.  
 
It may be argued that the proposed legal duties are no different from the qualitative 
regulation of corporate governance and risk management highlighted earlier in Section C. 
Firms would need to interpret how to comply with qualitative duties and would inevitably 
install governance, systems and procedures to do so. It can be argued that legal duties 
would only give rise to procedural forms of compliance and would go no further in actually 
moderating financial firms’ excessive or imprudent ambitions, or weed out ‘socially useless’ 
speculative activities. We are however of the view that these qualitative duties are not 
servant to quantitative thresholds in micro-prudential regulation but provide for the 
framework for any quantitative tools to be used, ie in a ‘master’ and not servant 
relationship to economic levers for behaviour. In this way, legal duties provide a framework 
for the ex ante supervisory judgment of a financial institutions’ prudential management, but 
also reinforce ex post enforcement of the financial institution’s judgment of its prudential 
risk management.  
 
We see the legal duties as providing an ex ante framework for regulators to assess each 
regulated financial institution’s prudential risk management so that appropriate supervisory 
judgments can be made in relation to the regulator-regulated dialogue on how behaviour 
should be shaped. But such legal duties also provide the legal framework for ex post 
enforcement, such as by regulators and in civil actions against financial institutions. Ex post 
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enforcement is important, as a financial institution would have to justify its conduct in care, 
or in speculative-type activities how it has served its public interest purposes in financial 
intermediation. Such accountability re-embeds the conduct of finance in the social fabric, 
which is less likely achieved by technocratic applications of compliance with quantitatively-
calibrated rules. The ex post enforcement reinforces ex ante supervision,243 bringing about a 
coherent and consistent signal of governance for banks in relation to their prudential risk 
management, and brings together the regulator and the financial institution’s stakeholders 
in a more comprehensive governance space for the financial institution.   
 
Of course there is a need to ensure that regulatory supervision is credible and robust, and 
the quality of regulatory supervision could be another story. Regulatory capture is 
acknowledged to be a problem,244 and there is a need to recruit, train, empower and equip 
regulators and also make them accountable to a diversity of government, judicial and 
stakeholder channels245 in order to support the robustness and credibility of regulatory 
supervision. There are international efforts related to improving supervisory architecture 
and best practices.246 As the Basel Committee has also taken steps to formalise regulatory 
cooperation and dialogue,247 regulators could also engage in such exchanges in terms of 
how they administer qualitative duties in order to detect gaps and loopholes for regulatory 
arbitrage and foster an international system based on common principles and regulatory 
goals. At the EU level, European Supervisory Authorities provide public accountability 
through annual reporting248 and engage intensively with stakeholders.249 The UK as a 
national regulator is transparent about its supervisory framework,250 informs the industry 
and public of forthcoming supervisory themes in annual business plans251 and is itself 
subject to government, judicial and stakeholder accountability,252 such as the FCA’s annual 
public meetings.253 The article does not propose to engage in more detail regarding 
regulatory structures and powers, but a broad point can be made- even if regulators may 
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not be perfect, genuine endeavours can be made towards supporting regulatory capacity 
and expertise in governing the regulated industry in a credible and accountable manner. 
 

E. Conclusion 
 
This article takes stock of the post-crisis regulation for financial institutions’ prudential 
safety and their impact on financial stability, and acknowledges that the earlier micro-
economic and quantitative methods of micro-prudential regulation that have failed to shape 
bank behaviour optimally have given way to ‘new and improved’ law and economics 
approaches to micro-prudential regulation. These ‘new and improved’ regulatory 
approaches infuse macro-economic perspectives into micro-prudential regulation and also 
calibrate the quantitative nature of micro-prudential regulation to become more 
conservative and demanding in terms of setting regulatory prices for risk-taking. 
 
However, the ‘new and improved’ law and economics approaches to post-crisis micro-
prudential regulation have to grapple with the need for complex and precise regulatory 
pricing for risks and has led to rulebooks that are prescriptive, long, complex and arguably 
unwieldy. Such regulation in its quantitative focus also risks becoming dis-embedded from 
regulatory goals and social good while not being clearly related to the social expectations 
for finance, such as serving the real economy, desisting from ‘socially useless’ speculation 
and protecting financial stability. 
 
We propose that the substantive public interest and social goods that we desire finance to 
serve can better be framed in relation to qualitative legal duties for financial institutions, 
namely to justify their attainment of systemically important profiles and to take extra 
prudential care if they do, to desist from purely speculative activities that do not serve a 
genuine or proportionate purpose to their financial intermediation business and to be 
subject to a public interest purpose in their corporate charters. Although legal duties are 
qualitative in nature and require interpretation in order to become refined and more 
certain, they can better foster a consciousness for regulatory compliance that is embedded 
in regulatory goals and social expectations. We discuss the contours of the legal duties we 
have sketched and the promise they hold in transforming the efficacy of prudential 
regulation for financial institutions, while acknowledging the challenges for implementing 
these. 
 
 
 
 
 
 
 
 
 
 
 
 
 


