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Financial Innovation and Transparency in Turbulent Times 

 

PANAGIOTIS DELIMATSIS PF

∗
FP 

  

How did things get so opaque? The answer is ‘financial innovation’ — two words that should, 
from now on, strike fear into investors’ hearts.PF

1
FP 

 

Greater transparency, greater disclosure and stricter risk management by firms has defined 
financial regulation since the ‘deregulatory fervour’ of the 80s. This tired trinity failed, 
whereas calls for greater transparency constitute the mantra of the ignorant.PF

2
FP 

 

ABSTRACT 

The stunning failure of banks put regulatory intervention high on the agenda of 
governments. Adequate risk monitoring, including by credit rating agencies, measurement 
and management have proven to be a daunting task, whereas regulation of innovative 
financial instruments has not brought about adequate disclosure and transparency. After 
critically reviewing the virtues and pitfalls of financial innovation, this paper offers an 
analysis of the main transparency initiatives undertaken in the EU and the US in the wake of 
the crisis to harness various financial innovations that have marked the history of financial 
markets in the last three decades. In addition, the paper identifies the approach as to financial 
innovation that the General Agreement on Trade in Services (GATS) of the World Trade 
Organization (WTO) has adopted in the early ‘90s and assesses the likely impact of the recent 
financial crisis on this stance. As the perimeter of regulation grows and countries become 
more suspicious vis-à-vis home-country financial regulation, trade in financial services will 
most likely not remain unaffected.  

A. Introductory Remarks 
The global financial crisis of 2008 has raised serious doubts about the correctness of the 

deregulatory practices of three decades of neoliberal orthodoxy in the banking sector, mostly 
hailed by developed countries for their adequacy.PF

3
FP At the outset, it appears that a broader 

consensus is developed around the idea that the current crisis has led to a reassessment of 
several foundational principles and crucial practices in financial policymaking and the 
recognition that important changes in the structure and supervision of the global financial 
system are warranted.  
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Doubtful securitization practices associated with the housing market and poorly regulated 
intermediaries were allowed at the edge of the financial system.PF

4
FP Complex financial 

organizations failed to properly obtain, process, transmit and implement important 
information pertaining to imminent risk.PF

5
FP Ultimately, the freezing of the inter-bank loan 

market, lack of suitable disclosure (and monitoring or evaluation thereof) in times of market 
euphoria and uncertainties about the well-being of the balance sheets of several banks (that 
the oligopoly-like group of the US-based credit rating agencies did not manage to capture in 
time PF

6
FP) led to uncontrolled (but simultaneous and massive) sales of assets.PF

7
FP In response to this 

turmoil, several countries designed bank rescue programmes. Such programmes have cracked 
down on recapitalizing banks through purchases of shares by the State; grants of guarantees of 
bank assets to revitalize the inter-bank market; or even purchases by the State of ‘toxic’ loan 
assets.PF

8
FP The mystifying role of the State as another deus ex machina exemplifies a perverse 

relationship between governments and financial institutions. It further reveals a distorted 
long-lasting perception of the way a healthy financial system is supposed to function. In 
addition, the current supervision frameworks failed not only to prevent but also to manage 
adequately the crisis and prevent it from spreading beyond the United States. Such systems 
based on national supervision proved incapable to grasp the interconnectedness of the 
financial markets and institutions nowadays. Such interconnectedness proved to be 
problematic notably as far as the interaction between the regular banking system and the 
shadow banking system is concerned, whereby banks may compose parts of the shadow 
banking chain or buy products issued by shadow banking entities. The crisis brought to the 
forefront pressing shortcomings that the current cooperation, coordination, consistency and 
trust between national supervisors exhibit. 

More saliently from a trade perspective, the current crisis has thrown into doubt the utility 
and effectiveness of the current structure of the General Agreement on Trade in Services 
(GATS). Arguably, the crisis revealed rather brusquely this long-lasting impression regarding 
the minimal relevance of the current multilateral legal framework regulating trade in services 
for financial crisis prevention and management. Even if the contribution of the GATS to the 
crisis was minimal, a pressing normative question remains unanswered: Should the GATS 
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play a more critical role in the new shaping of the financial services industry? And if services 
liberalization remains the central objective of the GATS, has the financial crisis changed our 
views about the positive effects of liberalization on domestic welfare? Two prominent sources 
of critique cast doubt on conventional pro-liberalization beliefs: First, Reinhart and Rogoff 
suggest that the majority of historical crises are preceded by financial liberalization, be it de 
jure or de facto, whereby new financial entities and instruments remain unregulated or are 
lightly regulated.PF

9
FP Second, the Commission of Experts on Reforms of the International 

Monetary and Financial System (the ‘Stiglitz Commission’) openly criticized the current 
GATS system as not adequately addressing, inter alia, crisis prevention and management, 
counter-cyclical and prudential safeguards, or development and inclusive finance.PF

10
FP 

In the Pittsburgh Summit of September 2009, the G20 Leaders reaffirmed their 
commitment to ‘refrain from raising barriers or imposing new barriers to investment or to 
trade in goods and services’. They further pledged to minimize any negative impact of 
domestic policies, including fiscal policy and financial sector support schemes, on trade and 
investment.PF

11
FP However, it appears that several measures currently in place, including 

subsidies and ‘buy local’ requirements adopted in support schemes in the financial sector and 
stimulus packages, may be challengeable under the World Trade Organization (WTO) rules 
relating to non-discrimination and transparency.PF

12
FP Even so, it may prove impossible to 

substantiate a complaint since possibly WTO-inconsistent facilities or guarantees may not 
have been used; other policies are no longer valid; other measures such as capital injections 
were of a one-off nature; and other measures included programmes which included conditions 
that have changed ever since (for instance, debt guarantee schemes).PF

13
FP Furthermore, it appears 

that WTO Members recognize the urgent nature of the overwhelming majority of the adopted 
measures and may consider any possible courses of action only after the economies recover. 

This paper is structured as follows: Section B critically reviews the peculiarities as well as 
advantages and drawbacks of financial innovation as depicted notably in the last three 
decades. Before the recent financial crisis, financial innovation was regarded as inextricably 
linked with economic growth and aggregate welfare. In the wake of the crisis, criticism as to 
the utility of financial innovation became more unequivocal. We analyze the current 
transparency initiatives on several innovative financial products and institutions and critically 
assess the likely impact of such regulations on the future of financial innovation in Section C. 
Section D discusses the regulation of global financial services trade in the GATS and the 
approach of the latter Agreement regarding financial innovation. It suggests that, whereas 
several of the current regulatory initiatives are susceptible to violate certain obligations that 
the WTO Members have undertaken, the potential for future disputes will depend on the 
prudential nature of such domestic measures. Be this as it may, the GATS itself in its current 
state may only have a limited impact on the future of financial innovation, but it can still serve 
the major function of the WTO, that is, prevent discrimination among financial service 
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suppliers. Section E concludes. 

B. Financial Innovation Revisited  

I. Financial innovation, diversification of risk and economic growth 

Empirical studies demonstrate a strong positive link between financial services 
liberalization and long-term economic growth.PF

14
FP At first blush, it seems that the positive 

correlation between liberalization and increased welfare still holds in a post-crisis 
environment.PF

15
FP International trade in financial services, which has become the driving force 

for progressive liberalization in all services through the GATS, has grown mainly due to 
important advances in information technology which allowed for cross-border supply. Thus, it 
is mainly due to financial innovation that trade in financial services has grown in 
unprecedented levels, notably the cross-border supply of such services (mode 1 in the GATS 
vernacular). Consolidation through mergers and acquisitions particularly in the banking sector 
and the creation of ‘national champions’ in several countries have also given a boost to cross-
border trade in financial services. In addition, in Europe significant cross-border consolidation 
has taken place, driven by several political initiatives to complete the single market for 
financial services at the EU level. Here again, the objective was to fully reap the advantages 
that innovative financial products offered to consumption.PF

16
FP All these developments increased 

the interdependence, convergence and consolidation in the sector and have altered the risk 
profile of financial institutions. 

Financial innovation is an ongoing, dynamic process that entails the creation and 
subsequent popularization of new financial instruments, as well as new financial technologies, 
institutions and markets. PF

17
FP It appears to be driven by investor demand for particular patterns 

of cash flows.PF

18
FP Financial innovation experienced steady growth in recent years and arguably 

transformed the once relationship-focused financial intermediaries. Much like financial 
systems, financial innovations serve six main functions. They allow: (a) moving funds across 
time and space (eg savings accounts); (b) pooling of funds (eg Mutual funds); (c) risk 
management (eg futures and options); (d) extracting information to support financial decision-
making (eg products for the assessment of default probabilities); (e) confronting moral hazard 
and information asymmetry problems (eg venture capital); and (f) facilitating payments (debit 
and credit cards).PF

19
FP In this respect, financial innovation increases welfare.PF

20
FP However, one 

should also take into account the pervasive nature of financial fragility, as experienced by the 
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financial crisis of 2007-08.   

Financial innovation has arguably transformed the way finance functions.PF

21
FP Its pace has 

profoundly changed after the July 1998 appellate decision in State Street Bank and Trust v. 
Signature Financial Group, PF

22
FP which dealt with the question as to whether a software 

programme used to determine the value of mutual funds was patentable. Ultimately, the Court 
of Appeals for the Federal Circuit, i.e. the centralized appellate court for patent cases, 
unequivocally accepted the patentability of business methods, which has been perceived to 
also include financial patents.PF

23
FP However, litigation in the area of financial patents has also 

increased in a rather disproportionate manner, targeting larger firms.PF

24
FP 

In a pro-innovation euphoria with a manifest contra-regulation touch, novel financial 
products or financial process innovations were regarded as essential for improved capital 
raising, diminution of cost and diversification/distribution of risks.PF

25
FP Financial innovation has 

been characterized as an ‘engine of economic growth’ generating positive externalities from 
which consumption and investment benefited.PF

26
FP It also had an undeniable positive impact on 

those firms (such as biotechnology or sustainable energy start-ups) which, in the absence of 
innovative financial entrepreneurs, would not be able to raise capital. PF

27
FP Indeed, financial 

innovation has been inextricably linked with technical innovation. When high-risk high-profit 
entrepreneurial endeavours were at stake and in the absence of traditional financial tools 
which would adequately evaluate and manage risks, innovative financial products were 
developed to allow for appropriate risk diversification and diffusion.  

Without the existence of venture capital firms to evaluate and fund high-tech entrepreneurs, 
much of the contemporary technological innovation would not be feasible. The same goes 
with investment banks and large projects, such as those relating to infrastructure. Nowadays, 
unless the financial sector innovates regularly to develop new screening methodologies to 
properly assess and subsequently finance projects of technological innovation, technological 
innovation cannot continue. Thus, at least viewed from this angle, there is a close relationship 
between financial and technological innovation – and of those two with economic growth. PF

28
FP 

For instance, it was found that venture capital in the United States was responsible for some 
10% of US industrial innovation in the period 1983-1992, even though it represented on 
average not more than 3% of corporate R&D in that period.PF

29
FP   

Financial innovation has also been concerned with improving the technological means of 
supplying financial services. Thus, just as with product innovation, financial innovation 
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incorporates the invention of a financial product or process but also the diffusion of these.PF

30
FP IT 

technologies allowed for office automation and thus better organization of financial service 
suppliers. In the area of securities, financial innovations have altered the nature of such 
financial services, notably in the 20P

th
P century.PF

31
FP Such means (for instance, the Automatic 

Teller Machine-ATM, which is a mechanical financial innovation) have also improved the 
level of services towards the final consumer. Furthermore, such advances have also facilitated 
the splitting up of several financial activities, which was destined to become the global 
phenomenon of outsourcing. Processing and management of client data, research, or clearing 
and settlement of payments can be supplied nowadays in the four corners of the globe in a 
very streamlined and expedited manner. In addition, due to technological advances, electronic 
trading is revolutionalized in that trades travel at about 90% of the speed of light.PF

32
FP 

Having said this, financial innovation has typically been about the improvement of existing 
financial products, ie prior products beget the next ones. Merton illustrated the dynamics of 
financial innovation by using the term ‘financial-innovation spiral’. According to MertonPF

33
FP 

As products such as futures, options, swaps and securitized loans become standardized 
and move from intermediaries to markets, the proliferation of new trading markets in 
those instruments makes feasible the creation of new custom-designed financial 
products that improve ‘market completeness’. To hedge their exposures on those 
products, their producers, financial intermediaries, trade in these new markets and 
volume expands; increased volume reduces marginal transaction costs and thereby 
makes possible further implementation of more new products and trading strategies 
by intermediaries, which in turn leads to still more volume. Success of these trading 
markets and custom products encourages investment in creating additional markets 
and products, and so on it goes, spiraling towards the theoretically limiting case of 
zero marginal transaction costs and dynamically-complete markets. (emphasis added)  

  

A possible taxonomy of financial innovations groups them as new products (eg subprime 
mortgages, derivatives, or stock-market index funds) or services (eg internet banking); new 
production processes (eg credit scoring; new means of processing and pricing transactions); or 
new organizational forms (eg Internet-only, ‘virtual’ banks).PF

34
FP Crucially, then, financial 

innovation has not only been about innovative products, but also new processes such as asset 
securitizationPF

35
FP and management types. Ratione personae, another possible taxonomy would 

classify financial innovations between those benefitting consumers (payments, savings and 
consumer-lending innovations) and those primarily aimed at the better functioning of 

                                                 
P
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460. 
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31
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P

32
P Jason Palmer, ‘Stock trades to exploit speed of light, says researcher’, 23 March 2011, available at: 
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P
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P
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in A. Berger; P. Molyneux; and J. Wilson (eds), The Oxford Handbook of Banking (Oxford University Press, 
2010), at 488. 
P

35
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financial institutions, institutional investors and firms (lending products to raise capital and 
innovations relating to the diversification and allocation of risk).PF

36
FP  

Important financial innovations that also played a central role in the current crisis relate to 
securitized credit. Securitization (that is, the transformation of assets that are difficult to value 
into tradeable securities), in itself is regarded as a positive financial innovation and a critical 
component of repairing credit intermediation in the wake of the crisis. PF

37
FP However, even if 

securitized credit has been a central feature of modern finance since the early 20P

th
P century,PF

38
FP 

the securitized credit model has profoundly changed (starting in 1990s) to satisfy the demand 
for better yields, thereby increasing leverage within the financial system which ultimately led 
to the current turmoil.PF

39
FP Indeed, securitization is deemed to have been an important 

component of the so-called ‘shadow banking system’ where market-based intermediaries, 
which resembled traditional banking institutions without however been regulated in a 
similarly heavy way, became a source of high leverage and systemic risk.PF

40
FP  

As noted earlier, technological advances, structural changes or the introduction of new 
industry structures and business models in the financial sector have given a boost to the 
development or cross-border trade in financial services.PF

41
FP Furthermore, they ameliorated the 

conduct of business in this sector in terms of costs and efficiency. Innovating in the financial 
sector through extensive financial engineering has also been an incentive for financial service 
providers in order to maximize profit vis-à-vis their competitors.PF

42
FP Indeed, financial 

innovation can generate monopoly rents for the innovating provider, just as technological 
innovation yields monopoly rents for the entrepreneurs.PF

43
FP For instance, the creation of a 

financial method allowing the more precise assessment of the viability of a given project 
gives a valuable first-mover advantage to its creator.PF

44
FP  

First-mover advantages in financial innovation are not necessarily related to exorbitant 
profits; it is rather the expertise (which can led to lower costs) and the reputation for expertise 
among potential competitors (for instance, issuers) that can be obtained through innovation.PF

45
FP 

This expertise involves the ability to exploit the properties of the innovative product to the 
benefit of the developer/issuer; the ability to price the product in the market accurately (which 
does not necessarily lead to higher prices when compared to imitators; quite the contrary, as 

                                                 
P
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P

38
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P

39
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(the ‘de Larosière Report’), 25 February 2009, p. 7. 
P

40
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Issues’, Background Note of the Financial Stability Board, 12 April 2011. 
P

41
P S. Claessens, ‘Regulatory Reform and Trade Liberalization in Financial Services’, in A. Mattoo and P. Sauvé 

(eds), Domestic Regulation and Service Trade Liberalization (Oxford University Press, 2003). 
P

42
P See D. Duffie and R. Rahi, ‘Financial Market Innovation and Security Design: An Introduction’ (1995) 65 

Journal of Economic Theory 8.  
P

43
P Economic theory suggests that competition does promote innovation. See the seminal work by P. Aghion; N. 

Bloom; R. Blundell; R. Griffith; and P. Howitt, ‘Competition and Innovation: An Inverted-U Relationship’ 
(2005) The Quarterly Journal of Economics 701. 
P

44
P Levine and Michalopoulos, above note 28.  

P

45
P P. Tufano, ‘Financial Innovation and First-Mover Advantages’ (1989) 25 Journal of Financial Economics 

213. 
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they may use lower prices); and knowledge of the market of potential investors in the product. 
However, the literature on financial innovation reveals that a strong relationship exists 
between innovation and market share. Innovators become larger the more they innovate. 

Importantly, for quite a considerable period of time, financial innovation seems to have 
been erroneously associated with the size of a given financial institution. This may be also 
because research on innovation in manufacturing was considered as relevant for financial 
innovation as well. However, it has become clear that financial innovation has its own 
dynamics and thus needs to be examined on its own right.PF

46
FP Thus, it was demonstrated that 

small firms are more innovative than the bigger financial institutions.PF

47
FP Financial innovation, 

though, can hamper the profitability of a firm in the short run, although this trend is corrected 
in subsequent years, which suggests that the sustainability of a firm can be severely 
jeopardized for a certain period until returns actually start appearing in the balance sheet.PF

48
FP 

II. Financial Innovation in the Wake of the Crisis 

Post-crisis, the financial system is called upon to re-evaluate securitization as a source of 
funding rather than credit risk transfer.PF

49
FP As for management, one notorious method widely 

used as the main tool in bank risk management was value-at-risk (VaR), a mathematically 
sophisticated tool allowing the identification of forward-looking risk by observing past 
patterns of price movement. PF

50
FP In this case, one can see to what extent financial innovations 

can have dramatic effects to third parties. One of the main features of the current crisis was a 
sudden and sharp reduction of credit availability, with an inevitable impact on interest rates, 
which hampered access to credit for the most vulnerable small businesses. Central banks, on 
the other side, essentially overestimated the role of price stability for economic growth and 
financial stability and, in turn, underestimated the impact of financial innovations on risk and 
liquidity management in financial markets.PF

51
FP Such negative externalities to actors and 

businesses which were not involved in the mortgage market exemplify the peculiarities of 
financial innovation and dramatically demonstrate their role in generating systemic risk in a 
highly interconnected financial system.   

Financial innovation, notably in the area of structured finance and as a possible source of 
contagion transcending borders,PF

52
FP has also accentuated the challenges for regulators and 

supervisors.PF

53
FP For the latter, a central challenge in the exercise of their function was how to 

deal with such complex instruments the virtues of which the industry has been praising and 
extensively using. Information asymmetries do not only exist in the relationship between 
financial service providers and consumers, but also between providers and 
regulators/supervisors. In other words, the existence of the necessary savvy within the 

                                                 
P

46
P Lerner and Tufano, above note 17, p. 3. 

P

47
P But see W. Scott Frame and L. White, ‘Empirical Studies of Financial Innovation: Lots of Talk, Little 

Action?’, Federal Reserve Bank of Atlanta Working Paper 2002-12, 2002.  
P

48
P Lerner, above note 25. 

P

49
P Cf. FSA, ‘Prudential Risk Outlook 2011’, p. 43. 

P

50
P In a retrospective, it appears that not only did VaR not warn of rising risk, but it actually was showeing that 

risk was low. See Financial Services Authority, ‘The Turner Review – A regulatory response to the global 
banking crisis’ (the ‘Turner Review’), March 2009, p. 45. 
P

51
P See the Stiglitz Commission Report, p. 35. 

P

52
P Cf H. Degryse; M. Ather Elahi and M. Fabiana Penas, ‘The Impact of Cross-Border Exposures on Financial 

Contagion’ in Delimatsis and Herger (eds), above note 7. 
P

53
P C. E. Barfield (ed), International Financial Markets: Harmonization versus Competition (Washington, DC: 

AEI Press, 1996). 
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competent supervisory authorities could not be taken for granted, as the Madoff scandal 
exemplified with respect to the limits of the oversight of Securities and Exchange 
Commission (SEC). PF

54
FP Financial globalization and conglomeration and an unparallel growth of 

financial institutions offering multiple services across borders have negatively affected the 
ability of any public authority to keep track of tectonic changes in the financial sector.  

Indeed, the increasing integration of the global financial system, a powerful free-market or 
‘hands-off’ orthodoxy and the unprecedented blurring of jurisdictions that may cause overlaps 
(that is, when two different regulators or supervisors intervene simultaneously) or gaps (that 
is, when the same regulators and supervisors believe that their peers in another country will 
intervene, but in fact none of them does) has perplexed regulators even in the most advanced 
economies, as exemplified by the latest credit crunch. Traditional distinctions between banks, 
insurance companies, and brokerage or investment firms have gradually vanished into thin air 
in the continuous quest for additional earnings.PF

55
FP For several years, the self-correcting ability 

of the financial markets was acclaimed. Financial innovation was in fact regarded as one of 
the driving forces of self-regulation. PF

56
FP Thus the concept of market discipline appeared and 

played an important role on prudential matters as a complementary buffer to the supervision 
of the public authorities, e.g. by alleviating some of the information asymmetries that are 
inherent in the financial sector.PF

57
FP 

In addition, and quite paradoxically, the so-called ‘too-big-to fail’ concept added to the 
moral hazard issues associated with financial services supply by large financial institutions. A 
vicious circle is created which is not corrected by the current effort to create a list of 
‘systemically important financial institutions’ (SIFIs).PF

58
FP This is so because the very presence 

of a company in this list can be an indication that governments will most likely make every 
effort to bail out such an institution in the case of collapse, thereby giving the wrong signal to 
such institutions, which have no incentive to strive for responsible risk taking. Furthermore, 
such distinction among institutions would require the boundary to be effectively policed, 
whereas institutions may still try to game the system. It also loses sight of the fact that the 
systemic importance of an institution will vary along a scale of different degrees of systemic 
importance. Defining ex ante a systemically important institution is difficult and criteria may 
change over time, depending on the type of crisis.PF

59
FP One of the proposals that will arguably 

more effectively with systemic risks is the establishment of an effective and expeditious 
resolution scheme for failed institutions, not only at the national level, but also at the global 
level for SIFIs that are globally active.PF

60
FP  

                                                 
P

54
P In a similar vein, see Swiss Financial Market Supervisory Authority (FINMA), ‘Finanzmarktkrise und 

Finanzmarktaufsicht’, 14 September 2009, at 12-13 and 21-22, quoted in C. Kaufmann and R. Weber, ‘The Role 
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55
P WTO, above note 8. 
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56
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Economics 5. The author finds that, whereas self-regulation reduces price transparency, it overall raises social 
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57
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Discipline’ in Delimatsis and Herger (eds), above note 7. 
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58
P Cf. IMF; BIS; and FSB, ‘Guidance to Assess the Systemic Importance of Financial Institutions, Markets and 

Instruments: Initial Considerations’, Report to G20 Finance Ministers and Central Bank Governors, October 
2009.  
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P Cf. CEBS, ‘CEBS’ response to the European Commission’s Communication on an EU Framework for Cross-

Border Crisis Management in the Banking Sector, CEBS 2009 309 rev2-FINAL, 19 January 2010, para. 18. 
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60
P Cf. FSB, ‘Reducing the moral hazard posed by systemically important financial institutions – FSB 

Recommendations and Time Lines’, 20 October 2010. The G20 leaders endorsed this policy framework at the 
Seoul Summit on 11-12 November 2010. 
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Being a driving force behind the rapid development of financial services at a global level, 
certain forms of financial innovation are to blame for the recent financial turmoil.PF

61
FP Such 

innovations, for instance, those relating to credit risk modelling, were actually backed by the 
Basel II rules.PF

62
FP However, they accentuated information asymmetry problems, whereas the 

increased complexity made risk assessment harder and thus risk management more difficult. 
More generally, one of the most deleterious features of very recent financial innovation was 
that it was focused too much on accounting and tax and regulatory arbitrage. Nevertheless, 
these very regulations that innovative products were aiming to circumvent were designed to 
ensure the efficiency and stability of the financial system.  

Due to their dynamic nature, the consequences of financial innovations can change over 
time, as their underlying structure or use may be transformed by subsequent users of those 
innovations. Essentially, misrepresentation of novel products to end-users or inadequate 
management of these products’ credit or market risks led to undesirable outcomes. This was 
partly due to regulators’ failure to act in a proactive manner or react promptly in regulating 
innovative financial instruments.PF

63
FP The crisis has shown how crucial a flexible forward-

looking perspective is in order to capture mutations in credit intermediation that are 
susceptible to put the financial system in jeopardy. At the same time, however, one cannot but 
recognize that financial legislation has never really involved any elements revealing a 
consistent or logical system of legislation.PF

64
FP 

III. State Intervention and the ‘Regulatory Dialectic’  

Whereas financial innovation is often a response to regulation,PF

65
FP in most instances, 

financial innovation has got dramatically ahead of regulation. What has been termed as 
‘regulatory dialectic’ in finance seems to explain this type of lag, which is mainly motivated 
by the willingness of the regulatees to constantly avoid or circumvent regulation in financial 
services.PF

66
FP In theory, ex ante regulation of an innovative product may be regarded as counter-

productive thereby delaying innovation. The regulator would rather intervene once the side-
effects of the innovation become apparent. In practice, however, the complexity of a given 
product (take, for instance, the unbundling of mortgage banking that became possible due to 
financial innovation and which was at the heart of the recent financial crisis), along with 
agency problems and supervisory forbearance, may delay regulatory intervention.PF

67
FP In 
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61
P M. Pagano and P. Volpin, ‘Securitization, Transparency and Liquidity’, CEPR Discussion Paper No DP7105 
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62
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66
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67
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addition, because of the dynamic nature of financial innovation and the interconnectedness of 
the financial system, a minimal delay by the regulator may be sufficient to allow the display 
of the negative effects of maltreat of an innovative product. The rise of securitization and 
hedge funds and the widespread use of offshore special purpose vehicles have driven financial 
globalization. The dark side of the latter has notably been extensive regulatory arbitrage and 
an unprecedented exposure to products the underlying values of which (and the ensuing risk 
thereof) were largely unknown to the foreign investors.PF

68
FP Foreign exchange futures, swaps 

and options; interest-rate futures, swaps, options and forwards; commodity futures, swaps and 
options became part of the everyday vocabulary of speculators looking for additional sources 
of income. 

Governments have thus been called upon to find the line of equilibrium between the 
promotion of sound regulation of financial services and the further development of financial 
innovation, notably in the last thirty years. The level of sophistication of current financial 
innovations makes this endeavour a very delicate exercise. This may actually leed 
governments and regulatory authorities to react to any challenges relating to financial 
innovations not in a pro-active manner, but rather once the problems come to the surface, that 
is, rather late. Admittedly, financial regulation has more often than not been a by-product of 
or reaction to crises or conflicts.PF

69
FP However, it is argued that, in the current stage of financial 

development, a lot more is at stake if regulatory intervention is to affect the pace of financial 
innovation. Indeed, stringent and inflexible rules may act as a disincentive against the 
production of innovative financial products and institutions. It has been suggested that a new 
approach is needed in this complicated area of rulemaking. Because financial innovation is 
inextricably linked with globalized financial markets, regulatory co-operation, co-ordination 
and prompt information sharing are essential in an interdependent global financial matrix.PF

70
FP 

One of the lessons of the present financial meltdown is that financial regulation cannot remain 
essentially national. The G20 London Summit Declaration also goes along these lines.  

When it comes to banks, the Basel Committee on Banking Supervision (BCBS) came up 
with new global standards in December 2010, commonly referred to as ‘Basel III’, to 
strengthen the resilience of banks and the global banking system.PF

71
FP This regime should be 

fully effective by 2019. These standards attempt to implement previous recommendations by 
several groups such as the de Larosière report or the Turner Review that examined the causes 
of the crisis and the challenges that it raised notably when it comes to higher capital 
requirements both in terms or quantity and quality to ensure that banks are better-equipped to 
absorb losses like those relating to the global financial crisis.PF

72
FP  

Furthermore, Basel III requires better risk coverage, notably with regard to capital market 
activities. Importantly, Basel III foresees the establishment of an internationally harmonized 
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leverage ratio to constrain excessive risk-taking and to serve as a backstop to the risk-based 
capital measure as well as various capital buffers which are to be built up in good times and 
can be use in stress periods, including a capital conservation buffer and a countercyclical 
buffer to protect the banking sector from periods of excessive credit growth. The new 
regulatory framework for banks also introduces minimum global liquidity standards 
consisting of a short term liquidity coverage ratio coupled with a longer term, structural net 
stable funding ratio. In addition, Basel III brings forward proposals for a more solid risk 
management, covering areas such as corporate governance, off-balance sheet exposures and 
securitization activities or compensation practices. It also calls for better supervision – for 
instance, when the assessment of the adequacy of a bank’s liquidity risk management 
framework and its level of liquidity is at stake – and effective cooperation among supervisors, 
but also central banks. Crucially, the BCBS also came forth with good practice principles on 
supervisory colleges,PF

73
FP alluding to the need for coherent cross-border supervision of 

international banking institutions with a view to also improving financial stability at the 
macroprudential level.  

With respect to enhanced transparency, the new framework requires that all elements of 
capital required be disclosed. To improve short- and long-term transparency, the new 
regulatory framework establishes two minimum standards for funding liquidity: the Liquidity 
Coverage Ratio (LCR) and the Net Stable Funding Ratio (NSFR), which aim to ensure that 
banks can survive an acute stress scenario of one month and one year, respectively. It is for 
national supervisors to ensure that the parameters used in their jurisdiction are transparent and 
outlines in their regulations. To date, the BCBS put on consultation its proposed Pillar 3 
disclosure requirements for remuneration practices.PF

74
FP  

The IMF has suggested that the stringency of the new framework agreed upon at the BCBS 
may put several banks, notably in Europe, in a rather difficult situation, which may ultimately 
lead to the resolution of weak, that is, undercapitalized, banks, as raising capital from public 
sources is not a sustainable solution. This may, inter alia, lead to substantial consolidation in 
the banking sector.PF

75
FP The IMF’ proposes a more holistic approach (See Figure 1) with respect 

to banking reform, which, by its nature, goes beyond the BCBS’ new regulatory framework 
relating to banking and makes reference to broader regulatory reforms that governments 
should endeavour to implement.  

 

Figure 1. Policy Solutions to the Challenges of the Banking Sector 
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Source: IMF (2011) 

C. Innovation incentives, financial stability and the role of transparency  
 

A crucial function of the financial system is to assist in the better allocation and 
deployment of economic resources (both spatially and across time) in an uncertain 
environment. Such function consists of: (a) a payments system with an exchange medium; (b) 
the transfer of resources from savers to borrowers; (c) the gathering of savings; and (d) the 
reduction of risk through insurance and diversification.PF

76
FP  

Practice demonstrates that several existing rules relating to the optimal diversification of 
risks, the protection of consumers and investors, capital adequacy, the avoidance of systemic 
risks or the assurance of market integrity can be regarded as ineffective. Recent scholarship 
has further cast doubt on the virtues of universal banking.PF

77
FP The correctness of this latter view 

seems to be confirmed by current initiatives obliging banks to reassess their focus by 
divesting some of its holdings or abandoning certain financial activities. In addition, the shift 
towards non-traditional banking activities, sometimes through the creation of allegedly 
powerful financial conglomerates, was regarded as reducing banking system stability. Indeed, 
‘the usefulness of financial conglomeration as a risk diversification device’ has been seriously 
questioned.PF

78
FP On the other hand, market discipline, which is a mechanism delegating to 
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market participants the monitoring and disciplining of excessive risk-taking conduct and one 
of the Basel II pillars, has not pre-empted the current turmoil.PF

79
FP To be sure, market discipline 

was distorted in part by the broad government guarantees that diminish any incentive for the 
stakeholders to monitor their banks. Interestingly, it seems that market monitoring worked 
fairly well across financial institutions in the same time period.PF

80
FP 

Thus, it comes as no surprise that an important part of the current Basel III framework 
focused on the revision of the Pillar 3 requirements relating to, inter alia, securitization 
exposures and sponsorship of off-balance sheet vehicles. Banks are now required to disclose 
all elements of the regulatory capital base, the deductions applied and a full reconciliation to 
the financial accounts. In addition, banks are warranted to publish in their websites the full 
terms and conditions of all the instruments that are included in regulatory capital. As 
excessive remuneration in the financial sector has been considered as an important risk 
management weakness giving false incentives and has become a controversial theme in the 
public debate in the wake of the crisis, the BCBS brought forward a proposal on requirements 
for annual disclosure of remuneration practices to support an effective market discipline and 
to allow market participants to assess the quality of practices relating to compensation and the 
quality of support for the firm’s strategy and risk posture.PF

81
FP In this regard, banks are not 

merely requested to disclose the relevant information, but also to clarify how these factors 
complement and support their overall risk management framework. In the medium term, such 
requirements of quantitative and qualitative naturePF

82
FP should promote greater convergence and 

consistency of disclosure regarding remuneration without requiring the disclosure of 
confidential business information. 

I. The current transparency provisions relating to financial innovations after the crisis 

The recent financial turmoil brought about several reforms in the regulation of financial 
services. Both in the EU and the US, important institutional changes have been adopted both 
at the macro- and micro-prudential level. In the EU, the new architecture for financial 
supervision consists of three new European Supervisory Authorities (ESAs): the European 
Banking Authority (EBA);PF

83
FP the European Securities and Markets Authority (ESMA);PF

84
FP and 

the European Insurance and Occupational Pensions Authority (EIOPA).PF

85
FP At the macro-

prudential level, a European Systemic Risk Board (ESRB) is created to monitor and assess 
potential threats to financial stability, focusing notably on providing early warning signals 
about system-wide risks that may be building up. PF

86
FP Thus, the ESRB assumes the 

responsibility for macro-prudential analysis which until recently was conducted in a 
fragmented manner. At the same time, a European System of Financial Supervisors (ESFS) 
was created. This is a network of financial supervisors which are active at the national level 
and at the EU level. At the level of the EU, the network consists of the ESRB and the three 
micro-supervisory ESAs. The ESAs will have a vital role in advising the Commission on the 
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implementation of legislation and in drafting technical standards in those areas that the new or 
revised relevant Directives envisage. In this respect, it bears noting that the EU Commission 
is in the process of revising several important directives such as the Capital Requirements 
Directive, the Financial Conglomerate Directive or the Review of the Markets in Financial 
Instruments Directive (MiFID), also taking into account the Basel III framework that is 
emerging under the auspices of the BCBS.PF

87
FP 

In the US, the Dodd-Frank Act brought about sweeping changes in the American financial 
system. The new framework aims to address regulatory loopholes in areas such as over-the-
counter (OTC) derivatives, asset-backed securities (ABS), hedge funds, credit rating agencies, 
mortgage brokers and payday lenders. The Financial Stability Oversight Council (FSOC), 
attached to the Treasury Department and composed of federal financial regulators, will be 
tasked with identifying and responding to emerging risks throughout the financial system, 
notably by monitoring systemic risk posed by large financial firms and products or activities 
that spread risk across firms. The FSOC is also tasked with improving interagency 
cooperation. Crucially, the FSOC can, by a 2/3 vote, (a) require that a non-bank financial 
service provider be regulated by the Federal Reserve (Fed) provided that its failure would risk 
financial stability; and (b) approve a Fed decision to require that a large complex firm divest 
some of its holdings if it poses a grave threat to the financial stability of the US. In addition, a 
new Office of Financial Research is created within Treasury to collect and analyze data to 
identify emerging risks and disclose relevant information in periodic public reports and 
Congress testimony. However, every regulation of banks will be divided among the Fed, the 
Federal Deposit Insurance Corporation (FDIC), and the Office of the Comptroller of the 
Currency (OCC). Finally, a Consumer Financial Protection Bureau (CFPB) is created to 
protect consumers from unfair and deceptive financial products and practices and ensure 
adequate disclosure of information. Overall, the competences of the Fed are strengthened in 
the wake of the crisis, which will, inter alia, oversee the larger, more complex holding 
companies with assets over $50 billion and other systemically important financial companies. 
The Board of Governors of the Fed is now responsible for identifying, measuring, monitoring 
and mitigating risks to financial stability. In addition, several changes in the governance of the 
Fed are made to avoid conflict of interest, whereas the importance of the New York Federal 
Reserve Bank is recognized, leading to increased accountability for the latter. 

1. Hedge funds 

Hedge funds have been largely unregulated for a long period of time and thus were 
important actors of the shadow financial system. The G-20 has unequivocally pointed to the 
need for regulatory intervention in this area. This comes as no surprise as hedge funds 
sometimes manage a large quantity of assets on behalf of pension funds and other investors. 
Furthermore, they constitute a significant source of counterparty risk for other market 
participants and their contribution to building-up of leverage can be important, as shown by 
the recent turmoil.  

In the EU, a new Directive on managers of alternative investment funds (AIFMD) is aimed 
at filling a gap as to the regulation of hedge funds.PF

88
FP The Directive also covers private equity 

funds, real estate funds and various other types of institutional fund. As in the other areas that 
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we consider below, the EU aims to create single passports, in this case a single market 
passport for European managers and funds. In addition, a third-country passport is expected to 
become a harmonized regime for third-country access to EU investors, establishing 
mechanisms for the recognition of equivalence.T T However, the new Directive provides for a 5-
year transitional period, during which national regimes will co-exist with the EU framework. 
The Directive applies de minimis thresholds for its applicability: Funds with assets of less 
than €100 million are required to register with national authorities and to comply with 
harmonized transparency requirements and additional requirements applied at national level. 
Subject to full compliance with the Directive, such funds can opt in so as to benefit of the 
‘passport’ regime. 

The AIFMD includes several provisions that aim to enhance transparency in the sector and 
allow investors to perform better due diligence. For instance, each investment fund will be 
required to harness the leverage it uses and will be obliged to comply with the set limits on an 
ongoing basis. Competent authorities are to be informed about the use of leverage and the 
ESRB will have access to this information to prevent the build-up of systemic risk. If needed, 
the competent authorities will also be authorized to impose leverage limits under the 
coordination of ESMA. Furthermore, the AIFMD tackles conflicts of interest (disclosure or 
management); it ensures that the liquidity profile of a fund reflects the obligation towards 
investors; it requires that assets be safe-kept by an independent depositary subject to a high 
liability standard and that valuation be performed properly and independently. In addition, the 
new Directive limits investment in several types of alternative investment fund only to 
professional investors. Access for retail investors can only be granted through national 
legislation, but in this national authorities are to adopt additional safeguards at national level 
to guarantee consumer protection. 

An important part of the financial reform in the EU relates to remuneration practices and 
the alternative funds are no exception. Annex II of the new Directive requires that funds adopt 
remuneration policies that, inter alia, be consistent with and promote sound and effective risk 
management without encouraging risk taking inconsistent with the risk profiles, fund rules or 
instruments or incorporation of the fund. Remuneration policies shall be consistent with the 
business strategy, objectives and values of the fund and shall be reviewed periodically. 

In the US, the new regulatory framework created under the Dodd-Frank Act imposes strict 
regulatory requirements to hedge funds and other private funds for the first time. It requires 
that hedge funds managing over $100 million register with the SEC as investment advisors 
and disclose financial data about their trades and portfolios necessary to monitor and assess 
systemic risk and ultimately protect investors. The Dodd-Frank legislation also attempts to 
harness the perilous ties between banks and hedge or private equity funds, for instance by 
limiting investment of banks in such funds. The same goes for the relationship of the latter 
with non-bank institutions supervised by the Fed. Such regulations seem to lead banks to look 
for ‘hedge-like’ investment vehicles in which they could invest money previously invested in 
hedge funds. Currently, an interesting development which may call for regulatory intervention 
in the immediate future is the growing convergence of practices between hedge funds and 
mutual funds. The latter, traditionally considered as conservative and more stable types of 
investment, appear to adopt more risky, hedge-like practices such as long-short strategies, 
market-neutral strategies and arbitrage strategies within the limits of federal securities laws. 
On the other hand, hedge funds start offering more conservative strategies such as equity 
long-only strategy, thereby mimicking strategies of mutual funds. Such developments blur 
regulators, as, depending on the facts, several regulations both at the federal and state level 
may come into play. For instance, mutual funds have been subject to the Investment Company 
Act of 1940 as amended, but also the Sarbanes-Oxley Act of 2002. Would the requirements of 
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these laws apply cumulatively with the requirements of the Dodd-Frank Act relating to hedge 
funds in this type of hybrid situation? More importantly, quid in the case of conflict among 
these pieces of legislation? The more we see convergence among the abovementioned type of 
activities the more pressing these questions will become, raising issues of conflicting 
supervision and overlapping (over-)regulation. Such challenges allude to the pressing need for 
the adoption of function- rather than institution-based regulatory approaches when regulating 
financial services.  

Finally, a source of possible concern can be that hedge funds managing less than $100 
million would act under State supervision. This means that possible conflicts can arise 
between the State regulators and the SEC, even if it was argued that State regulators may be 
more efficient and diligent regulators. 

2. Derivatives 

With respect to derivatives, the limited transparency of overall counterparty credit risk 
exposures caused a loss of confidence and negatively affected market liquidity in time of 
stress.PF

89
FP For a long period, derivatives were deemed to be instruments for professional use, 

which justified their light regulation. Based on the negative experience with the collapse of 
Lehman Brothers and the meltdown of AIG, derivatives regulation came to the forefront of 
regulatory reform efforts in the financial sector. In the Pittsburgh Summit, the G-20 required 
that all standardized OTC derivative contracts be traded on exchanges or electronic trading 
platforms and cleared though central counterparties by end-2012. In addition, OTC derivative 
contracts will have to be reported to trade repositories and that non-centrally cleared contracts 
should comply with higher capital requirements. 

OTC derivatives are derivatives which are traded and negotiated bilaterally, ie without 
going through an exchange or other intermediary. The OTC derivative market is the largest 
derivative market in terms of volume (almost 90% of derivatives is traded over the counter, 
growing from $91 trillion in 1998 to $615 trillion in end-2009) and has been free of any 
disclosure requirements with regard to prices, trading parties, time or underlying assets. 
However, it went unnoticed that derivatives allow leverage to increase and so do they with 
respect to the interconnectedness of market participants.  

The objective has been twofold: to increase pricing transparency and to reduce bilateral or 
counterparty credit risk. In both sides of the Atlantic, determination for regulating OTC 
derivatives markets is evident. In the EU, the European Commission brought forward in 
September 2010 a proposal for a Regulation on OTC derivatives, central counterparties and 
trade repositories.PF

90
FP The proposal introduces a reporting obligation for OTC trading; a 

clearing obligation for certain categories of OTC derivatives, measures to reduce counterparty 
credit and operational risk for bilaterally cleared OTC derivatives; common rules for central 
counterparties and trade repositories; and rules on the establishment of interoperability 
between CCPs.  

More specifically, detailed information on OTC derivative trades entered into by both EU 
financial (such as banks, insurance companies, funds) and non-financial firms (eg energy 
companies, airlines, manufacturers) with large positions in the OTC derivatives market is to 
be reportedPF

91
FP to trade repositories and made accessible to supervisory authorities, whereas 
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trade repositories have to publish aggregate positions by class of derivatives, which shall be 
accessible to all market participants. CCPs are to face stringent rules on prudential (notably 
with regard to capital requirements), organizational and conduct of business standards (for 
instance, disclosure of prices). CCP clearing for contracts that have been standardized 
becomes mandatory, while risk mitigation standards such as exchange of collateral are 
foreseen for contracts not cleared by a CCP. To reduce operational risk, the use of electronic 
means for the timely confirmation of the terms of OTC derivatives contracts is warranted to 
allow counterparties to net the confirmed transaction against other transactions and ensure the 
accuracy of book keeping.  

This legislative initiative is complemented with a proposal for a Regulation on short selling 
and credit default swaps (CDS).PF

92
FP Within this framework, the ESMA is to play a crucial role 

notably with regard to the identification of contracts subject to the clearing obligation and the 
surveillance of trade repositories. The EU Commission is also in the process of revising 
several Directives that will affect OTC derivatives such as the Capital Requirements 
Directive, the Market in Financial Instruments Directive (to ensure trading of standardized 
contracts on organized trading venues, enhancing trade and pricing transparency across venue 
and OTC markets) and the Market Abuse Directive (extending its scope to OTC 
derivatives).PF

93
FP 

Interestingly, the new Directive on undertakings for collective investment in transferable 
securities (UCITS) allows to such investment funds to invest in derivatives either as part of 
their general investment policy or for hedging purposes.PF

94
FP Exposure to such instruments 

should not exceed the total net value of the portfolio of a UCITS. To ensure investor 
protection, full disclosure of the strategy vis-à-vis derivatives is warranted, according to the 
Directive, and notably with respect to OTC derivatives.PF

95
FP  

The Wall Street Transparency and Accountability Act of 2010, as part of the Dodd-Frank 
comprehensive bill, attempts to achieve the two-fold objective notably with respect to OTC 
transactions. According to the Act, the SEC and the Commodity Futures Trading Commission 
(CFTC) are required to regulate OTC derivatives. The former shall exercise oversight over 
security-based swaps, whilst the latter is to supervise swaps in general. Clearing houses or 
swap repositories shall publish the collected data to improve market transparency and provide 
regulators the tools for monitoring and responding to risks.  

To avoid circumvention, ‘swaps’ are defined very broadly to include, inter alia, interest 
rate swaps, caps and floors, CDS, PF

96
FP total return swaps, weather swaps, energy swaps, equity 

swaps, equity index swaps, agricultural swaps, commodity swaps as well as any ‘agreement, 
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policy options’, COM(2009)563 final, 20 October 2009. 
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relating to sovereign debt. CDS are derivatives which provide insurance against the risk of credit default of a 
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contract, or transaction that is, or in the future becomes, commonly known to the trade as a 
swap’.PF

97
FP ‘Security-based swaps’, on the other hand, are defined to include, inter alia, swaps 

based on either (i) a narrow-based security index, (ii) a single security or loan, or (iii) the 
occurrence, non-occurrence, or extent of the occurrence of an event relating to a single issuer 
of a security or the issuers of securities in a narrow-based security index, provided that such 
event directly affects the financial statements, financial condition, or financial obligations of 
the issuer. Mixed swaps, while essentially being security-based swaps, are to be regulated 
jointly by the SEC and the CFTC, after consultation with the Board of Governors of the Fed. 

Importantly, the Act identifies specific categories of market participants/entities, which are 
to respect several obligations and, crucially, comply with certain capital and margin 
requirements as well as reporting and recordkeeping obligations. These are: swap dealers; 
security-based swap dealers; major swap participants and major security-based swap 
participants. 

3. Credit rating agencies (CRAs) 

CRAs relate to the issue of financial innovation in two important respects: first, they 
innovate themselves to improve, for instance, the accuracy of their data or the collection and 
processing of data which allow them to issue reliable credit ratings. Second, the rules that 
CRAs use may give rise to financial innovations, whereby rated financial institutions have 
strong incentives to invent financial tools which allow them to ameliorate, even if only 
artificially, their financial situation.PF

98
FP  

CRAs issue opinions on creditworthiness of companies, governments and sophisticated 
financial instruments. There are about 150 CRAs, but only three of them (Standard and 
Poor’s; Moody’s; and Fitch) share some 95% of the market.PF

99
FP For a long time, they were 

presumed to be the most reliable source of information with regard to the risk of specific 
financial products and enjoyed the privilege of self-regulation. The regulatory state has also 
contributed to this presumption already back in the ‘30s,PF

100
FP but also until recently as such 

credit rating were used in regulatory and supervisory practices. PF

101
FP In addition, credit ratings 

were used as reference for the calculation of capital requirements for solvency purposes with 
which financial institutions had to comply.  

In the wake of the financial crisis, their failure to adequately pinpoint the risk associated 
with subprime residential mortgage-backed securities (MBS) and collateralized debt 
obligations (CDOs) linked to such securities led to public outcry about the impartiality of 
CRAs and the conflicts of interest inherent in their activities notably because of the ‘issuer 
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pays’ business model that was introduced in the early ‘70s.PF

102
FP Indeed, a source of suspicion 

has been that, whereas CRAs have covered structured financial products for several years, 
they started downgrading such securities only once the crisis was already unfolding, ie from 
2007 onwards.PF

103
FP Coincidentally or not, CRAs profits exploded with the growth of such 

products. For instance, the profits of Moody’s tripled between 2002 and 2006. PF

104
FP Rules 

addressing conflict of interest; the quality of credit ratings; the transparency and internal 
governance of CRAs; the overreliance on credit ratings;PF

105
FP and the supervision of their 

activities are deemed as adequate to remedy the situation. In the new regulatory frameworks 
that we examine below, a common theme is the requirement for more transparency and 
disclosure with regard to the methodologies, models and data used by CRAs. Thus, just as in 
previous innovative financial products, financial innovation in this field also is now to be 
regulated and supervised more closely as a result of the financial crisis, with supervisory 
bodies having direct access to previously undisclosed information. 

 In the EU, the Regulation 1060/2009 brings forth major changes in the credit rating 
business within the European Union.PF

106
FP Most importantly, all CRAs which would like to have 

their credit ratings used within the EU are required to apply for registration following the 
procedure described in Title III of the Regulation and Annex II thereof. Such applications are 
to be treated by the Committee of European Securities Regulators (CESR), which is to be 
deciding in a college. The college of regulators is responsible for the supervision of CRAs. 
The CESR, which was re-established with the Commission Decision 2009/77/EC,PF

107
FP is 

responsible for monitoring compliance of the registered CRAs with the Code of Conduct 
Fundamentals for CRAs adopted by the International Organization of Securities Commissions 
(IOSCO). However, application of this Code remains voluntary.PF

108
FP  

It bears mention that, with the creation of the European Supervisory Authorities mentioned 
above, the competences with regard to supervision will change. With respect to CRAs, The 
ESMA will have exclusive supervisory powers as of 1 July 2011. The ESMA will be 
responsible for the processing of registration, ongoing supervision and for all matters 
regarding ratings issued by CRAs established in third countries that operate in the EU under 
the certification or endorsement mechanisms. Most likely, the ESMA will also have 
supervisory powers over trade repositories when the Regulation on OTC derivative markets is 
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adopted. This will allow for a centralized and more coherent oversight notably with respect to 
activities and entities with pan-European reach. National supervisors will remain in charge of 
supervision of the use of ratings by individual entities which are supervised at national level. 
However, the new proposal for a Regulation amending the current Regulation 1060/2009 
implies a hierarchical relationship between the ESMA and the national supervisors in favour 
of the former for the issues relating to the application, enforcement and breach of the 
Regulation.PF

109
FP  

Ratings issued in third countries can be used in the EU through two different mechanisms: 
first, through endorsement pursuant to Article 4:3 of the Regulation; and, second, through 
certification according to Article 5. In the latter, case one essential condition is that the 
European Commission adopts an equivalence decision with the third country, which 
recognizes the legal and supervisory framework of that third country as equivalent to the 
requirements of the Regulation, notably Articles 6-12.PF

110
FP According to these provisions, 

registered CRAs have to adhere to strict rules to address conflicts of interest. CRAs are no 
longer allowed to carry out consultancy or advisory services, but only some ancillary services 
as long as they do not create conflicts of interest with the issuing of credit ratings.PF

111
FP 

Moreover, Sections A and B of Annex I of the Regulation incorporate specific far-reaching 
requirements relating to the corporate governance of CRAs. Furthermore, the CRAs have to 
ensure the quality and accuracy of the methodologies, models and key assumptions they use. 
This requirement is accompanied by various transparency obligations, notably when it comes 
to structured finance products. CRAs are also expected to disclose regularly specific 
information and notify more sophisticated data to a central repository. In addition, CRAs are 
required to publish annual transparency reports on matters such as the legal structure and 
ownership of the CRA, a description of the internal control mechanisms ensuring the quality 
of credit ratings or financial information on the revenue of the CRA. PF

112
FP To exemplify the 

stringency of the new regulatory framework, it is noteworthy that the Regulation attempts to 
harness outsourcing in this industry. Thus, outsourcing of important operational functions is 
prohibited if it impairs the quality of the internal control of the CRA and the ability of the 
supervisory authorities to verify compliance with the Regulation. 

Currently, the European Commission leads a consultation phase in November 2010 to seek 
feedback on remaining issues relating to the regulation of CRAs. A first concern is the issue 
of continuing overreliance on credit ratings, as exemplified by the current euro debt crisis. 
Ensuring accurate and reliable sovereign debt rating is an associated matter that also forms 
part of these consultations. Other issues include whether: competition in the currently 
oligopolistic CRA industry should be enhanced; a civil liability regime for CRAs is 
needed;PF

113
FP and, more critically, what alternatives to the ‘issuer-pays’ model exist which could 
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eliminate possible conflicts of interest.PF

114
FP With respect to competition, the European 

Commission seeks comments as to the desirability and feasibility of creating a public EU 
CRA. In this regard, it was proposed that the ECB or certain central national banks could 
provide credit ratings for regulatory purposes. The reaction of the ECB was rather 
unenthusiastic.PF

115
FP  

In the US, a reconsideration of the previous practice which de facto led to outsourcing the 
evaluation of creditworthiness of financial products towards private CRAs for several decades 
is under way. Conflict of interests and differentiation between structured and other financial 
products take centre stage. However, just as everywhere in the world, one of the most 
important challenges remains how to reduce the use of and reliance on credit ratings in 
regulations and supervision practices.PF

116
FP 

In 2006, the Congress passed the Credit Rating Agency Reform Act, which however did 
not prevent mismanagement and erroneous ratings which gave false signals to financial 
markets. CRAs registered as such with the SEC are called Nationally Recognized Statistical 
Rating Organizations (NRSROs), which include some 10 CRAs, including the big three. The 
Dodd-Frank Act Establishes a new Office of Credit Ratings at the SEC to strengthen 
regulation of credit rating agencies. New rules for internal controls, independence, 
transparency and disclosure as well as penalties for poor performance are aimed to restore 
investor confidence. The new Office is expected to examine NRSROs at least once a year and 
make available to public the results of those reviews. 

Just as the EU Regulation on CRAs, the Dodd-Frank Act requires that NRSROs disclose 
their methodologies and data relied on; the use of third parties for due diligence and their 
track record with regard to credit ratings. Furthermore, the Act equally encompasses 
important corporate governance reforms for NRSROs. PF

117
FPThe latter, for instance, are required 

to have an effective internal control structure as to the implementation of and adherence to 
policies, procedures and methodologies leading to the issuance of credit ratings. In addition, 
they have to submit an annual internal control report to the Office of Credit Ratings, just as 
within the EU. Moreover, ratings analysts are required to take qualifying exams and have 
continuing education.  

The Act also requires that every federal agency review current regulations that require the 
use of an assessment of the creditworthiness of the security or money market instrument as 
well as any references to credit ratings in such regulations. In such cases, agencies are called 
upon to remove any reference to, or, worse, requirement of reliance on credit ratings. The 
more challenging part of this exercise is that the agencies, absent the possibility of referring to 
CRAs credit ratings, should come up with a standard of creditworthiness that they deem to be 
appropriate for the regulations at stake. 

Interestingly, the Act establishes a lower standard of fault to successfully bring forward 
liability claims than the EU Regulation on CRAs. Thus, investors can sue CRAs for a 
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knowing or reckless failure to conduct a reasonable investigation of the facts in a given case 
or to obtain analysis from a third source. In extreme cases, CRAs can be deregistered if they 
issue low-quality ratings over an extensive time period. Overall, SEC is tasked with proposing 
and implementing sets of rules in numerous issues relating to the conduct, regulation and 
supervision of CRAs. For instance, various amendments to the Credit Rating Agency Reform 
Act of 2006 were proposed and implemented the last three years by the SEC, also driven by 
the mandate included in the Dodd Frank Act. Contrary to the EU where ratings of structured 
finance products are to bear distinctive features according to the relevant Regulation, the SEC 
is still in the consultation phase with regard to the appropriate methodology of rating such 
products. This is a difficult area of credit ratings with manifest oligopoly characteristics, as 
the three main CRAs worldwide determine about 94% of the outstanding credit ratings for 
structured finance products. More generally, this matter, along with the conflicts of interest 
raised by the issuer/subscriber pays model, appear to be the most challenging for SEC, but 
also for any regulator who is in the process of reforming the regulation of CRAs 
domestically.PF

118
FP  

 As noted in the Dodd Frank Act, CRAs play a ‘gatekeeper’ role in the debt market that is 
functionally similar to the one that securities analysts play when they evaluate securities in the 
equity market or auditors who review firms’ financial statements. Thus, heavy regulation is 
justified.PF

119
FP It is argued that overreliance on credit ratings will be the central issue for the 

years to come. The transparency and disclosure obligations may be helpful in this respect. 
However, they may not be sufficient. This is because the behaviour of institutional investors 
entails some sort of rational herding. This means that institutional investors will be far more 
interested to align with the behaviour of the other institutional investors without paying much 
attention on due diligence and creditworthiness. Improving the incentive mechanisms in these 
areas through enhanced civil liability and elimination of the regulatory privilege associated 
with a high rating may have a positive impact that no transparency or disclosure requirement 
could generate.PF

120
FP 

II. A Tentative Conclusion 

We attempted to map above the most important regulatory reforms which will have a 
probably varying impact on several innovative financial products that financial markets and 
investors have used in the last decades. Previously voluntary guidelines such as those relating 
to corporate governance endorsed by international bodies now become binding and regulators 
seek their rigorous enforcement. If one adds to this the Basel III requirements that are being 
adopted, major structural changes are expected in the industry, notably because the state has 
now a resolutely pro-regulation stance also in order to protect its interests as shareholder.  

Demanding disclosure requirements may go hand in hand with the betterment of the 
resilience of a given financial market. Thus, the fact that the level of sophistication of a given 
transparency requirement is high should not be taken to imply that in the long-term financial 
market will become less stable or more volatile. Rather, transparent and easily comparable 
transparency regulations may actually improve the efficiency of financial markets.PF

121
FP 
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However, one should not lose sight of the fact that transparency requirements should be 
accompanied by concrete enforcement tools for supervisory authorities. For instance, without 
such tools, information on exposures in credit derivative markets alone may not allow 
avoiding challenging instances of financial instability, notably when ones takes into account 
the important cross-border exposures in derivative markets. In this regard, clarity (or lack 
thereof) as to the delimitation of competences of the manifold institutions that have been 
created in recent times may affect and procrastinate effective enforcement.   

However, the top-down approach just described is not necessarily the only option one can 
envisage. Persuasive calls for more transparency can also come by the side of investors who, 
in order to protect their investment or make a decision as to where to invest their money, may 
create new screening and evaluation methodologies of companies, including financial 
institutions.PF

122
FP Thus, the drive for profit can generate substantial levels of transparency which 

will allow investors to direct their money to the most efficient companies and thus support 
innovation, which in turn sustains long-run growth.PF

123
FP In that case, transparency would be 

taken care of by the private sector. Public sector interference would thus be unnecessary. A 
danger here is that the information gap among regulators, investors and financial institutions 
may be widened instead of getting diminished. Thus, some form of supervision may be 
needed to oblige financial institutions to disclose information. In that case, even if the 
regulator does not have the expertise to digest and decipher this type of information, profit-
seeking investors would have a profound interest in undertaking this type of exercise. Hence, 
instead of arguing for more regulation in financial innovations, it would make more sense to 
insist on the development of more reliable and efficient screening technologies. Regulators 
can have a decisive role in the development of such policies.PF

124
FP 

Finally, at the institutional level, it will be interesting to see how domestic regulators and 
supervisory authorities will interact in practice with the FSB, which has assumed a leading 
coordination role at the international level with the eulogies of G20. Recall that during the 
Seoul Summit, the G20 reaffirmed ‘the FSB’s role in coordinating at the international level 
the work of national financial authorities and international standard setting bodies in 
developing and promoting the implementation of  effective regulatory, supervisory and other 
financial sector policies in the interest of global financial stability.’PF

125
FP When the smoke from 

the financial and sovereign debt crises goes down, FSB would most likely have to deal with 
regulatory competition in financial markets. 

D. Transparency in the GATS 
The GATS still lacks a comprehensive framework to tackle non-discriminatory, but still 

excessively burdensome regulatory measures; subsidization; or anti-competitive practices, 
                                                 

P

122
P As Levine eloquently put it: 
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among others. A priori, this would suggest that the successful culmination of a complaint 
brought before the WTO adjudicating bodies which would challenge the big bulk of the 
measures taken to address the recent financial crisis appears highly unlikely. This is not 
necessarily worrisome if the manifold measures that have been adopted to promote financial 
recovery remain temporary, as the G20 leaders pledged in Pittsburgh in November 2009. It 
becomes, however, a source of concern in case that these measures distort competitive 
conditions in the marketplace for the coming years, giving advantages to certain institutions 
over others or rescuing unsustainable institutions whose situation was problematic already 
before the upsurge of the crisis.PF

126
FP They can also have trade-distorting effects if they require 

withdrawal from activities abroad to support domestic lending. Other than violating the spirit 
of the non-discrimination principle, the quintessence of the GATT/WTO edifice,PF

127
FP such a 

constellation gives an erroneous message to financial institutions and may perpetuate moral 
hazard. 

The tempting proposal for a complete overhaul of financial regulation which will be 
underpinned by a coherent intellectual frameworkPF

128
FP is also relevant for the future role of the 

GATS in affecting the way financial services regulation will look like in the years to come. 
Being a central feature of the WTO, the GATS is based on the principles of non-
discrimination and progressive liberalization of market access. More specifically with respect 
to financial services, the GATS contains rules that are relevant for our purposes in three 
different instruments: First, in the GATS main text; second, the Annex on Financial Services, 
which forms an integral part of the GATS by virtue of Article XXIX GATS and therefore is 
binding to all WTO Members; and, third, the Understanding on Commitments in Financial 
Services (hereinafter, ‘the Understanding’). The last two instruments elaborate on various 
provisions of the GATS, for instance, by increasing the level of sophistication or modifying 
certain provisions regulating trade in services in favour of more trade liberalization at the 
sectoral level. Transparency at a sectoral level does not seem to have been of major concern 
for the drafters of the GATS. Unlike the sectoral initiative on telecommunications, the 
Financial Services Annex does not incorporate any rules which would give some flesh to or 
require higher levels of notification or disclosure when compared to Article III GATS, which 
encompasses the main transparency obligations in the area of services trade.PF

129
FP Furthermore, 

even in the current state of affairs, respect of the publication and notification requirements of 
Article III less than meets the eye. For instance, in its Trade Policy Review in 2008, the 
United States pointed out, in reply to a question from China, that few Members had recently 
notified under these provisions. Thus, from the US perspective, ‘the absence of Article III:3 
notifications would not appear to support a conclusion that they have neither introduced nor 
changed existing measures in a manner that significantly affects trade in services covered by 
their specific commitments’.PF

130
FP Tellingly, none of the bail-out initiatives in the banking sector 

taken by many Members in 2007-08 had been notified by April 2009. To be sure the fact that 
some of these measures could possibly be justified under the prudential carve-outPF

131
FP included 

in the GATS does not release any Member from its obligation to notify such measures to the 
                                                 

P

126
P Cf European Commission, ‘Temporary Community framework for State aid measures to support access to 

finance in the current financial and economic crisis’ OJ C 83/1 of 7 April 2009. 
P

127
P cf. Thomas Cottier and Markus Krajewski, ‘Which Role for the Non-Discrimination Principle in International 

Financial Law?’ (2010) 13:3 Journal of International Economic Law 817. 
P

128
P See Franklin Allen; Ana Babus; and Elena Carletti, ‘Financial Crises: Theory and Evidence’, 8 June 2009, p. 

31. 
P

129
P For an analysis of Article III of the GATS, see P. Delimatsis, International Trade in Services and Domestic 

Regulations: Necessity, Transparency, and Regulatory Diversity (Oxford University Press, 2011), at 265. 
P

130
P WTO document WT/TPR/M/200/Add.1 of 9 September 2008, at 213. 

P

131
P See below note 144. 
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WTO in accordance with Article III:3 GATS.PF

132
FP 

The only detailed rule pertaining to transparency in financial services is enshrined in 
paragraph B.1 of the Understanding, which requires that each Member that endorsed the 
Understanding list in its Schedule any existing monopoly rights relating to financial services. 
This provision includes a best-effort call for Members to eliminate such monopolies or reduce 
their scope. Other than this, the GATS does not interfere with the disclosure requirements 
adopted elsewhere, notably at the BCBS level, but rather adopts a neutral stance. However, it 
is commonplace that transparency is an important factor for good regulatory governancePF

133
FP 

and may even influence supply patterns.PF

134
FP That is, absent sufficient levels of transparency, a 

financial service supplier may opt for cross-border supply (Mode 1 in the GATS parlance) to 
the detriment of investment in financial services (mode 3 in the GATS parlance) may be 
discouraged.  

The GATS, when compared to the other WTO Agreements, is a flexible contract whereby 
the main liberalizing provisions, that is, the elimination of limitations on market access 
(mostly of quantitative nature)PF

135
FP and on national treatment,PF

136
FP apply only if a given Member 

decides to open a given sector (such as financial services) or sub-sector (eg payment services) 
by inscribing a commitment in its Schedule of Commitments. Thus, it is the latter that 
determines the applicability of the most essential GATS rules to a given WTO Member. In 
this Schedule, when inscribing a sector or subsector, Members are expected to qualify the 
access granted to their domestic market or the remaining limitations with regard to national 
treatment.  

With respect to scheduling commitments exclusively in financial services, the 

                                                 
P

132
P Accrording to Art. III:5 GATS, a reverse notification, ie a Member notifying another Member’s measures that 

significantly affect trade in services, could also be possible. See P. Delimatsis, ‘Article III: Transparency’ in R. 
Wolfrum; P.-T. Stoll; and C. Feinäugle (eds), WTO – Trade in Services: Max-Planck Commentaries on World 
Trade Law (Martinus Nijhoff Publishers, 2008), at 99ff. 
P

133
P Cf at W. Dobson, ‘Financial Services and International Trade Agreements: The Development Dimension’ in 

A. Mattoo; R. Stern; and G. Zanini (eds), A Handbook of International Trade in Services (Oxford University 
Press, 2008) 289, at 297. 
P

134
P P. Delimatsis, ‘Due Process and “Good” Regulation Embedded in the GATS – Disciplining Regulatory 

Behaviour in Services Through Article VI of the GATS’ 10:1 Journal of International Economic Law (2007) 13. 
P

135
P The six market access limitations on market access set out in Art. XVI GATS are: a) limitations on the 

number of services suppliers (e.g. monopolies or exclusive rights for the supply of reinsurance services; 
measures limiting the number of bank licenses that will be granted);  b) limitations on the total value of service 
transactions or assets (e.g. measures limiting foreign banking assets to a specific percentage of total banking 
assets in the Member concerned);  c) limitations on the total number of service operations or on the total quantity 
of service output  (e.g. limitations on the number of ATMs or branches that foreign banks can establish);  
d) limitations on the total number of natural persons that may be employed in a particular service sector or that a 
service supplier may employ (e.g. limitations on the number of foreign employees in banking institutions);  
e) measures which restrict or require specific types of legal entity or joint venture through which a service 
supplier may supply a service.  This would capture, for example, not only non-discriminatory measures requiring 
specific types of juridical person to supply financial services (e.g. joint-stock companies), but also prohibitions 
to establish direct branches; or requirements that foreign insurance companies establish joint-ventures with local 
partners at the territory of the host Member;  and f) limitations on the participation of foreign capital in terms of 
maximum percentage limit on foreign-shareholding or the total value of individual or aggregate foreign 
investment (e.g. measures prohibiting foreign investors from owning more than a specific percentage of the 
shares of asset management companies in the Member making the commitment). 
P

136
P Contrary to market access, the national treatment obligation laid down in Art. XVII GATS does not 

enumerate limitations in an exhaustive manner, thereby allowing host countries to scheduel any type of 
discriminatory measure to the detriment of foreign service suppliers.  
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Understanding provides an à la carte approach to scheduling.PF

137
FP With its predetermined set of 

commitments it has led to deeper commitments in the sector and was incorporated into the 
Schedules of Commitments of several (notably OECD countries) Members on an MFN 
basis.PF

138
FP The Understanding does not prevent a Member from adding any limitations on 

market access and/or national treatment even if it undertook commitments in the financial 
sector based on the Understanding. First, the Understanding requires the binding of the status 
quo and embodies a standstill commitment. That was an important feature, as several 
Members hesitated to bind the status quo of their domestic regulatory framework in most 
services sectors. Second, the Understanding has adopted a negative-list approach to 
scheduling regarding commitments on commercial presence.PF

139
FP More specifically according 

to paragraph B.5, Members are required to grant financial service suppliers of other Members 
the right to establish or expand within their territory a commercial presence, even if this is 
done through the acquisition of existing companies. Paragraph B.6 allows Members to impose 
terms and conditions only as long as they do not circumvent Members’ obligation under 
paragraph 5. Third, the Understanding signalled the importance of undertaking broad 
liberalisation commitments relating to market access, national treatment and government 
procurement.PF

140
FP  

For our purposes, there are two interesting provisions in the Understanding: in paragraph 
B.3, the Understanding requires that Members allow cross-border trade in insurance services 
and the provision and transfer of financial information and financial data processing and 
advisory and other auxiliary services (but not intermediation) relating to banking and other 
financial services. Thus, in principle, several Members pledged to allow cross-border 
provision of various financial services.  Furthermore, the Understanding refers to the concept 
of ‘new financial service’ for the first time, requiring Members to accept the supply of such 
services in their territory by any financial service provider established in the host country.PF

141
FP 

The purpose of this provision, which was strongly supported by the U.S. financial services 
industry, is to allow innovative products introduced by financial institutions in their home 
countries – and approved by the competent home-country authorities – also to be introduced 
by their offices in the host countries regardless of whether these services are yet supplied in 
these jurisdictions.PF

142
FP According to paragraph D.3, a new financial service ‘is a service of a 

financial nature, including services related to existing and new products or the manner in 
which a product is delivered, that is not supplied by any financial service supplier in the 
territory of a particular Member but which is supplied in the territory of another Member. It is 

                                                 
P

137
P From a legal viewpoint, the Understanding is a unique WTO document, as it was included in the Final Act of 

the Uruguay Round but, does not form an integral part of the GATS. 
P

138
P The following Members undertook commitments according to the Understanding: Australia, Bulgaria, 

Canada, Czech Republic, European Communities (EC15), Hungary, Iceland, Japan, Liechtenstein, New Zealand, 
Nigeria, Norway, Slovak Republic, Sri Lanka (excluding insurance), Switzerland, Turkey, and United States. 
P

139
P According to paragraph 3.2 of the Understanding, commercial presence is defined more broadly than the 
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branches, agencies, representative offices or other organizations. 
P

140
P In the case of government procurement and unlike Art. XIII GATS, Members that undertook commitments 

according to the Understanding pledged to ensure non-discrimination with respect to the purchase or acquisition 
of financial services by public entities at the host Member.  
P

141
P Paragraph B.7 of the Understanding.  

P

142
P As von Bogdandy and Windsor put it, ‘this provision preserves the competitive advantage of innovative 

financial institutions in foreign and more traditional markets by preventing the host Member from inhibiting 
innovation’. See A. von Bogdandy and J. Windsor, ‘Understanding on Commitments in Financial Services’ in 
Wolfrum; Stoll; and Feinäugle (eds), above note 132, at 657. 



  

28 
 

noteworthy that this provision has been replicated in several free trade agreements.PF

143
FP Thus, 

the new financial services must not necessarily be supplied in the territory of the Member 
wishing to introduce it. Both of these provisions become pertinent in the wake of the financial 
crisis, notably when juxtaposed to the prudential carve-out reflected in paragraph 2(a) of the 
Financial Services Annex.PF

144
FP The broad wording of the latter provision appears to imply that 

it prevails over any provision to the contrary, including terms, conditions and qualifications in 
the Schedules of Commitments that were inscribed according to the Understanding. However, 
such primacy can only be ascertained after a careful examination on a case-by-case basis, 
taking into account all parameters of a given measure affecting financial services supply. 

It follows that the GATS rules become pertinent mainly after the identification of certain 
protectionist actions by a WTO Member and an examination of its Schedule of Commitments. 
The fact that WTO Members made more commitments in the financial sector than in any 
other sector except tourism makes a disagreement over the compatibility of a given measure 
with a Member’s Schedule rather likely. The content of several measures mentioned above 
(for instance, the registration requirements for CRAs) may be actionable based on the above-
mentioned provisions, in conjunction with the obligations enshrined in the GATS, most 
pertinently on market access, national treatment and transparency. In the WTO, it is 
noteworthy that protectionism is considered to have occurred if the conditions of competition 
in the marketplace are distorted. Thus neither protectionist intent nor effect needs to be 
proven for a violation of the WTO obligations of a given country to be substantiated. 

While in the immediate aftermath of the crisis protectionist pressures were minimal, in the 
most recent monitoring report released jointly by the WTO, OECD and UNCTAD an increase 
of potential protectionist measures was found. PF

145
FP This report also confirms that less than 20% 

of the measures taken by G20 economies since October 2008 and were considered as 
problematic from a WTO law perspective were removed. Having said this, the situation is 
mixed in the area of services. For instance, market access has improved in the 
telecommunications sector. As to financial services, the report acknowledges that the supply 
of financial services by foreign financial institutions will become more difficult if only due to 
the stricter regulation and supervision of financial services, notably in the EU and the US, and 
a renewed focus on the adequacy of home country rules which may be negatively affecting 
the liquidity, operations or overall performance of institutions established in the host country. 
In the area of reinsurance, important restrictions to the cross-border supply of such services 
were introduced in Mexico, Argentina and Brazil. Traditionally, reinsurance is one of those 
financial services which have been supplied overseas by the big financial centers.PF

146
FP As noted 

earlier, the Understanding provides that reinsurance and retrocession and the services 
auxiliary to insurance as referred to in subparagraph 5(a)(iv) of the Financial Services Annex 
is one of the areas where Members must allow for cross-border supply.PF

147
FP The fact that those 
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143
P See, for instance, Chapter 7, Art. 3 of the Japan-Peru Economic Partnership Agreement. 

P

144
P Paragraph 2(a) of the Financial Services Annex reads:  

Notwithstanding any other provisions of the Agreement, a Member shall not be prevented from taking 
measures for prudential reasons, including for the protection of investors, depositors, policy holders or 
persons to whom a fiduciary duty is owed by a financial service supplier, or to ensure the integrity and 
stability of the financial system.  Where such measures do not conform with the provisions of the 
Agreement, they shall not be used as a means of avoiding the Member's commitments or obligations 
under the Agreement. (emphasis added) 

P
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P See WTO; OECD; UNCTAD, ‘Report on G20 Trade Measures (Mid-October 2011-April 2011)’, 24 May 

2011, p. 7. 
P

146
P WTO, ‘Financial Services’, S/C/W/312, 3 February 2010, p. 39. 

P

147
P See Understanding on Commitments in Financial Services, Section B, para 3 (b). 
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countries have not undertaken commitments based on the Undertaking gives them more 
flexibility in modifying their regulatory framework in the aftermath of the crisis. 
Nevertheless, this is not the case for those Members that used the alternative approach 
proposed by the Undertaking. For those countries, the invocation of the prudential carve-out 
laid down in the Financial Services Annex appears to be the only option for them to save their 
measures.  

In the meantime, one cannot help but underscore Members’ reluctance in reviewing the 
GATS and international trade regulation in financial services in the aftermath of the crisis 
with a view to adapting the legal framework to the new landscape.PF

148
FP Manifestly, WTO 

Members do not consider the GATS as being in need of revision as long as the more relevant 
finance-related institutions at the global level such as the FSB, the BIS or the IMF are 
strengthened and adequate institutional reform takes place in this front. A more promising 
area where the GATS could perhaps play a role is standardization. However, à la the 
Agreement on the application of sanitary and phytosanitary measures (SPS), Members appear 
to consider that other institutions such as IOSCO are much more suitable to deliver in this 
area. Still, where the WTO could do more, along with its cooperation and information 
exchange policy, is the democratization in the form of more open participation and the 
increase of legitimacy of these institutions.  

As things stand, the obligations enshrined in Article VI:1 may be the only available route in 
the GATS with some ‘bite’. This provision requires that measures of general application 
affecting trade in services be administered in an objective, reasonable, and impartial 
manner.PF

149
FP Whereas this obligation is conditional on the existence of specific commitments in 

the Schedule of a given Member, the fact that the commitments undertaken in the financial 
sector (notably by developed countries, which are now at the epicenter of recovery schemes) 
are sweeping clearly suggests that this obligation may have significant ramifications. A 
possible development of this requirement towards a requirement of objectivity, impartiality 
and reasonableness of the measures as such (as opposed to their administration) should be 
contemplated, although such a test is arguably enshrined already in the prudential carve-out of 
the Financial Services Annex. 

In a nutshell, absent any concrete output and determined action by the WTO legislative, the 
scope of various GATS provisions relating to transparency remains vague. Nevertheless, from 
a normative point of view, in the case of financial services, leaving to other institutions the 
creation and implementation of a strategy for effective supervision, regulation and stability 
appears to be a type of wise outsourcing. Other than being a state-to-state contract that fails to 
capture this type of private activity in global finance, the WTO does not have the expertise to 
be actively involved in the discussion of how financial regulation or substantive regulatory 
standards will resemble in the coming years.PF

150
FP Through the GATS, the WTO merely creates 

a procedural framework for regulatory cooperation.PF

151
FP Furthermore, the political will appears 

to be in favour of managed multilateral constructions such as the upgrade of the FSB or the 
IMF which, albeit more inclusive than in the past in terms of membership, do not involve the 
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2011’, S/FIN/M/67, 12 April 2011. 
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P Delimatsis, above note 134; also Markus Krajewski, ‘Article VI GATS (Domestic Regulation)’ in Wolfrum; 
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150
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P See Mahmood Bagheri and Chizu Nakajima, ‘Optimal Level of Financial Regulation Under the GATS : A 
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(2002) 5:2 Journal of International Economic Law 507, at 524. 
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WTO. Still, the link between global trade and finance is undoubtedly strong. Periodic reviews 
of current measures affecting trade that are published jointly by the WTO, the OECD and 
UNCTAD and communicated to G20 are aimed to increase awareness of this link.PF

152
FP  

E. Conclusion 
A substantial part of the blame for the crisis is put on the lack of transparency that was 

associated with the massive issuance of ABS, such as MBS and CDO. PF

153
FP The sale of risky 

products to poorly-informed investors who ignored the risk they were taking of this type led 
to financial turmoil. New legislation on transparency requires the disclosure of more 
information about the underlying assets and an analysis of their quality. Such information, 
however, will be of no value if it cannot be processed adequately and expeditiously by the 
regulators, supervisors and investors alike. 

Innovation in finance takes typically the form of evolutionary adaptations of prior 
products.PF

154
FP This does not alter the fact that, just as every innovation, innovation in financial 

services is costly and risky.PF

155
FP To all intents and purposes, financial innovation appears to 

finally be getting the attention that it deserves from the regulators’ and supervisors’ side. 
Tellingly, in a controversial move, the SEC created in September 2009 the Division of Risk, 
Strategy and Financial Innovation, the first new division created at the SEC in 37 years. This 
is a think-tank which is expected to improve the expertise of SEC in properly evaluating 
systemic risk and complex financial instruments and suggest regulatory solutions which 
would leave the appetite for further financial innovation untouched. This comes as a reaction 
to the fact that supervisors have been accused of being unable to understand the mechanics of 
financial innovation or of at least tolerating certain anomalies in areas such as the issuance of 
credit ratings, the function of derivatives markets or the conduct of hedge funds.PF

156
FP Politicians 

have also been intermingling with financial decisions and encouraged the use of innovative 
financial instruments which contributed to the housing market bubble in the US and led to the 
enormous bailouts of Freddie Mac and Fannie Mae.PF

157
FP  

The interaction between regulation and financial innovation is fairly peculiar: whereas 
product innovation would usually presuppose the existence of certain regulatory instruments 
such as subsidies to capital investment; R&D subsidies; or tax credits, financial innovation 
appears to have its own dynamics. Incentives for financial innovation are mainly generated by 
the quest for expertise and the reputation therefor, as noted earlier. This means that there are 
hardly any regulatory incentives which could encourage financial innovation other than the 
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Rosenberg, ‘An Overview of Innovation’ in R. Landau and N. Rosenberg (eds), The Positive Sum Strategy: 
Harnessing Technology for Economic Growth (National Academy Press, 1986), 275, at 283. 
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P P. Tufano, ‘Financial Innovation and First Mover Advantages’ (1989) 25 Journal of Financial Economics 

213. 
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P See also C. Calomiris, ‘Financial Innovation, Regulation, and Reform’, (2009) 29:1 Cato Journal 65, at 68, 
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protection of intellectual property rights, for instance, when it comes to the protection of 
sophisticated software programmes for assessing risk or screening start-ups with a view to 
deciding whether financing will be provided. In this area of innovation the general 
observation that competition will enhance innovation holds true.PF

158
FP As noted earlier, it is 

rather this quest for acquiring first-mover advantage that leads financial institutions to invest 
in innovation. In addition, regulation can also encourage innovation – albeit of dubious social 
value – in that financial institutions may seek the use of financial innovations to avoid being 
regulated or taxed heavily. As we noted earlier, there is evidence suggesting that financial 
innovation has invariably been a response to regulatory intervention. Regulation can also 
encourage innovation in globalized financial markets if it seeks to harmonize certain 
requirements across jurisdictions such as reporting requirements, thereby diminishing 
compliance costs and facilitating market access. This is yet another example of the essential 
interplay between regulation, financial innovation and transparency, notably in a globalized 
financial landscape.  

On the flip side of the coin, the regulatory environment can stifle innovation. For instance, 
it is expected with great interest the assessment of the effects of the Volcker rule that we 
described above, but also, more generally, of the reversal of light-touch regulatory approach 
that was dominating in the pre-crisis environment. There is evidence, albeit not compelling, 
that regulatory intervention can have negative effects on the creation of innovative financial 
products.PF

159
FP However, this can be regarded as a welcome development if financial innovation 

merely aims at regulatory evasion. In this respect, financial innovation in recent decades, by 
crossing national borders, has affected regulation in that it has clearly made a compelling case 
for centralization of regulatory solutions and if possible global coordination of financial 
regulations to level the playing field. In such cases, enhanced transparency, a central good-
governance principle, and sharing information across borders can allow for well-meant 
regulatory competition and ultimately encourage innovation, while allowing for better 
supervision and informed investment decisions. In the period before the crisis, global 
coordination has been the exclusive domain of private bodies such as the BIS or IOSCO. In 
the wake of the crisis, such total deference to a type of global self-regulation is being screened 
by the G20, whereas the calls for more open participation in the FSB are becoming more 
pressing. This should not be taken to mean that self-regulation, be it at domestic, 
supranational or international level, is abandoned. This is because information asymmetries 
between regulators and the market will not cease to exist.PF

160
FP  

Another interesting interrelation that deserves further research is the one between 
competitiveness and transparency/disclosure requirements for financial innovative products. 
Take the case of derivatives markets. Requiring public disclosure of certain information such 
as position taking to certain contracts may ultimately have negative effects and may even 
reduce market liquidity. Therefore, it seems that disclosure exclusively to the corresponding 
regulator or supervisory authority would be much more meaningful. Public disclosure can still 
be required, but perhaps in a later date so that it does not affect business decisions nor allows 
for misuse of disclosed information. 

Financial innovation is very much linked to globalization. If one considers the latter as an 
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Relationship’ (2005) Quarterly Journal of Economics 701. 
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Challenges for Public Policy’, May 1997, p. 27.  
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Handbook of Regulation (Oxford University Press, 2010) 437, at 449. 
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irreversible process, then financial innovation will continue to play a central role in the 
aftermath of the crisis.PF

161
FP At an international level, we are witnessing a paradigm shift: 

economic globalization has outpaced the development of the political institutions required, as 
increased interdependence beyond borders also requires collective action beyond the national 
level.PF

162
FP A hardening of the traditionally soft financial regulation at a global level is emerging 

with the upgrade of the FSB and the IMF. The fact that G20 substitutes for G8 as the forum of 
global discussions on economic recovery is a welcome development, as it broadens the group 
of countries which are heard. However, political legitimacy remains an issue. In any event, 
there is a high level of learning-by-doing in this area and we are at the beginning rather than 
the end of changes in the global financial architecture. 

All regulatory efforts at the domestic and international level lean towards the adoption of 
strict, counter-cyclical regulations. The impact on financial innovation may vary. Innovative 
financial instruments that aim to circumvent regulation (that is, avoid heavy taxation or take 
advantage of regulatory arbitrage) may be addressed by such efforts. If so, this is a welcome 
development, as the broader, aggregate welfare effects of such innovations are doubtful at 
best. What is, however, more interesting and may have a significant impact on the future of 
finance is how securitization will evolve in the aftermath of the crisis and the strong pro-
regulatory, ‘hands-on’ bias. As things stand, it seems that securitization has not lost its 
attractiveness and thus it is for the supervisors and regulators to ensure that a proper use of 
such instruments is made. Thus, the idea sometimes put forward that more regulation may 
impede innovation may not hold true: better regulation may direct entrepreneurial talents to 
financial innovations that enhance societal wellbeing. 
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