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Regulatory arbitrage in financial markets refers to a number of strategies that 

market participants use to avoid the reach of regulation, in particular by virtue of 

shifting trading abroad or else relocating activities or operations of financial 

institutions to other jurisdictions. Where this happens, such arbitrage can trigger 

regulatory competition between jurisdictions that may respond to the relocation of 

financial services (or threats to relocate) by moderating their regulatory standards. 

This paper develops a framework for the assessment of both phenomena in the 

context of financial regulation and assesses their merits. I argue that regulatory 

competition has many advantages over alternative global approaches, notably 

international harmonization of regulation, by offering a dynamic process for the 

discovery of efficient regulatory standards. However, the risk is that countries lower 

their standards solely to attract businesses and thereby impose externalities on the 

worldwide financial market by undermining financial stability as a global public 

good. 

Policymakers worldwide are experimenting with remedies to respond to the 

phenomenon. I introduce the importance of an effective special resolution regime for 

financial institutions to the discussion. I argue that, within limits, a credible, 

worldwide resolution scheme can effectively contribute to reducing the dilemma. Its 

main benefit would be to tackle the problem of financial stability caused by 

systemically important financial institutions’ excessive risk-taking. If such risk-taking 

would be judged by market discipline instead of posing a risk to global financial 

stability, the main downside of regulatory competition could be restrained. Within the 

boundaries of such a system, competition could then operate and contribute to a 

market-led design of financial regulation.  
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I. INTRODUCTION 

Strategies to avoid regulation are as old as regulation itself. But avoiding 

regulation by way of relocating to escape from the territorial reach of a regulator is a 

more recent strategy, which has gained in importance in an ever more globalized 

world. In the context of financial regulation, the phenomenon has gained new interest 

since the global financial crisis of 2007-09, partly because regulatory standards have 

been tightened in many jurisdictions, and partly because the crisis demonstrated 

dramatically how integrated international financial markets have become and how 

modern technology and the global reach of large banking groups have reduced the 

costs to escape from the reach of legal rules by moving operations abroad. 
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For example, the New York Times reported in 2011 under the heading “Could 

Barclays Move to New York?” that “Executives of large British banks, including 

HSBC, Standard Chartered and Barclays, had been threatening to move their 

headquarters abroad ever since a government-appointed banking commission [in the 

U.K.] hinted it would consider splitting investment and retail banking to make 

Britain’s financial sector more stable.”
1
 According to this story, market analysts had 

taken the view that there is “little option for Barclays but to reconsider domicile.”
2
 

Such warnings are widely seen as a tactic by banks to scare their governments into 

abandoning plans for stricter financial regulation. Arguably, it is the shareholders, 

pushing for higher returns, who pressure Barclays to consider such a move.
3
 A 

relocation to Hong Kong is repeatedly being discussed at competitor HSBC, with 

reference to the increased U.K. bank levy and onerous regulatory reforms.
4
 
5
 

For the most part, such relocation scenarios remain nothing more than an 

empty threat.
6
 There is, however, a more refined, indirect way of moving banking 

business abroad: by shifting financial transactions to other entities within the same 

banking group. For example, in the reports about HSBC’s most recent plans, 

observers explain that the more likely option is to move the bank’s repo trading 

abroad. As Anthony Browne, chief executive of the British Bankers’ Association, 

argued, repurchase transactions can inflate banks’ balance sheet, which is unfortunate 

                                                 
1
 Julia Werdigier, Could Barclays Move to New York?, N.Y.TIMES DEALBOOK, March 30, 2011, 

available at <http://dealbook.nytimes.com/2011/03/30/could-barclays-move-to-new-york/?_r=0>. The 

quote refers to U.K. plans to mandate an organizational separation of different banking activities, based 

on recommendations by the Independent Commission on Banking (ICB, chaired by Sir John Vickers), 

which produced its final report in September 2011. 
2
 Werdigier, ibid. 

3
 ibid. 

4
 HSBC, originally founded in Hong Kong, has reviewed the location of its headquarters every few 

years since 1992. The most recent round was launched in 2015 and suggested relocation back to Hong 

Kong: The bank cited the high U.K. bank levy and its strict new regulation that was introduced over the 

past few years as undermining the rationale for staying in London. Martin Arnold, David Oakley & 

Jennifer Hughes, HSBC threatens to move headquarters from UK, FIN. TIMES, April 25, 2015. Already 

in 2011, HSBC had concrete plans around 2011 to quit London for Hong Kong: “HSBC explained to 

shareholders that the more relaxed capital requirements in Hong Kong would cost less and generate 

more profit by allowing it to make greater use of its balance sheet.” Louise Armitstead, HSBC plots 

London exit, THE SUNDAY TELEGRAPH, March 6, 2011, at p. 1. The 2011 decision round was 

particularly controversial due to the release of the ICB report on bank ring-fencing (supra note 1): see 

Richard Wachman, HSBC ‘must be sorely tempted’ to make Hong Kong its HQ, THE GUARDIAN, 

September 13, 2011. 
5
 According to neutral observers, HSBC’s plans are more credible than Barclay’s, since HSBC’s 

structure means that they have already sufficient operations abroad; they are therefore in a position to 

threaten with a realistic exit option if government intervention becomes too constraining. Cornelia 

Woll, THE POWER OF INACTION: BANKS BAILOUTS IN COMPARISON 172 (Ithaca, NY:Cornell University 

Press, 2014); see also Pepper D. Culpepper &Raphael Reinke, Structural Power and Bank Bailouts in 

the United Kingdom and the United States, 42 POLITICS & SOCIETY 427, 437 ff. (2014). 
6
 Note that HSBC is reviewing the location of its headquarters every few years – they have repeatedly 

threatened to relocate abroad, but never done so. 
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for the bank’s exposure to the U.K. bank levy.
7
 Instead, such transactions that have 

formerly been booked in London are now being moved abroad and executed by 

foreign subsidiaries.
8
 That would be an easier and more elegant way of avoiding the 

U.K. bank levy. 

Another example for a more sophisticated arbitrage strategy concerns the U.S. 

rules on derivatives trading. When U.S. regulators recently toughened these rules, 

American banking groups were quick to respond by changing their trading behavior to 

avoid them. According to the Wall Street Journal and other media reports, “U.S. 

banks […] are shifting some trading operations overseas to avoid tough CFTC rules.”
9
 

Again, this illustrates that banks do not have to physically move any assets or places 

of business abroad, but rather structure their trading operations in a way that escapes 

from the reach of domestic regulation. Subsidiaries or affiliates abroad then execute 

these trades instead of the corporate parent. 

 

The question is whether all of these scenarios described are of importance to 

policy makers. In other words: are regulators impressed by the global relocation 

market, or, as the case may be, by a threat to relocate? From a moral point of view, 

they certainly should not. After a global financial crisis that came close to a financial 

meltdown, lawmakers worldwide have understood that they need to overhaul 

regulatory standards. As the Financial Times put it, “After a crisis in which the 

taxpayer bailed out the banks to the tune of many billions, the authorities cannot allow 

financial regulation to be guided by considerations of trade promotion. The public 

interest, not private profit, is what the rules should protect.”
10

 But the comment goes 

on, revealingly, to observe that “[i]t is true that the UK proposals
11

 are more stringent 

than those elsewhere. The most mobile parts of banking might look for more 

forgiving regimes.”
12

 These two statements nicely encapsulate the dilemma that 

regulators are faced with. They simply cannot ignore that they do not operate in a 

vacuum—but that they make choices in a world where competition lures elsewhere. 

So the reality is that they do care.
13

 

                                                 
7
 The U.K. bank levy is a post-crisis annual tax on U.K. banks, charged depending on the size of the 

balance sheet. When the bank levy was introduced in 2011, the rate was set at 0.05%. Since then, the 

rate has been increased many times, up to 0.21% as of April 2015. 
8
 Patrick Jenkins, Banks plot repo retreat from London, FIN. TIMES, May 6, 2015, at p. 19. 

9
 Andrew Ackerman & Scott Patterson, CFTC to Examine Swaps Loophole, WALL ST. J., Sept. 6, 2014, 

at p. B1. See on this in more detail below III.A. 
10

 Financial Times, Comment, Hold Britain’s banks to higher standards: New rules on personal 

accountability are tough but necessary, FIN. TIMES, October 9, 2014, at p. 12. 
11

 Here: on personal accountability of senior bankers. See infra section IV.D. 
12

 Financial Times, supra note 10. 
13

 See also the description made by The Economist, “A chance of showers”, July 18, 2015, at p. 55: 

“Though bits of the regulatory set-up are stern, the British government has recently sent some 

conciliatory signals. It has tried to mollify big multinational lenders based in London with changes to 

the bank levy, an expensive and ill-conceived tax on their global balance-sheets. It will be halved, and 
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Consider politicians’ seemingly benign arguments during the rulemaking 

process on various recent financial laws. During the European discussion around the 

strengthening of banks’ capital requirements, “(…) the EU’s internal market 

commissioner, Michel Barnier, stepped into the debate by warning of the potential 

downside from adopting rigid rules based on Basel III. Barnier fears European banks 

could become uncompetitive if they are forced to adopt higher capital rules than rival 

banks in the US or Asia.”
14

 Further, the dramatic fight for capping bankers’ bonuses 

in the EU has led many British policy makers to protest.
15

 The reason is obvious: 

“British officials and bankers have warned that the limits [on bonus payments] could 

make it harder to keep London, Europe’s main financial hub, competitive with 

financial centers like New York, Singapore and Hong Kong.”
16

 

What counts here is the perception by policy makers, and the alleged threat of 

business exodus. At the moment of policy making, they can only make assumptions 

on whether the arbitrage threats are genuine or not, and on whether the perceived loss 

in competitiveness later really materializes. Just recently, a year after the EU bonus 

cap for financial executives came into force, commentators observed that “[s]o far, at 

least, new European restrictions on bonuses have not undermined London 

dramatically, with no wholesale shift of financial services jobs away from the UK, 

either to New York, or Asia.”
17

 But—psychology matters. There is anecdotal 

evidence that the impact of the new bonus rules and other regulatory pressures have 

yet to feed through fully. 90 per cent of senior staff in the U.K. financial sector say 

that they are considering or willing to move abroad.
18

 

 

To be sure: the list of examples provided here could be continued indefinitely. 

What this introduction seeks to describe has now become clear: the dialogue between 

regulators and regulatees does impact on the way financial rules are written.
19

 

Financial institutions seek to avoid them: we speak of “regulatory arbitrage”. Policy 

                                                                                                                                            
applied only to local operations. The unspoken aim is to stop HSBC and Standard Chartered from 

moving to Asia, as they have threatened.” 
14

 Phillip Inman, UBS may move investment bank to UK to avoid Swiss capital regime, THE GUARDIAN, 

May 26, 2011, available at <http://www.theguardian.com/business/2011/may/26/ubs-may-move-

investment-bank-to-uk-to-avoid-swiss-capital-regime>. 
15

 The “Capital Requirements Directive IV” (CRD IV) implemented the Basel III capital standards in 

the E.U. and also introduced a cap on bankers’ bonuses. DIRECTIVE 2013/36/EU OF THE EUROPEAN 

PARLIAMENT AND OF THE COUNCIL of 26 June 2013 on access to the activity of credit institutions and 

the prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC 

and repealing Directives 2006/48/EC and 2006/49/EC, [2013] OJ L176/338. 
16

 James Kanter, Europe’s Finance Chiefs Reject British Move to Ease Caps on Bank Bonuses, N.Y. 

TIMES, March 5, 2013, available at <http://www.nytimes.com/2013/03/06/business/global/britain-

isolated-as-european-colleagues-support-bonus-caps.html>. 
17

 Michael Pooler, New York and London vie for crown of world’s top financial centre, FIN. TIMES, 

October 2, 2014. 
18

 ibid. 
19

 See Harvey L. Pitt, Bringing Financial Services Regulation into the Twenty-First Century, 25 YALE 

J. REG. 315, 320 (2008). 
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makers bow to (perceived) market pressure and change their rules: that is “regulatory 

competition”. Business can easily shift to jurisdictions where the legal and regulatory 

environment is more attractive. And in an ever more globalized world, regulators find 

themselves among an increasing number of rivals.
20

 

This paper evaluates the power of market pressure on the way financial 

regulation is made. I will argue that—unlike in many other regulatory contexts—the 

phenomena of arbitrage and competition in financial rulemaking are potentially more 

problematic than elsewhere. This is linked to the ease of arbitrage on the one hand, 

and to the risks of deregulation for global financial stability of the other. This paper 

demonstrates that regulatory competition in financial markets is a reality, and it 

evaluates its merits. As a response to market behavior, it has many positive effects for 

the lawmaking process, but may at the same time pose a risk for and undermine global 

financial stability as a public good. The resulting dynamics may require regulatory 

intervention: the traditional response has been to promote international harmonization 

of legal rules, with extraterritorial reach as a comparable unilateral response. In 

contrast to these traditional concepts, this paper introduces the benefits that a special 

resolution regime for financial institutions can bring to the debate. I argue that 

resolution regimes can help introduce market discipline, and that threats to market 

stability can be eliminated where an effective and credible global framework is in 

place.  

 

The paper is structured as follows. Section II gives an introduction to the 

notions of regulatory arbitrage and regulatory competition, and provides an analytical 

framework to analyze the subject matter of this paper. Section III then takes the 

debate into the specific field of financial markets regulation and identifies the 

problems that it creates in this context. This allows section IV to discuss the various 

regulatory answers that regulators traditionally subscribe to. Section V then introduces 

the benefits that a resolution regime for financial institutions can produce if it is 

designed in the right way. Section VI concludes. 

 

II. REGULATORY COMPETITION AND ARBITRAGE: A PRIMER 

At the center of this paper are the notions of regulatory arbitrage and 

regulatory competition. This section reviews the theoretical underpinnings to these 

concepts and provides an analytical framework for subsequent sections. This will 

                                                 
20

 Traditionally, the competition for the leading financial center in the world was mainly between New 

York and London. More recently, both cities have reason to be wary of their Asian rivals. See Pooler, 

supra note 17. 
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allow us to apply the theoretical framework specifically to financial markets 

regulation in section III. 

A. Regulatory competition and arbitrage 

“Regulatory competition” is the competition between lawmakers, or between 

regulators. It is commonly accepted to require three elements.
21

 

First, for regulatory competition to work effectively, the regulatees – usually 

firms, but also individuals or executives – must be able to exploit legal differences 

between jurisdictions. This is a legal criterion: are firms allowed to select a different 

legal regime than the one that would otherwise apply? Is it legally possible to choose 

a different legal regime? For example, lawmakers may impose obstacles to such 

moves—in particular, they may obstruct their firms to relocate abroad or shift 

operations into other jurisdictions.
22

 In such cases, the possibility to engage in 

arbitrage does not even arise in the first place. 

Secondly, once it is legally feasible, the more factual question is – do firms 

make use of these disparities? In other words: do firms actually engage in arbitrage? 

This is an empirical question, and investigates the “demand side” of legal rules. It is 

obvious that the answer will depend on the incentives that are at stake. If the legal 

differences between legal systems A and B are considerable, and the selection of 

system B promises substantial benefits to a firm that is subject to jurisdiction A, it will 

consider to engage in arbitrage between the two—provided, crucially, that the costs of 

switching are not too high. 

Thirdly, firms engaging in regulatory arbitrage may then trigger the “supply 

side” of regulatory competition. That is, states may respond to arbitrage by enacting 

legal reforms and thus compete to attract firms or seek to win them back. Legal 

reforms that respond to the occurrence of arbitrage between legal systems are then 

designed to improve the own legal system at the expense of the other. Jurisdictions 

may thus copy rules that other jurisdictions have been successful with, or they may 

introduce new ones. Sometimes, they may respond to lobbying efforts by those firms 

that draw their attention to the superiority of alternative rules. But more frequently, 

                                                 
21

 There is a rich theoretical literature on regulatory competition. See, inter alia, Charles M. Tiebout, A 

Pure Theory of Local Expenditures, 64 J. POL. ECON. 416 (1956); Wallace E. Oates & Robert M. 

Schwab, Economic Competition Among Jurisdictions: Efficiency Enhancing or Distortion Inducing?, 

35 J. PUB. ECON. 333 (1988); Robert P. Inman & Daniel L. Rubinfeld, The Political Economy of 

Federalism, in PERSPECTIVES ON PUBLIC CHOICE: A HANDBOOK 73 (Dennis C. Mueller, ed., 1997); 

Daniel C. Esty & Damien Géradin, REGULATORY COMPETITION AND ECONOMIC INTEGRATION – 

COMPARATIVE PERSPECTIVES (2001). 
22

 The “real seat theory” in corporate law was arguably an example of a legal doctrine which made it 

impossible for firms to move out of a jurisdiction to benefit from a different corporate legal system. See 

Wolf-Georg Ringe, Corporate Mobility in the European Union – a Flash in the Pan? An empirical 

study on the success of lawmaking and regulatory competition, 10 EUR. COMPANY & FIN. L. REV. 230, 

235 (2013). 
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the sheer market pressure that arbitrage brings about will be sufficient to force 

lawmakers into action, provided – again – the incentives induce them to act. 

 

 Regulatory competition may be offensive or defensive. Offensive means that a 

state introduces legal reforms with the goal of attracting business: regulatory 

competition would be deliberately initiated in order to provoke arbitrage, thus 

effectively reversing elements two and three above. Introducing a low tax rate with 

the express objective of attracting firms may be an example. By way of contrast, 

defensive regulatory competition is the more common form of competition, where 

regulation reacts to the occurrence of arbitrage. If other countries respond and lower 

their tax rates to the same level (or lower), they would react to market forces and seek 

to gain business back. 

B. Examples 

Consider the development of regulatory competition in corporate law. As is 

well known, the competition for corporate charters in the U.S. is considered as the 

classical example for this development.
23

  

 In the U.S., a firm can incorporate in any state regardless of where they are 

headquartered and have its “internal affairs” governed by the laws of its state of 

incorporation. An existing firm can also change their state of incorporation with the 

approval of the board and its shareholders without triggering major consequences 

other than the change in governing law. Technically, the latter step is usually achieved 

by merging a firm with a wholly owned subsidiary in the state of destination.
24

 As a 

result, firms have a choice among legal regimes as long as states offer different legal 

rules.
25

 

                                                 
23

 See, e.g., Lucian Arye Bebchuk & Allen Ferrell, Federalism and Takeover Law: The Race to Protect 

Managers from Takeovers, 99 COLUM. L. REV. 1168 (1999); Michael Klausner, Corporations, 

Corporate Law, and Networks of Contracts, 81 VA. L. REV. 757 (1995); Lucian Arye Bebchuk, 

Federalism and the Corporation: The Desirable Limits on State Competition in Corporate Law, 105 

HARV. L. REV. 1435, 1461-70 (1992); Frank H. Easterbrook & Daniel R. Fischel, THE ECONOMIC 

STRUCTURE OF CORPORATE LAW (1991); Melvin A. Eisenberg, The Structure of Corporation Law, 89 

COLUM. L. REV. 1461, 1512-13 (1989); Roberta Romano, Law as a Product: Some Pieces of the 

Incorporation Puzzle, 1 J. L. ECON. & ORG. 225 (1985); Daniel R. Fischel, The “Race to the Bottom” 

Revisited: Reflections on Recent Developments in Delaware’s Corporation Law, 76 NW. U. L. REV. 

913 (1982); Ralph K. Winter, Jr., State Law, Shareholder Protection, and the Theory of the 

Corporation, 6 J. LEGAL STUD. 251, 256 (1977); William L. Cary, Federalism and Corporate Law: 

Reflections upon Delaware, 83 YALE L.J. 663, 666 (1974). 
24

 See e.g. Ronald J. Gilson, ‘Globalizing Corporate Governance: Convergence of Form or Function’ 

49 AMERICAN JOURNAL OF COMPARATIVE LAW 329, 355 n. 90 (2001). Delaware allows corporations 

and LLCs from other states to convert into a Delaware corporation pursuant to Delaware General 

Corporation Law § 265. 
25

 See in detail Jesse H. Choper, John C. Coffee, Jr. & Ronald J. Gilson, CASES AND MATERIALS ON 

CORPORATIONS (8th ed., 2013) 229-235. 
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 This situation has led to the much-discussed competition for corporate charters 

between U.S. states.
26

 Delaware emerged as the leading venue for incorporations as 

early as the end of the 19
th

 century, and it has stayed the on top of the league ever 

since. Firms are attracted by the flexibility of the legal system, and there is a long-

standing scholarly debate on whether Delaware corporate law is particularly attractive 

to corporate managers. Other factors are the sophisticated Delaware court system and 

the well-established and service-minded Delaware registration system. Indeed, a large 

share of the annual revenue of Delaware relies on so-called franchise taxes, a fee that 

companies have to pay just for being registered there. In recent years, some 

developments in the European Union have emerged that could potentially trigger a 

competition between E.U. Member States resembling the Delaware phenomenon.
27

  

To be sure, regulatory competition is not exclusive to corporate law. Apart 

from this context, the phenomenon has been observed in many other contexts, 

including insolvency law,
28

 securities regulation,
29

 contract law,
30

 environmental 

law,
31

 and taxation law,
32

 to name but a few.
33

 Basically, it can exist wherever private 

actors have the possibility to choose: their choice allows them to compare legal 

systems, and the exercise of their choice helps create a marketplace for legal rules. An 

apt description speaks of “law as a product”.
34

 Nevertheless, it has been recognized 

                                                 
26

 See the references cited supra at note 23. 
27

 Luca Enriques, EC Company Law and the Fears of a European Delaware, 15 Eur. Bus. L. Rev. 1259 

(2004); Eddy Wymeersch, Centros: A Landmark Decision in European Company Law, in 

CORPORATIONS, CAPITAL MARKETS AND BUSINESS IN THE LAW: LIBER AMICORUM RICHARD M 

BUXBAUM 629 (Theodor Baums, Klaus J. Hopt & Norbert Horn, eds., 2000); Francesco Munari & 

Paolo Terrile, The Centros Case and the Rise of an EC Market for Corporate Law, in CAPITAL 

MARKETS IN THE AGE OF THE EURO: CROSS-BORDER TRANSACTIONS, LISTED COMPANIES AND 

REGULATION 529 (Guido Ferrarini, Klaus J. Hopt & Eddy Wymeersch, eds., 2002); Wolf-Georg Ringe, 

Corporate Mobility in the European Union – a Flash in the Pan? An empirical study on the success of 

lawmaking and regulatory competition, 10 EUR. COMPANY & FIN. L. REV. 230 (2013). 
28

 Robert K. Rasmussen & Randall S. Thomas, Timing Matters: Promoting Forum Shopping by 

Insolvent Corporations, 94 NW. U. L. REV. 1357 (2000); Wolf-Georg Ringe, Forum Shopping under 

the EU Insolvency Regulation, 9 EUR. BUS. ORG. L. REV. 579 (2008). 
29

 Roberta Romano, Empowering Investors: A Market Approach to Securities Regulation, 107 YALE L. 

J. 2359 (1998); Roberta Romano, The Need for Competition in International Securities Regulation, 2 

THEORETICAL INQUIRIES IN LAW 387 (2001). 
30

 Stefan Vogenauer, Regulatory Competition through Choice of Contract Law and Choice of Forum in 

Europe: Theory and Evidence, 21 EUR. REV. OF PRIVATE L. 13 (2013); Giesela Rühl, The Choice of 

Law Framework for Efficient Regulatory Competition in Contract Law, in REGULATORY COMPETITION 

IN CONTRACT LAW AND DISPUTE RESOLUTION 287 (Horst Eidenmüller, ed., 2013). 
31

 David M. Konisky, Regulatory competition and environmental enforcement: Is there a race to the 

bottom?, 51 AM. J. POL. SCI. 853 (2007); Veerle Heyvaert, Regulatory Competition—Accounting For 

the Transnational Dimension of Environmental Regulation, 25 J. ENVTL. L. 1 (2013). 
32

 Wolfgang Schön, Playing Different Games? Regulatory Competition in Tax and Company Law 

Compared, 42 COMMON MARKET L. REV. 331 (2005). 
33

 See, for other fields, REGULATORY COMPETITION IN CONTRACT LAW AND DISPUTE RESOLUTION 

(Horst Eidenmüller, ed., 2013). 
34

 Roberta Romano, Law as a Product: Some Pieces of the Incorporation Puzzle, 1 J. L. ECON. & ORG. 

225 (1985). Similarly, academics speak of a “law market”: Erin A. O’Hara & Larry E. Ribstein, THE 

LAW MARKET (2009). 



12 

 

 

that each of these different areas of law have specific features that warrant a separate 

discussion for each – and prohibit generalizable conclusions.
35

 

Furthermore, both regulatory arbitrage and regulatory competition may occur 

in different directions. The variant of competition described so far is a geographical or 

jurisdictional competition market, where private actors can select legal rules of a 

different jurisdiction, state or country. This type of regulatory competition has been 

most successful within federal legal structures that facilitate free choice, such as the 

U.S. or the E.U. (see above).
36

  

Arbitrage and competition may however also occur within one jurisdiction. 

Such “intra-jurisdictional” arbitrage is possible wherever actors are changing the 

factual basis of a transaction or activity in order to avoid or circumvent domestic 

regulation within one single jurisdiction.
37

 Such substantive arbitrage or competition 

can be exemplified by the dramatic growth of the shadow banking sector.
38

 Those 

actors on the financial markets have been actively set up or structured in a way that 

they escape the definition of a “bank” or a “financial institution”, as the case may be. 

Falling outside the scope of banking regulation may allow them to disregard 

regulation on capital requirements for example, and thus give them a comparative 

advantage. Related to this are situations where regulatees attempt to exploit the 

overlap or diverging scope of competing regulators. To illustrate, the American 

banking sector is known for the myriad of different regulators that oversee it or parts 

of it.
39

 Likewise, the emerging landscape in Chinese regulatory oversight of financial 

services faces a number of different regulatory schemes affecting the same type of 

business.
40

 A fragmented regulatory structure with a variety of norms and standards 

encourages financial institutions to shop for the weakest regulator. In a recent 

insightful account of such arbitrage, former FDIC chairman Sheila Bair described 

such regulatory shopping occurring between banks and nonbanks, with mortgage 

brokers and securities firms operating outside the stronger regulations imposed on 

                                                 
35

 See Daniel C. Esty & Damien Géradin, REGULATORY COMPETITION AND ECONOMIC INTEGRATION – 

COMPARATIVE PERSPECTIVES (2001). 
36

 Simon Deakin, Legal Diversity and Regulatory Competition: Which Model for Europe?, 12 EUR. L. 
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FDIC-insured banks.
41

 Another example of domestic or “intra-jurisdictional” arbitrage 

is the futurization of traditional OTC derivatives, which is intended to escape the 

tough new requirements on OTC derivatives under the Dodd-Frank-Act.
42

 

Finally, we may observe a specific type of regulatory competition, termed 

“vertical regulatory competition”, that may be present in federal legal structures that 

see a rivalry between lower and higher level of regulatory competence. The leading 

account to describe this is by Mark Roe, whose work discusses the rivalry between 

Delaware and the federal level of lawmaking, namely the SEC, in corporate 

lawmaking.
43

 Roe’s key argument is that Delaware law is under the continued threat 

to be preempted by the federal lawmakers and therefore indirectly influenced by the 

SEC, thus ultimately mimics federal positions. More generally, competitive 

federalism describes the rivalry between two lawmaking levels, where both compete 

over influence and agenda-setting and attempt to eliminate or at least shape 

lawmaking on the other level. First movers, for example, may influence subsequent 

lawmaking on another level. Within the E.U., this may happen in a vertical direction 

(between Member States and the EU and vice versa) and/or on a horizontal level 

(between Member States, in the shadow of proposed E.U. activity). An example 

would be the rivalry between the U.K. Independent Commission on Banking (Vickers 

Commission) and its E.U. counterpart (Liikanen Group) on how to best address 

structural issues of the banking sector.
44

  

C. Normative considerations 

The key question to be asked seeks to explore the normative angle of the 

process: are regulatory competition and arbitrage welfare-enhancing mechanisms, or 

are they destructive phenomena? In other words, does competitive pressure between 

lawmakers or regulators produce functional legal rules, or inefficient outcomes?
45

 

This is the famous debate between the “race to the bottom” versus “race to the 

top”. Sceptics of regulatory competition hold that competition is prone to yield 

inefficient outcomes, most notably benefitting only those constituencies who have the 

strongest influence on the process of selecting legal rules. This would impose 

corresponding externalities on other groups. For example, they claim in the context of 

                                                 
41
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42
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Frank and OTC derivatives, see infra sections IV.C and V.B. 
43
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COLUM. BUS. L. REV. 553 (2012). 
44

 See on this infra section IV.D.  
45
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Delaware charter competition that the competition between U.S. states only serves 

corporate management—at the expense of other groups like shareholders or 

employees.
46

 This argument rests on the fact that managers arguably de facto control 

the corporation’s decision on whether and where to relocate to another state. If this is 

so, firms (and managers) might only choose a different corporate law in order to 

expropriate those other stakeholders that are not part of the decision-making process 

or that they can outvote or influence. States would then compete to permit those 

expropriations. 

Others scholars assert the opposite: that competition leads to the most efficient 

legal rules. According to this view, regulatory competition supports a “discovery 

procedure” for the best design of laws. The assumption here would be that firms adopt 

their legal rules in order to reduce their costs of production and to facilitate their 

operations.
47

 States would then compete to design efficient laws; consequently, the 

most advantageous and successful legal rule will emerge as the winner from the 

competitive battle.  

The simple dichotomy between “top” and “bottom” is of course not providing 

a full account of the more complicated reality. Delaware aside, regulatory competition 

is for example unlikely to provide a single winner. Rather, we should expect a 

specialization of states, offering a specific “law product” for a distinct purpose.
48

 To 

illustrate, whereas Delaware might be the leading incorporation state for public 

companies, other states might offer a corporate form that is more sophisticated for 

close corporations or family-owned firms. A legal structure that allows optimal 

support from venture capital firms might be another example. By offering these 

specialized products, states could seek to gain a comparative advantage in a niche 

market. Another more realistic outcome is that we will not see an “end point” in the 

competitive race, but rather an ongoing process where states can continuously be 

challenged. For example, Delaware came under severe pressure during the 1980s 

takeover wave, and fought hard to retain its leading position. States may either copy 

Delaware law, or they may design their own, experimenting with rules that might be 

accepted by the market better than the established rules. This, in turn, might trigger a 

mutual learning process that will be continuously ongoing. 

In an attempt to synthesize both “views of the cathedral”, it is the main 

objective of all regulatory endeavors in this field to preserve the creative, dynamic 

side of regulatory competition whilst eliminating the likely externalities that may be 

imposed on third parties.
49

 Key for any regulatory framework is not so much the 
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outcome of regulatory competition, but rather the process under which arbitrage 

happens. Put simply: the lower the costs on third parties, the weaker the case for 

regulatory intervention. Consequently, the process of relocating needs to be regulated 

in a way that no group is negatively affected by the relocation decision without their 

consent, or without at least adequate protection of their interests in place. Thus, as we 

have seen in corporate law, the debate is all about whether the process of relocating to 

Delaware is controlled by management, to the detriment of shareholders. Accordingly, 

shareholder advocates ask for a different decision making process to strengthen 

shareholders who might be negatively affected by the move.
50

 As I have argued 

elsewhere, the matter is similar for creditors in insolvency arbitrage: the risk of 

inefficiencies will be minimal where creditors are involved in the decision-making 

and support the move, or where at least adequate safeguards control for their 

expropriation.
51

 In sum, what matters is whether the legal framework provides for 

protection standards for those groups affected by arbitrage behavior that did not price 

in the risk. 

Having framed the problem in this way, we can now move on to consider the 

specific constellation of regulatory arbitrage and competition in the context of 

financial markets regulation.  

III. COMPETITION AND ARBITRAGE IN FINANCIAL MARKETS 

A. A specific and different environment 

The theoretical framework for regulatory competition developed so far must take into 

account the specific aspects of financial regulation when applied to that field. Unlike 

many other legal disciplines, financial markets regulation exhibits a number of 

particular features that make it distinct. 

First, consider the arbitrage opportunities available. Essentially, the provision 

of financial services is an intangible business that can easily be shifted between 

jurisdictions. Unlike the real economy, there are no factories and few other physical 

assets that are costly to move: money can cross borders easily.
52

 We saw already in 

the introduction that arbitrage is happening in a more sophisticated way, where 

trading moves abroad, not companies. Likewise, banks and other financial institutions 

can contact and deal with their customers from whichever country in the world they 

are formally operating form, thanks largely to modern telecommunication and IT. 

Consider the following example from the current regulatory context. There is 
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evidence that some (U.S. and international) banks are shifting swap agreements 

overseas in order to avoid the new costly requirements for derivatives dealings 

imposed by the 2010 Dodd Frank Act.
53

 The main regulator for derivatives, the 

Commodity Futures Trading Commission (CFTC) is alarmed by what it considers an 

“artificial avoidance” of their oversight.
54

 What happens in reality? U.S. banks are 

“outsourcing” derivatives trading with very simple step: they give up the previous 

practice of guaranteeing swap contracts that their foreign subsidiaries enter into. In 

doing so, the deals do not fall within the scope of Dodd-Frank requirements to be 

traded on a public platform.
55

 Instead, they will be subject to foreign – most typically, 

U.K. (or Japanese) – supervision. Similarly, a number of foreign banks are presently 

reconsidering whether they should trade their derivatives under the new U.S. 

framework, or whether they can avoid the costly requirements by keeping their deals 

elsewhere.
56

 The irony of the situation lies in the fact that all G20 countries have 

pledged to a similar move and to remove opacity from the derivatives markets.
57

 

Since the corresponding legislation in Europe (MiFID II) will however not be in place 

before 2017, the move to London apparently makes sense for some banks in the 

interim period.
58
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This example illustrates an important point: arbitrage in financial markets does 

usually not happen in the “old-style”, physical way, as with cross-border mobility of 

corporations. Financial institutions typically do not relocate the firm itself (let alone 

physical assets, establishments or factories) to another jurisdiction, but they simply 

execute trades through a foreign affiliate. This will particularly be true for large 

financial groups that have subsidiaries in all major financial centers around the globe. 

 

Secondly, incentives for arbitrage will be high. This is because differences in 

regulation are immediately visible in the profitability of a business. The financial 

sector deals with a product where tighter regulation immediately translates into lower 

profits. Firms therefore find it much easier to detect the impact the legal framework 

has on their business model. Moreover, global financial services deal with comparable 

products – no strong switching costs or demand problems threaten to make arbitrage 

unprofitable. Low transaction costs and transparency of products therefore fuel 

competitiveness in this market and encourage firms to exploit arbitrage opportunities 

to reduce their costs. What is more—designers of financial instruments have strong 

incentives to offer ever more complex products, suggesting that these “innovations” 

were required by original market demand.
59

 

 

Thirdly, on the supply side of legal rules, regulators everywhere are under 

particularly high pressure to take up the competition challenge presented by 

regulatory arbitrage. This is partly a reflection of the considerations we noted for the 

demand side above. Obviously, the higher arbitrage opportunities are, the stronger 

will be the pressure felt on the regulator. However, the additional specific 

characteristics of financial markets are that financial services are vital for each 

economy. Loosing banks that relocate or move trades to another jurisdiction is a 

scenario no government can afford, given the enormous importance that they play in 

the support of the real economy. Likewise, the prospect of attracting new financial 

institutions to one’s shores is a highly attractive move and understood as a political 

victory.
60

 From a political economy perspective, much of financial regulation used to 

be adopted in the name of saturating the alleged growing market demand for financial 

products; recent scholarship has demonstrated, however, that regulation has been 

driven to a large extent by the supply of new products—which, in turn, was arguably 

driven by arbitrage considerations relating to previous regulatory standards.
61

 The 
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mobility of financial institutions has dramatically grown in recent years: a current 

study reports that the number of international bank mergers has climbed from 572 in 

2000 to more than 2,000 in 2007.
62

 According to statistics from the Bank for 

International Settlements (BIS), banks’ foreign claims worldwide increased from 

$ 1.12 trillion in 1987 to $ 32 trillion in 2014.
63

 All of this has caused early 

commentators to state that ‘[c]apital, except possibly for corporate capital trapped by 

divided taxes, will be the big winner of systems competition’.
64

 

 

We noted above that arbitrage behavior may exert competitive pressure on 

regulators. To further complicate that claim, the financial market is characterized by 

many different types of “regulators”, which may be sovereign but can also be private. 

Stock exchanges are an example of institutions that are organized as private 

companies but set specific standards for public companies to be listed. Over the past 

years, a dramatic competition between the world’s largest stock exchanges has 

developed that seek to attract as many listings as possible.
65

 For example, the 

deregulation precipitated by the U.S. JOBS Act has triggered attempts by stock 

exchanges to mimic this trend,
66

 or the availability of “dark pool” trading is currently 

understood as a competitive feature for exchanges.
67

 Sometimes, exchanges are 

surprisingly candid and outspoken about their objectives. When Alibaba in 2014 

chose to list in New York instead of Hong Kong, due to the fact that Hong Kong’s 

standards would not permit Alibaba’s corporate governance arrangements, the Hong 

Kong Exchange initiated a review of its Listing Rules to allow the contentious dual-

class shares and weighted voting rights.
68

 

Further, due to the complexities of the subject matter and the international 

reach of financial markets, a number of private bodies act de facto as rule makers: 

examples include the International Swaps and Derivatives Association, ISDA, or the 
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International Securities Lending Association, ISLA, both of which write many 

industry standards which have de facto become accepted as worldwide best practice.
69

 

In short: the financial sector differs fundamentally from most other markets.
70

 

All of the character of its activity, the ease of relocation, the absence of any 

worldwide institution formulating a regulatory framework, the multitude of regulators, 

and the financial risks involved make it a playing field that has strongly attracted both 

regulatory arbitrage and regulatory competition equally. Research has addressed these 

features early on, but has remained divided on their assessment. Beginning in the 

1980s, regulatory arbitrage has either been welcomed as a correction to 

overregulation
71

 or criticized as a threat to effective market supervision.
72

 The debate 

has recently been reopened, as the financial crisis has shown the (perceived) need for 

further regulation—and thereby highlighted every growing loopholes and possibilities 

for regulatory arbitrage. Moreover, in an ever more globalized world, regulators must 

think carefully about how to handle arbitrage opportunities and deal with competitive 

pressure.  

B. Recognized goals of Financial Regulation 

In order to fully understand how regulatory competition interacts with 

financial regulation, we first need to gain clarity on the goals that financial regulation 

seeks to achieve. 

Financial markets law serves a plurality of objectives. First and foremost, it 

aims at fostering the quality of securities markets as a supply of external funding for 

economic activity. The goal of improving market efficiency is rooted in the problem 

of price-sensitive information as a public good. Customers and intermediaries on the 

financial markets may not gather enough information because they have to share it 

with others. Likewise, firms may not disclose enough information because they do not 

want to reveal proprietary information to competitors. Regulatory invention thus seeks 

to ensure that sufficient information is available to market participants, without 

producing an “information overflow”,
73

 and that the value of information is not 

distorted, for example, by manipulation.
74
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Secondly, financial regulation seeks to protect (retail) investors in using 

financial markets and dealing with providers of financial services.
75

 Regulators 

worldwide agree that financial markets produce asymmetric information between 

sophisticated players and private retail investors. Recent research from behavioral 

science adds to that and stresses the biases that consumers have when making 

investment decisions. A large bulk of financial regulation thus regulates the “conduct 

of business”, aiming at the protection of arguably weaker parties.
76

 Supervision of 

financial institutions is also based on this rationale.
77

 

Financial stability is a third and important goal.
78

 Financial regulation is meant to 

preserve the stability of both markets and financial institutions. It is concerned with 

negative externalities associated with the behavior of financial intermediaries. To 

illustrate, individual firms do not take into account the costs their actions impose on 

others. What is more, the financial system is highly interconnected: the failure of one 

firm can affect the viability of others by way of contagion. This is, in short, the 

justification for “prudential” regulation, envisaging the financial system as a whole 

rather than individual contracts. 

Finally, financial regulation strives to foster competition in the financial 

industry. As we know from competition theory, monopolistic practices create an 

overall market loss due to transactions that are not realized because of pricing 

policies.
79

 Such a situation fails to exhaust the full potential that the market could 

offer. Accordingly, key regulatory instruments seek to encourage competition 

between its players, and some of them have listed competition explicitly as a goal.
80

 

                                                                                                                                            
See also Gillian Tett, A guiding light is needed to cut through the fog of financial data, FIN. TIMES, 

March 9, 2012, at p. 32. 
74

 This is the justification for market manipulation rules.  
75

 Steven Maijoor, ESMA Chair, The ESAs role in financial consumer protection, CNMV Conference – 

La Nueva Financiera Regulación, Madrid, October 15, 2014, ESMA/2014/1265, available at 

<http://www.esma.europa.eu/system/files/2014-1265_keynote_speech_-

_the_esas_role_in_financial_consumer_protection_cnmv_conference_madrid_-_steven_maijoor.pdf>. 
76

 See, for example, DIRECTIVE 2014/65/EU OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL OF 

15 MAY 2014 on markets in financial instruments and amending Directive 2002/92/EC and Directive 

2011/61/EU (“MiFID II”), [2014] OJ L173/349, recital (2): “…it is necessary to provide for the degree 

of harmonisation needed to offer investors a high level of protection”. The Dodd-Frank-Act already 

signals this goal in its full name: “An Act to promote the financial stability of the United States by 

improving accountability and transparency in the financial system, to end “too big to fail”, to protect 

the American taxpayer by ending bailouts, to protect consumers from abusive financial services 

practices, and for other purposes” (emphasis added). 
77

 Directive 2006/48/EC (“Capital Requirements Directive”), recital (57): “Supervision of credit 

institutions on a consolidated basis aims at, in particular, protecting the interests of the depositors of 

credit institutions and at ensuring the stability of the financial system.” 
78

 Viral Acharya & Matthew Richardson (eds.), RESTORING FINANCIAL STABILITY: HOW TO REPAIR A 

FAILED SYSTEM (2009); Group of Thirty, FINANCIAL REFORM: A FRAMEWORK FOR FINANCIAL 

STABILITY (2009), available at <http://fic.wharton.upenn.edu/fic/Policy%20page/G30Report.pdf>. 
79

 The so-called “deadweight loss”. 
80

 See, e.g., Directive 2004/39/EC (“MiFID I”), recital (34): “Fair competition requires that market 

participants and investors be able to compare the prices that trading venues ... are required to publish”; 



21 

 

 

Just recently, the Chief Executive of the UK Financial Conduct Authority (FCA), 

Martin Wheatley, emphasized the importance of competition in financial markets. He 

sees the regulator’s role in helping to shape a market that “offers consumers 

alternatives, products that meet their needs, delivered in a way that fits with how they 

live”.
81

 

The last goal mentioned in this list is particularly revealing for the topic under 

consideration here, as it demonstrates that competition as such is an explicit objective 

of regulatory efforts. To be sure, regulators’ intentions are targeting competition 

between the providers of financial services, and not between regulators themselves. 

But it demonstrates a broader point: that competition is usually seen as a positive 

thing in a capitalist system, improving consumer choice and thus general welfare. As 

we will see, competition can have negative implications for the overall stability of the 

financial market, and thus for another of the goals listed above. The four objectives 

are thus both correlated and are in a relationship of mutual tension. 

C. The problem of regulatory competition in financial markets  

Given the specific features and characteristics of financial markets, it is no 

surprise that many academics fear the threat of a race to the bottom.
82

  

i. Externalities in the regulation of financial markets 

The key proposition advanced above is that the desirability of regulatory 

competition depends on the presence of negative and usually unforeseen 

externalities.
83

 In the case of corporate law, we have seen that such externalities may 

appear in the form of negative consequences for intra-corporation stakeholders and 

other constituencies affected by the relocation of a corporation, where such costs have 

not been priced in ab initio. In financial markets, I would argue that externalities can 

occur on a much wider, broader scale and may be imposed on parties with a far more 
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remote connection to the source of the externality: competition between rulemakers 

may affect financial stability of worldwide markets. The concept of financial stability 

has become a paramount regulatory objective, not least since the financial crisis.
84

 In a 

nutshell, it is a condition where the financial system – intermediaries, markets and 

market infrastructures – can withstand shocks without major disruption in financial 

intermediation and in the effective allocation of savings to productive investment.
85

 In 

the wake of the crisis, regulators worldwide have been created or have been devoted 

new resources to watching the market as a whole and monitoring financial stability 

through conducting prudent monetary policy, performing effective regulation of 

financial actors, and promoting robust market infrastructures.
86

 

Crucially important, financial stability is a global public good
87

—that is, 

according to standard microeconomic theory, a good that is both non-rivalrous and 

non-excludable. From a regulatory perspective, public goods present an important 

market failure in that they invite “free rider” behavior, where people not paying for 

the good may continue to consume it. Thus, the good may be under-produced, 

overused or degraded. Consequently, one important feature of public goods is that 

they will usually not be provided sufficiently if left solely to the market.
88

 Others have 

sought to come to the same conclusion with an analogy to the classic “tragedy of the 

commons”.
89

 

Consider an example that is important to the narrative of this paper. Individual 

financial centers that lure institutions or trading to their shores by offering laxer 

regulatory standards and greater latitude in financial engineering may have an 

understandable interest in doing so. After all, financial services are vital for each 
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economy. The ensuing competition for lower standards worldwide may also seem 

attractive for banks, and we have seen above that they may even fuel the process 

themselves by further lobbying for change and deregulation. However, this process 

jeopardizes the financial system as a whole: the worldwide financial market does not 

stop at national borders. Today’s financial institutions are highly interconnected, and 

financial services are provided across borders. Were the financial institution that had 

been enticed to move trading to a “lax” jurisdiction to fail, the consequences of this 

failure would have to be borne by the worldwide community, with potentially 

dramatic consequences. 

Banks, as several severe banking crises throughout history have demonstrated, 

are fragile institutions. This is to a large extent unavoidable and is the direct result of 

the core functions they perform in the economy, in particular the optimal allocation of 

credit.
90

 The fragility of banking makes them particularly susceptible to crises – and 

underscores the importance of sound supervision standards. At the same time, 

worldwide competition and the fight for high returns give banks strong incentives to 

circumvent prudent regulations, select supervisors that are more lenient towards their 

business model and allow them to take excessive risks. Taken both elements together, 

the danger is that a selection of soft regulatory standards will push for the proverbial 

race to the bottom worldwide.
91

  

The risk described above has been recognized by international meta-regulators 

and addressed where they have the legislative authority to do so. The E.U. framework 

for jurisdictional choice of financial service providers is a case in point.
92

 As is well-

known, the general E.U. treaty architecture normally allows countries to run a 

company registered in one E.U. Member State, but doing its business exclusively in 

another. The much-discussed Centros case and its progeny opened up arbitrage 

opportunities for entrepreneurs to select a jurisdiction of choice, in some ways 

resembling to the Delaware effect described above.
93

 However, for companies of the 
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financial sector, E.U. law makes an explicit exception to this rule. Banks,
94

 insurance 

companies,
95

 investment funds
96

, hedge funds
97

 and securities traders
98

 are required, 

according to E.U. secondary law, to keep their registered office in the same E.U. 

Member State as their “head office”.
99

 The “head office” is a concept that denotes 

something similar to the “center of main operations”, and the intention is clear: this 

rule seeks to give the country of registration the possibility to enforce supervision 

decisions effectively. The origins of this system go back to the famous collapse of the 

Bank for Credit and Commerce International (BCCI) in 1995, where regulators 

considered that a more effective supervision of credit institutions by their home state 

was necessary.
100

 The legal texts of today explain in their considerations that one of 

their explicit goals is to reduce arbitrage opportunities where an institution would 

attempt to register in a given country only in order to circumvent legal rules or 

supervisory practices in another country.
101
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The distinction drawn between regular companies and financial firms thus 

relies on the fear of regulatory (or supervisory) arbitrage and illustrates the special 

character that arguably attaches to the financial sector. Although scandal-driven at the 

outset, the E.U. rule has a case in point: combining place of incorporation and center 

of activities is aimed at reducing the perceived risk of externalities in financial 

regulation, most importantly to financial stability. It can, however, not solve the 

problem that large financial groups move their trading to foreign subsidiaries, as we 

have seen above. 

ii. Evidence 

So far, we have treated the phenomenon of regulatory arbitrage and regulatory 

competition as rather theoretical concepts, underpinned by a few anecdotal 

illustrations. We now turn to ask what deeper evidence there is that such 

developments actually take place in the realities of today’s financial markets.  

Numerous empirical studies have documented the presence of cross-border 

arbitrage opportunities and financial institutions’ making use of them. One of them is 

a study by Dong et al. (2011), who show that cross-border bank M&A deals are 

frequently used to expand into lightly regulated jurisdictions.
102

 This may suggest that 

the international nature of banking and the occurrence of cross-border transactions 

provide them with a natural way of regulatory arbitrage. The paper documents that 

regulators are concerned about the shareholders of their domestic banks, and that they 

may lower their bank regulation standards in order to provide domestic banks with an 

advantage over foreign banks and increase their profitability. Another, related 

contribution is the study by Joel Houston and colleagues, who look more generally at 

international bank flows (which includes all types of transfer of funds, such as 

lending).
103

 Their data confirm that bank flows are positively related to the regulatory 

environment and that regulatory arbitrage is taking place: controlling for all factors, 

banks tend to move trading to markets with more permissive regulations. More 

generally, the authors claim that global banking regulation and the coordination of 

regulation across different markets have an important effect on the overall level of 

bank funding. Thus, the observed trend may undercut attempts to limit risk-taking in 
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the aftermath of the current crisis, unless policy makers are able to take the steps 

necessary to enhance global coordination of banking regulation.
104

  

A recent paper by Andrew Karolyi and co-author examines the contributions 

of international bank acquisitions on the regulatory arbitrage debate.
105

 They confirm 

the positive impact of laxer regulation on the acquisitions contained in their dataset, 

but interpret their findings as a “benign” form or regulatory arbitrage (relying on the 

fact that it is not only poor-performing banks that engage in such arbitrage). It is 

submitted here that also healthy banks can exercise considerable pressure on 

regulation standards and contribute to a destructive competition trend. 

The evidence reviewed so far provides support for a geographical type of 

arbitrage. It confirms our earlier intuition that financial institutions engage in arbitrage 

by either moving trading or funds abroad, by acquiring other institutions, or by setting 

up subsidiaries. We are not aware, by contrast, of a significant number of direct, 

physical relocations of financial institutions themselves such as the ones threatened by 

Barclays and HSBC.
106

 

To find proof for intra-jurisdictional regulatory arbitrage, we may consider the 

widely-reported move by savings and loan associations in the U.S. to reorganize 

themselves in order to avoid oversight by their new regulator, the Office of the 

Comptroller of the Currency (OCC).
107

 The Dodd-Frank Act had closed their previous 

regulator, the Office of Thrift Supervision (OTS), and moved them to the OCC.
108

 

Many of the traditionally small associations however claim that the OCC is only 

equipped to deal with big institutions and not able to adequately address their specific 

situations. Newspaper reports state that within less than a year after the inception of 

OCC oversight, already 35 out of 600 savings and loan associations have attempted to 

avoid the new supervisor: some are trying to change their status to a so-called “credit 

union” (through charter conversion or by way of an acquisition), and many others are 

moving from being nationally chartered to state oversight.
109

 This development has 

been interpreted as “regulator shopping” by experts, who are generally very critical of 
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the trend.
110

 Such skepticism is further corroborated by research from Sumit Agarwal 

and co-authors, who find that state regulators are consistently laxer in terms of bank 

oversight than their federal counterparts.
111

  

 

These facts all relate to arbitrage that is carried out by the financial 

institutions. What about their country counterparts: do we observe regulatory 

competition? A few examples suggest that the answer is yes. Competition between 

regulators is thereby not just confined to offshore financial centers like Bermuda or 

the Cayman Islands, but is present in the world’s most sophisticated financial markets. 

In fact, competition is epitomized by the rivalry between the world’s foremost 

financial centers, New York and London. In 2007, U.S. Senator Charles E. Schumer 

and New York City Mayor Michael Bloomberg released a report revealing that New 

York could lose its status as a global financial market without a major shift in public 

policy to London.
112

 This report drastically outlined what is at stake: it claims that the 

regulatory environment for financial services is a major business factor not just for 

New York, but for the United States as a whole. Left unchanged, the report predicted 

that the trend could significantly negatively impact the U.S. economy, missing out on 

between $ 15 billion and $ 30 billion in financial services revenues annually by 

2011.
113

 Those revenues, if retained, could translate into as many as thirty to sixty 

thousand jobs in the U.S. When speaking about its rival, the report uses phrases like 

the “more amenable and collaborative regulatory environment in London”, the “more 

lenient immigration environment in London”, or “the FSA’s greater historical 

willingness to net outstanding derivatives positions before applying capital charges 

has also yielded a major competitive advantage for London.”
114

 Since 2007, the 

biannually published “Global Financial Centres Index” has seen a fierce competition 

between the two cities.
115

 

This perception of active competition by London by way of “offering” soft 

regulatory oversight is substantiated by actual realities.
116

 Consider the regulatory 

environment in the City of London prior to the 2007/08 meltdown. The U.K.’s then 

newly created comprehensive regulator, the Financial Services Authority (FSA), 

explicitly promoted a “light touch” approach to oversight. As late as 2006, the FSA 
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chief executive, John Tiner, promoted a “principles-based” approach to regulation: 

“Firms’ managements – not their regulators – are responsible for identifying and 

controlling risks. A more principles-based approach allows them increased scope to 

choose how they go about this. In short, the use of principles is a more grown-up 

approach to regulation than one that relies on rules.”
117

 It is commonly accepted now 

that the FSA thereby did not just act negligently, but instead actively lured business to 

come to London.
118

 Ultimately, in the wake of the crisis, this approach was heavily 

criticized and led to the FSA being split up.
119

 

These days, the competition between the two financial centers is still ongoing 

– although rivals from Asian countries have been successful in catching up, and 

Singapore and Hong Kong are now perceived as serious competitors.
120

 And 

regulatory reforms are still more or less aimed at winning a market share on the 

international financial market. Consider the changes announced by U.K. Chancellor of 

the Exchequer George Osborne in 2013 to attract investment funds to the U.K. Inter 

alia, Osborne promised improvements in regulation, tax rates and marketing to ensure 

Britain’s investment management sector could match competition from Luxembourg, 

Ireland and Hong Kong.
121

 This strategy goes back to original plans from the previous 

(Labour) government, based on a 2009 report, “Asset management: the UK as a 

global centre”.
122

 This report was published by the Asset Management Working 

Group, which was co-chaired by then-Chancellor Alistair Darling and Robert Jenkins, 

then chairman of the IMA. Inter alia, the report stated that the UK should aim to 
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become the “domicile of choice” for investment funds, adding that “Dublin and 

Luxembourg believe passionately that their fiscal policies toward fund activity accrue 

benefit to the nation as a whole”.
123

  

More recently still, the U.K. government has signaled a change of course to 

the post-crisis tough line and announced an “end to banker bashing” and a “new 

settlement” with the financial industry.
124

 This coincides with heavy and reinvigorated 

banks’ lobbying efforts to phase out post-crisis regulatory achievements. A first 

victim of the government’s new stance was Martin Wheatley, formerly chief 

executive of the FCA, who was forced to resign due to his tough and uncompromising 

approach to financial institutions.
125

 If this trend continues, the pendulum might be 

presently swinging bank into the opposite direction – and the spirit from the “light-

touch” regulation years does not seem far away. 

 

One puzzle remains: how can regulatory competition work within the E.U., 

given that E.U. federal regulation has harmonized large portions of financial 

regulation?
126

 The answer is best given by one of the main protagonists itself: 

Luxembourg, another E.U. financial champion, which likes to promote itself as a 

financial center for fund management and wealth investment.
127

 On an advertising 

website for investment in the country, a government agency explains that “As a 

member of the European Union, Luxembourg has a legal and regulatory environment 

that is largely determined by the numerous Directives and Regulations adopted at a 

Community [sic] level. However, when transposing these standards into domestic 

law, the legislative authority has skillfully taken advantage of the margins for 

manoeuvre available within the Directives to create a legal environment that promotes 

the international character of the financial centre.”
128

 That is to say: it is the need for 

implementation of most E.U. legislation into national law that allows Member States 

to continue to diverge in terms of how strict they shape the regulatory framework. The 

objective of creating a financial center with an “international character” appears to be 

a euphemism for attracting business from abroad. Add to this that the enforcement 

style even of harmonized regulation (like the “light-touch” style by the former 
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FSA
129

) may vary dramatically across the E.U., and it becomes obvious that E.U. 

harmonization of the framework for financial services does not prevent the occurrence 

of competitive behavior. 

iii. Potential benefits 

Apart from underlining the risks that have been addressed above, the literature 

also emphasizes the potential occurrence of positive effects that can result from 

regulatory competition in financial markets.
130

 For example, the bank M&A study by 

Dong et al. finds that banks prefer to expand into jurisdictions with a regulatory 

environment that is more independent from political influence.
131

 They interpret this 

as mitigating the risk that policy-makers exert self-serving influence on banks, 

making them divert the flow of credit to politically connected firms.
132

 In this way, 

arbitrage could promote independent regulatory supervision globally and thus support 

the efficiency with which banks can allocate credit. A silver lining is also reported by 

Houston et al., who demonstrate that the race to laxity “is not everything”. Their data 

show that light-touch regulation alone is not attractive, but that financial institutions 

also look for a more stable legal environment that offers, for example, a sound 

protection of property rights and strong creditor rights.
133

 This remarkable finding 

suggests that countries can also promote themselves in the worldwide competition by 

signaling that they cater for strong legal institutions.
134

  

It is therefore no surprise that a number of researchers take a positive view of 

regulatory competition in the financial sector and conclude that “a race to the top in 

capital regulations is an equally plausible scenario as a race to the bottom”.
135

 They 

cite the example that countries like Switzerland or the U.K. have deliberately enacted 
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bank capital standards that substantially exceed the common rules adopted under 

Basel III.
136

  

This fits into the present narrative. Regulators who act under market pressure 

might discover “quality” as a selling point, in particular on a worldwide market place 

where reliable business standards are in high demand. So apart from the belief that, 

for example, high capital requirements are functional for domestic banks, they might 

signal to the outside world that the banking sector is safer than in other jurisdictions, 

and that regulatory standards are generally higher. It is not inconceivable that 

countries seek to use regulation almost as a marketing tool. Add to this the other 

benefits of allowing competition: as we have seen above, regulatory diversity 

promises to permit regulators’ mutual learning; it encourages experimentation and 

creativity in offering an advantageous business environment.
137

 It is, in short, the 

famous “discovery procedure”, which Friedrich von Hayek described almost 50 years 

ago.
138

 

In conclusion, then, our assessment is ambivalent. The general sympathy for 

flexibility and a dynamic process with learning, experimentation and updating is 

confronted with potentially dramatic consequences for financial stability as a public 

good. The challenge in formulating regulatory responses is therefore to single out the 

positive side—to harness the benefits of competition—and to ensure at the same time 

that opportunistic free-riding does not undermine global financial stability. We will 

turn to the various regulatory solutions to the dilemma now.  

IV. SOLUTIONS 

What are possible responses to the occurrence of regulatory competition in 

financial markets and to the problems that have been identified? The law provides for 

a range of possibilities to address the topic, on both the national and the international 

levels, each of which will be considered in the following. 

A. Harmonization 

The most obvious response, which has already been mentioned occasionally, is 

to promote worldwide efforts towards harmonization or even unification. The logic is 

that identical or at least similar legal standards and rules will reduce the incentive to 
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arbitrage, and accordingly to regulatory competition.
139

 This is clearly spelt out by the 

G20 London summit 2009, where leaders stated that “we […] agree to establish the 

much greater consistency and systematic cooperation between countries, and the 

framework of internationally agreed high standards, that a global financial system 

requires. Regulators and supervisors must […] reduce the scope for regulatory 

arbitrage”.
140

 Commentators worldwide call for increased efforts to harmonize 

regulatory standards in order to avoid or mitigate harmful developments like a race to 

the bottom.
141

 

The most prominent example of a global effort to harmonize financial law is 

the worldwide move towards harmonization of banks’ capital requirements, effected 

by the Basel Accords. The origins of these accords stem from a number of bank 

failures in the 1970s, which saw the establishment of the Basel Committee on 

Banking Supervision (BCBS), designed as a forum for regular cooperation between 

its member countries on banking supervisory matters. Its aim was—and still is—to 

enhance financial stability by improving supervisory know-how and the quality of 

banking supervision worldwide. The Committee sought to achieve this inter alia by 

encouraging harmonized supervisory standards. Whereas the Basel Committee’s 

decisions as such have no legal force, they are adopted in the expectation that 

individual national authorities will implement them. In the 1980s, capital 

requirements became the main focus of this development, and there was a strong 

recognition among central bankers of the overriding need for a multinational accord to 

strengthen the stability of the international banking system and to remove a source of 

competitive inequality arising from differences in national capital requirements. 

Accordingly, the first common position on this issue became known as the Basel I 

accord from July 1988.
142

 It has been updated and renewed to this day with the Basel 

II accord from 2004
143

 and, most recently, Basel III,
144

 which was adopted in 2010, 

and is currently being implemented worldwide. 
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In a similar vein, as a response to the global financial crisis, the G20 group of 

the world’s largest economies (itself promoted in importance by the crisis) established 

the Financial Stability Board (FSB), inter alia with a view of agreeing common 

approaches to financial markets regulation and to coordinate the work of national 

financial authorities and international standard setting bodies.
145

 Just like the BCBS, 

the FSB is hosted by the Bank for International Settlements (BIS) and brings together 

national authorities responsible for financial stability in significant international 

financial centers, international financial institutions, sector-specific international 

groupings of regulators and supervisors, and committees of central bank experts. For 

the past years, the FSB has been the de facto driver of regulatory standards across the 

leading jurisdictions, gaining more importance over time.  

On a smaller, more regional level, the entire E.U. architecture for financial 

services can also be understood as a counter-measure to regulatory competition and 

arbitrage on a regional level.
146

 

Where is this development heading? The strongest claim is made by the de 

Larosière Report of 2009, which proposed a new architecture for market oversight in 

Europe and making the case for a powerful international regulator. The Report states 

in its final considerations that “[o]ver the medium term, thought might be given to 

establishing a full international standard-setting authority […]. The objective should 

be to put in place an international standard setting process which would be binding on 

jurisdictions and which would ensure implementation and enforcement of 

international standards. This would have to be supplemented by providing the IMF 

with the tasks of surveying the enforcement of these standards.”
147

 This bold 

statement is mirrored by a number of commentators who propose the creation of a 

truly international standard setter in the form of an international organization (instead 

of the more collegiate structure of the Basel accords or the FSB). Proposals to create a 

“World Finance [or Financial] Organization”, modelled after the World Trade 

Organization (WTO), have so far been utopian however, and are most likely not 

realized in the current environment.
148
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Trends towards global standard-setting have been frequently criticized. The 

first problem is that worldwide standard-setting, as envisaged by the de Larosière 

Report, may remain an illusion, as political consensus is exceedingly difficult to 

achieve. Political economy considerations suggest that policy-makers have few 

incentives to cooperate, instead of free-riding on the efforts by others. This collective 

action problem is exacerbated by the theoretical need to obtain agreement by the 

entire world – which seems almost impossible to achieve. Further considerations 

suggest that worldwide incentives to achieve regulatory standards differ, since 

countries have been affected by the financial crisis to a different extent.
149

 Academic 

comment and practical reality react by a more modest approach: it may be sufficient if 

at least those countries with a substantial financial market can agree at least on a 

broad set of principles. Such a consensus would amount to de facto worldwide 

standards.
150

 

On a more problematic note, harmonized standards in financial regulation are 

very contentious in substance and have received severe criticism. The complaint is 

that they undermine all the virtues of competition: they are said to stifle innovation, 

cut off experimentation with standards, creativity and mutual learning altogether.
151

 

This is corroborated by solid evidence. A research team under the auspices of the 

World Bank examined the effects of the Basel I and II accords in a long-term study, 

spanning the years from 1998 to 2006. They come to the sobering conclusion that 

harmonized capital standards have not improved banking-system stability, enhanced 

the efficiency of intermediation, or reduced corruption in lending.
152

 According to this 

research, the only parts of the Basel Framework that have had a positive impact on 
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banks’ resilience are market-based components, such as greater disclosure 

requirements.
153

 In other words: the only useful tool in the Basel toolkit is the one 

promoting more competition and less harmonization. 

More crucially yet, academic comment holds that global harmonization may 

even be a source of financial instability itself. One of the most vociferous critics of the 

Basel accords is Professor Roberta Romano, who argues that they encourage parallel 

behavior and thus create systemic risk.
154

 If this is only partly true, it would mean that 

the one problem (competition leading to externalities and instability) is replaced by 

the other (worldwide unification and instability). In a similar vein, Professors Gordon 

and Mayer argue that regulatory harmonization at least on the micro-prudential 

dimension is not desirable and potentially harmful for the cause of systemic stability 

in international finance.
155

 Nevertheless, they argue that stability requires strong 

elements of regulatory harmonization on the macro-prudential dimension, not only 

because of the direct and indirect linkages among firms but because systemic stability 

is an expensive public good that invites free-riding.
156

 Finally, Professor Charles 

Whitehead posits that regulatory coordination can be destructive: By promoting 

coordination, regulations and standards can erode key presumptions underlying 

financial risk management, reducing its effectiveness and magnifying the systemic 

impact of a downturn in the financial markets.
157

 Similar standards can, according to 

this line of thought, create similar risk-taking, similar risk-models and parallel 

behavior, ending in herding and group-think.
158

 Thus, the paradox that these writers 

describe is that although harmonized regulation can help reduce systemic risk, it can 

also become a source for systemic risk itself.
159
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A number of scholars have recognized the shortcomings of true legal 

harmonization and adhere as a substitute to the concept of “soft law”.
160

 That is, in the 

absence of a true worldwide regulator and in the absence of any realistic worldwide 

norm-setting, countries may at the most agree to common standards outside of strict 

legal enforceability. Instead, “soft” legal standards share many advantages, both in 

substance—among them, lower sovereignty costs, and flexibility in their 

adjustment
161

—and in facilitating political agreement.
162

 Again, these scholars 

concede that a true worldwide agreement is unrealistic even for “soft” standards, and 

they see regional agreements, for example those entered into by the G8 or G20 

nations, as the only genuine option.
163

 Game-theoretic models see the emergence of a 

global standard as a possibility if the “great economic powers” were to reach 

consensus on a preferred regulatory standard.
164

 

Add to this the practical problems that come with the process of regulatory 

harmonization: Considerations from political economy suggest that harmonizing 

national laws worldwide (!) is an extremely contentious, lengthy and difficult process 

and fraught with political controversies.
165

 Attempts to universalize substantive 

regulation can quickly develop into local protectionism as internal political and 

economic interests clash with international expectations.
166

 Further, the very process 

of harmonization risks creating new regulatory arbitrage opportunities because the 

pace of implementing legal change will be different across countries.
167

 And global 

standards such as the Basel agreements almost invite market participants to find ways 

around them.
168
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B. Alternative doctrinal approaches 

Against the backdrop of such vehement criticism and political conflict, 

scholars and policymakers have attempted to develop alternative concepts to tackle 

the problem of destructive regulatory competition.  

Some propose a “mix” of different regulatory styles instead of full 

harmonization. That is, depending on the context, they prescribe regulators a 

combination of centralization, competition, and privatization.
169

 As one commentator 

put it, “it seems quite possible that different allocations of regulatory authority may, in 

fact, be appropriate in different contexts”.
170

 The difficulty, of course, is to know 

which concept is the right choice for which field. Further, even when scholars give 

more concrete prescriptions—such as the distinction between micro and macro 

regulation
171

—these distinctions are often less clear-cut than commonly thought. To 

take up this example, the distinction between micro regulation and macro regulation is 

obscure, to say the least, and many areas overlap or are not clearly distinguishable. 

Privatization or self-regulation in a field prone to high externalities has not been 

terribly successful.
172

 

Others have argued that an international framework such as the Basel 

standards should allow for a certain degree of diversity. Professor Roberta Romano is 

a leading advocate of this plan: under her concept, countries subject to the Basel 

accords should be allowed to deviate from the international standards under the 

oversight of an international arbiter.
173

 This, she argues, would both preserve the 

benefits of a common international consensus and at the same time promote a limited 

degree of competition and experimentation.
174

 Proposals have been made to establish 

a “review committee”, possibly the FSB, which would be tasked to ascertain whether 

a proposed deviation from the harmonized standards could be anticipated to impact 

financial stability. Only a clear and robust answer in the affirmative would allow the 

review committee to block the proposed deviation.
175

  

From other quarters comes a reminder that private international law (of 

conflict of laws) might help curb destructive competition.
176

 It is true that changing 
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the connecting factor for international transactions that courts and regulators apply 

unknowingly might make arbitrage more costly and more difficult.
177

 The downside 

of a conflicts approach however is that – against all intuition! – the body of law 

known in Europe as “private international law” is in fact national law. This has two 

implications. First, there is – and, absent international harmonization – will always be, 

diverging conflict of laws standards across countries. So courts and regulators will 

come to different conclusions on how to deal with a behavior that seemingly presents 

evasive arbitrage. Secondly, this means that an “offshore” jurisdiction, which attempts 

to attract business in the way we saw above
178

, will be able to safeguard this approach 

by backing up attractive lax substantive law standards with a corresponding conflicts 

rule. Provided that subsequent litigation is being brought before their courts, 

arbitrageurs will thus be able to successfully engage in arbitrage after all – and 

irrespective of whether the country arguably deprived of its business changes its own 

conflicts rules. The bottom line is that a viable conflicts approach would therefore 

require an international agreement to be operational in reducing regulatory 

arbitrage—albeit on a lower level, only harmonizing rules of private international 

law.
179

 

One final line of thought to overcome the problems of harmonization can be 

described as a “functional approach” to financial regulation. At the heart of this idea is 

the belief that discretion or flexibility for regulators will ameliorate some of the 

downsides of harmonization efforts. To illustrate, consider the consequences of a 

world where global standards are being adopted, and where banking regulation 

becomes more stringent once again. Such detailed rulemaking has been described as 

the “meat and drink of regulatory arbitrage”.
180

 Rigid and complex rule-making will 

inevitably contain a number of gaps, which will then easily be exploited by the 

regulatees; it might even be understood to legitimize the non-specified behavior. 

Hence the calls for more discretion in regulatory standards, for more flexibility in 

addressing the regulatory concerns.
181

 Rather than micro-managing an ever-changing 

financial market, it may be more effective to tie the regulation to the financial 
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system’s functions, which are less time-dependent than any specific financial 

architecture.  

C. Extraterritoriality as a real-life response 

A more realistic (and natural) reaction to the problem of international diversity 

is the attempt by lawmakers to achieve an extraterritorial reach of their laws.
182

 Thus, 

where regulators are not able to convince their foreign counterparts to enter into a 

mutual agreement, harmonize laws or reach convergence, they might attempt to push 

through their concepts by way of unilateral action.
183

 There are numerous examples 

for such behavior. The most well-known context of extraterritorial application has 

long been antitrust law, where regulators assume jurisdiction to assess the validity of 

worldwide cartels or mergers that may have an “effect” on the domestic market. In the 

field of securities law, we have seen extraterritorial action until very recently with the 

enforcement of U.S. securities laws to foreign issuers by way of the famous “f-cubed” 

class actions. These are lawsuits where a foreign investor who bought their shares in 

foreign-domiciled companies on foreign exchanges initiated litigation for violations of 

U.S. securities laws. They had been accepted by American courts for a long time, only 

to be seriously restricted by a landmark case in 2010.
184

 In the field of financial 

markets, a number of regulators have initiated extraterritorial efforts in the wake of 

the global financial crisis. One example is the regulation of OTC derivatives trades, 

where both U.S. and E.U. regulators sought to extend domestic clearing and 

settlement requirements to international situations through a far-reaching 

interpretation of domestic rules.
185

 Another field of application is the regulatory 
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policy known as bank “ring-fencing”, where regulation prescribes the separation of 

certain banking activities from others. The most well-known examples are the U.S. 

“Volcker rule”,
186

 the proposals by the U.K. Vickers Commission,
187

 and the 

recommendations by the E.U. High Level Group chaired by Erkki Liikanen.
188

 

Limiting such regulation to only domestic institutions would fall short of having an 

impact on all banking activity that takes place in any given jurisdiction, as many 

foreign banks act across borders. All of these regulatory proposals therefore face the 

difficulty of specifying how they apply to “foreign” banks, and how far they need to 

expand the scope of application. Thereby, regulatory implementation of these 

concepts has asserted, or proposes to assert, extraterritorial reach subjecting certain 

foreign institutions to their domestic rules.
189

 The final example is the current debate 

around imposing an E.U. “financial transaction tax” (FTT), with the objective to 

recoup monies from the financial sector and to curb volatility of the financial 

markets.
190

 Since one of the main points of criticism has been that the introduction of 

such a levy would invite easy arbitrage possibilities, E.U. lawmakers are currently 

devising various ways to impose the tax beyond their own borders.
191

  

                                                                                                                                            
rules/?utm_source=rss&utm_medium=rss&utm_campaign=extraterrestrial-nature-extraterritoriality-

rules>. 
186

 The so-called Volcker Rule is part of the Dodd-Frank Act that broadly prohibits “banking entities” 

from “engaging in proprietary trading” or “acquiring or retaining any equity, partnership, or other 

ownership interest in or sponsoring a hedge fund or private equity fund,” subject to a number of 

exceptions. See Dodd-Frank Act § 619 (2010). This provision adds a new section 13 to the Bank 

Holding Company Act of 1956, 12 U.S.C. § 1841 f. The provision will be codified at 12 U.S.C. § 1851. 

The quoted language in the text is in section 13(a)(l)(A) and (B). 
187

 The Independent Commission on Banking, chaired by Sir John Vickers, produced its final report in 

2011, suggesting inter alia that UK banks should “ring-fence” their retail banking divisions from their 

investment banking arms to safeguard against riskier banking activities. It laid the ground for the 

FINANCIAL SERVICES (BANKING REFORM) ACT 2013, C. 33. 
188

 High-level Expert Group on reforming the structure of the EU banking sector, chaired by Erkki 

Liikanen, FINAL REPORT, Brussels, October 2012, available at 

<http://ec.europa.eu/internal_market/bank/docs/high-level_expert_group/report_en.pdf>. Follow-up 

legislative activity is still in the making, see European Commission, PROPOSAL FOR A REGULATION OF 

THE EUROPEAN PARLIAMENT AND OF THE COUNCIL ON STRUCTURAL MEASURES IMPROVING THE 

RESILIENCE OF EU CREDIT INSTITUTIONS, COM(2014) 43 final, January 29, 2014.  
189

 Coffee, supra note 182, at p. 1277 ff. See also David R. Sahr, Does Volcker + Vickers = Liikanen?, 

HARVARD LAW SCHOOL FORUM ON CORPORATE GOVERNANCE AND FINANCIAL REGULATION, March 8, 

2014, available at <http://blogs.law.harvard.edu/corpgov/2014/03/08/does-volcker-vickers-liikanen/>. 
190

 On this debate, see in particular Joachim Englisch, John Vella & Anzhela Yevgenyeva, The 

Financial Transaction Tax Proposal Under the Enhanced Cooperation Procedure: Legal and Practical 

Considerations, 2013 BRITISH TAX REV. 223 (2013); John Vella, Clemens Fuest & Tim Schmidt-

Eisenlohr, The EU Commission’s Proposal for a Financial Transaction Tax, 2011 BRITISH TAX REV. 

607 (2011). 
191

 Under the current proposal, financial transactions in structured products or financial instruments 

issued within a participating Member State are subject to the tax even if they are carried out between 

parties who are not established in a participating Member State. See COMMISSION PROPOSAL FOR A 

COUNCIL DIRECTIVE IMPLEMENTING ENHANCED COOPERATION IN THE AREA OF FINANCIAL 

TRANSACTION TAX, COM(2013) 71 final, February 14, 2013, Article 4(1)(g). 



41 

 

 

The approach to expand the scope of legislation extraterritorially appears 

plausible from a political viewpoint: policy makers seek to close loopholes and curb 

arbitrage outright. The obvious risk is a clash with principles of public international 

law and the comity of nations.
192

 The regular consequence is that there will be serious 

problems to enforce such extraterritorial standards—in particular, when the exercise 

of public authority abroad is involved. But extraterritorial rules do not only clash with 

an international comity ideal, they also ignore the opportunity to achieve regulatory 

goals through policies of equivalence and mutual recognition, and they increase the 

potential for conflicting or duplicative regulatory policies.
193

 This can lead to 

increased compliance costs that reduce market liquidity and subject market 

participants to operational and legal risks tied to conflicting domestic and foreign 

policies. 

Substituted compliance of regulatory requirements with foreign equivalences 

may re-emerge as a concept, addressing some of the perceived weaknesses of 

extraterritoriality.
194

  

D. First mover advantage and race to the top 

Finally, regulators have occasionally attempted to deliberately disregard (or 

ignore) arbitrage opportunities in recent reforms. Facing the abyss of a financial 

meltdown, policy makers in both the U.K. and the U.S. have imposed tough new 

regulatory regimes—despite threats by the financial sector to circumvent them or to 

relocate abroad. 

It appears that such regulatory initiatives are motivated by a strategy known as 

the “first mover advantage”. Regulators hope to be the first to formulate a standard 

which is later exported to other jurisdictions and thus becomes a de facto best practice 

standard on a global or regional level. To illustrate, consider the “ring-fencing” 

reforms to banking structure implemented in the U.K., as discussed above. 

Lawmakers were aware at the time that the U.K. would be comparatively strict, and 

that such a move would be costly for the financial sector. Banks constantly lobbied for 

changes to the proposed system, and relocation threats were on the daily agenda. And 

yet, lawmakers even upgraded the original proposals made by the Vickers 
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Commission in a way that would sharpen (“electrify”) the ring fence, thus in the face 

of arbitrage threats, they insisted on the necessity of tough and unpopular legal rules. 

This bold move was later rewarded: relocation threats did not materialize and, more 

importantly, others have followed suit: neighboring France and Germany both 

adopted a similar version of such reforms, and even the E.U. has come up with its 

own proposals to banking structure: the Liikanen Group recommended similar (if yet 

conceptually different) rules for the entire European banking sector, and the European 

Commission has recently published a draft legislation to implement this.
195

 Thus, it 

appears that the first move made by lawmakers in Britain had a twofold purpose: to 

formulate standards which would make banking safer and which would be essential in 

a country that so heavily depended on financial services as the U.K. Secondly, 

however, the purpose will have been to impress other jurisdictions—both horizontal 

competitors, such as other E.U. Member States, and a vertical competitor, namely the 

federal E.U. level. If these assumptions are only partially true, we do observe a real 

version of a “race to the top”, since other regulators are following the best practices 

developed by a leading jurisdiction.  

Another, current example are the proposed U.K. rules on personal 

accountability of bankers. Several jurisdictions have sought to strengthen legal rules 

on personal responsibility of those who take big financial decisions. However few 

seek to go as far as the U.K. Britain’s two new regulators, the Prudential Regulation 

Authority (PRA) and the Financial Conduct Authority (FCA) recently issued joint 

draft proposals that would make it easier for regulators to sanction senior bank 

managers if their conduct – or that of those beneath them – fell below the standards 

expected.
196

 At the same time, the two regulators also proposed changes to the 

remuneration system of banks, better aligning risk and reward over the longer term.
197

 

Predictably, these proposals prompted a backlash from bankers concerned. Financial 

lobbyists have warned that the proposed regime gives Britain far tougher rules than 

other financial centers and that this could lead to an exodus of talent. Lawmakers were 

thus aware of this risk.
198

 And yet, this argument does not appear to have influenced 
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decision-making. As the Financial Time puts it, “After a crisis in which the taxpayer 

bailed out the banks to the tune of many billions, the authorities cannot allow financial 

regulation to be guided by considerations of trade promotion. The public interest, not 

private profit, is what the rules should protect.”
199

 

This noble practice seems to be operational only under certain conditions, 

however. The U.K. banking structure framework and personal liability rules were 

only adopted because the threat to a financial meltdown was great enough – had there 

been a crisis on a lower scale, it is doubtful whether politicians would have responded 

in a similar, extreme way. Secondly, the successful export of these rules to other 

shores crucially depends on the relative size and the importance of the first mover.
200

 

Put differently, since the City of London is one of the leading financial centers 

globally, it has the clout to impose tough standards—which lower-ranked jurisdictions 

could not afford to consider. If either of these two criteria is not fulfilled, a first move 

to implement tough regulation risks being counterproductive. 

V. THE ROLE OF SPECIAL RESOLUTION REGIMES 

So far, this paper has considered the merits of regulatory arbitrage and 

competition in the regulation of global financial markets. The assessment so far has 

been ambiguous. There are certainly merits in the discovery process generated by 

different competing rule-makers, but the risk such competition poses to common 

systemic stability has become obvious.
201

 In the following, this section introduces a 

new regulatory tool to the debate: special resolution regimes for financial institutions 

are an innovative element of post-crisis financial regulation discourse. Their role in 

addressing the problems caused by regulatory competition has been underexplored to 

date. I argue that an effective global system for the resolution of systemically relevant 

financial institutions holds great promise to curb negative externalities produced by 

arbitrage and regulatory competition, while potentially preserving their dynamic 

benefits.  
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A. The attractiveness of a resolution regime 

Ever since the initial wave of state interventions in fall 2008, academics, 

regulators and policy-makers have deplored the lack of alternatives to the bail-out 

programs, pressing for the adoption of restructuring tools that could “resolve” a large 

failing bank or other financial institution without wreaking havoc across the financial 

sector. It is thus important to state the importance of “resolution,” as opposed to the 

“bankruptcy” or “insolvency” alternative for banks and other financial institutions.
202

 

“Bankruptcy” entails a court-supervised process that is designed to protect the 

substantive and procedural rights of all creditors without particular regard for broader 

public interests. This includes the immediate cessation of payments to any particular 

class of creditors (e.g., depositors or other short term funders). It triggers default 

provisions in various counterparty credit agreements that may permit the seizing of 

collateral and the termination of relationships. It will bring an abrupt halt to the 

trading in financial claims that is the life’s blood of a financial firm. Because of the 

nature of financial assets and relationships in the financial sector, in the absence of 

immediate “debtor-in-possession” financing that would keep the firm afloat and 

guarantee its undertakings while a reorganization was negotiated, bankruptcy 

intervention will produce severe erosion in the franchise value of a failed financial 

firm and will deepen the losses for creditors. The financial sector conditions that 

produce the bankruptcy of a large firm also make it unlikely that other financial 

institutions could provide such large-scale financing and guarantees; instead, they will 

hoard liquidity. The consequence of bankruptcy then is likely to be “disorderly 

liquidation,” meaning the disposition of assets at fire-sale valuations and a value-

destructive disassembly of the firm’s business.
203

 If the firm is systemically important, 

particularly if the firm is highly interconnected with other financial firms, the abrupt 

cessation of counterparty relationships, the expectation of large losses, and the 

gyrations in asset values will likely produce widespread systemic distress, which will 

magnify the losses that would otherwise occur.
204

 This, in turn, was the reason for the 

need to rescue such financial institutions with taxpayers’ money: the famous “too big 

to fail” problem. 
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By contrast, “resolution” is an administrative process in which the goal is to 

protect the liquidity needs of short-term creditors, especially depositors, and to 

manage financial assets in a way that preserves their value and the franchise value of 

the failing institution.
205

 A major objective of resolution is to avoid systemic distress 

in the financial sector, a social good that may not be coincident with the private 

objective of protecting the equal treatment or absolute priority of creditor claims.
206

 

Resolution authorities are thus equipped with far-reaching powers to defuse the 

systemic risk of a failing institution, including unprecedented powers to override 

property rights of private market participants.
207

 One critical element of resolution is 

the capacity of the administrator to offer liquidity to maintain the critical functions of 

the financial institution. This is operationally equivalent to debtor-in-possession 

financing but has the advantage of assured availability in sufficient amount at a time 

of systemic distress. In comparing resolution with the outcome of regular bankruptcy, 

the Federal Deposit Insurance Corporation (FDIC) projected that in the case of 

Lehman Brothers, a resolution would have produced losses of only 3 cents on the 

dollar versus bankruptcy losses of 79 cents on the dollar.
208

 In short, the major losses 

in the failure of a large financial institution will derive from disorderly failure; these 

losses can be avoided through an effective resolution process. 

Against this backdrop, it is no surprise that the concept of bank resolution has 

been an unequalled success story in many major economies over the past few years. 

The U.S. was one of the first countries to introduce such a special resolution regime. 

Title II of the Dodd-Frank Act granted new powers to the FDIC for orderly resolution 

of systemically important financial institutions (“Orderly Liquidation Authority”, 

“OLA”); in turn, the FDIC has devised an approach that may address cross-border 

problems as well. In Europe, activity initially took place on the national level: Most 

prominently, the U.K. and Germany each introduced separate national bank resolution 

powers for their regulators.
209

 After an extended period of deliberation, the E.U. 
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joined in and at first agreed a common instrument for recovery and resolution of 

banks, effectively harmonizing the (national) resolution powers across E.U. Member 

States (“E.U. Bank Recovery and Resolution Directive”, “BRRD”).
210

 The BRRD 

introduced mandatory standards for all existing resolution mechanism throughout the 

E.U. Member States, but left resolution authority and funding in the hands of the 

Member States. In parallel to these efforts, the E.U. Member States and institutions 

agreed in 2012 to create a Eurozone Banking Union.
211

 This plan has opened up an 

entirely new dimension for cross-border banking resolution, as the three pillars of the 

proposed Banking Union – joint supervision, resolution, and deposit insurance – 

created, in their second element, federal resolution powers to be wielded by a new 

E.U. resolution authority given access to a new federal rescue fund. Under this 

concept, E.U. institutions agreed on a centralized “Single Resolution Mechanism” 

(SRM) in 2014.
212

 Under its current design, the Banking Union is primarily a 

framework for the Eurozone countries, but is open for all other E.U. Member States to 

join. The key rationale for federalizing these powers is to ensure impartial decision-

making on how to deal with failed banks on the European level, thus reducing any 

possibility of national forbearance or moral hazard, and to break the “fatal link” 

between sovereigns and their banks. Additionally, the aim is to better deal with cross-

border bank failures.
213
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B. How resolution can help manage regulatory competition 

The power of a special resolution regime is not just a more refined way of 

dealing with failing banks. The approach also gives us important additional tools for 

responding to regulatory competition. We saw above that regulatory competition can 

exhibit both positive and negative effects, and that the main risk lies in the creation of 

negative externalities, most importantly to global financial stability. The basic 

argument is thus this: if an effective global resolution standard equips regulators with 

the necessary tools to deal with failing banks without disruption to the market, it can 

help mitigate the risks to financial stability that result from regulatory competition. In 

a world where the threat of a failing Systemically Important Financial Institution 

(Sifi) can be managed, implicit subsidies due to the institutions’ systemic character 

will be a thing of the past. Market discipline will then resume its traditional place of 

dictating banks’ commercial decisions much more than before, and the disastrous 

impact of overly deregulated financial products will lose its blackmailing power.  

The belief in the power of resolution is founded on the premise that a credible 

resolution regime is key to the goal of (re-)introducing market discipline into banking. 

And indeed, research has demonstrated that the implementation of tough resolution 

powers generally succeeds in discouraging risk-taking by financial institutions.
214

 

Deprived of the implicit state guarantee to be rescued at all costs, the regular laws of 

the market can thus be reinstalled: if the financial institution enters into too great 

risks, it will fail.
215

 For international, cross-border situations, the current hope is that 

regulators will agree on a common understanding, ideally based on a “single-point-of-

entry” approach, effectively implementing the resolution process for an entire banking 

group only at the holding company level and saving operating subsidiaries.
216

 It is 

possible that an international agreement is required for such a degree of mutual trust; 

and where the sovereign itself is too weak, we may need centralization of resolution 

powers as in the E.U. Banking Union. All of these activities are to be supported by 
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ancillary measures such as stress tests, the requirement of providing of living wills 

and other recovery measures.  

The advantage of such a system is obvious: a financial institution, lured by 

arbitrage or by lax oversight, has entered into irresponsible risks and gets into 

difficulties. It will not pose a threat to global financial stability any more where robust 

resolution powers are readily available. The host jurisdiction of the financial group 

will be able to take the institution down – without affecting global financial stability. 

It is understandable that resolution has therefore been hailed as the most important 

post-crisis piece of the puzzle to end “too big to fail”.
217

 Even if claims that resolution 

would be the “only” tool that would be required are certainly exaggerated, there is 

some grain of truth in a regulatory perspective that focusses less on the solvent life of 

a financial institution—but bundles regulatory efforts for its crisis stage or a failure 

situation.
218

  

To illustrate, consider one of the examples described above.
219

 We have seen 

that the Dodd-Frank reform of OTC derivative trading sparks fears that financial 

institutions may engage in regulatory arbitrage by simply making their trades on other 

markets that are less costly than the American requirements, but also potentially less 

safe. Suppose now that a U.S. financial institution gets into financial difficulty as a 

consequence of such dealings: the operation of the U.S. resolution powers under OLA 

implemented by the Dodd-Frank-Act will be able to take the institution down and 

eliminate its threat to global stability. The attention then shifts back to the regular 

checks and balances that corporate governance and product markets have to offer. 

Ideally, such a resolution framework would operate globally. In other words, 

key jurisdictions would commit to mutually respect, support and accept as equivalent 

resolution action from each other. This probably requires some type of a formal 

international agreement.
220

 Where such a credible global system for resolution is in 

place, regulatory competition could then operate within its boundaries: a global level 

playing field with clear competences for winding down a failing bank could thus 
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contribute as a framework for a global market place in regulatory efforts.
221

 It is in 

this spirit that first regulators have hinted at the possibility to be more welcoming to 

inter-jurisdictional competition once a reliable resolution framework is in place.
222

 In 

a recent report, a working group at the Bank for International Settlements (BIS) 

developed a similar vision of competition both in the banking sector and between 

regulators, but coupled with strong resolution powers as a complementary and 

important component.
223

  

C. Further qualifications 

An approach highlighting the case for bank resolution would have an 

additional advantage. The focus of resolution regimes has been to focus on those 

financial institutions that are systemically significant. The implication would be that it 

does not intervene in situations where the actors on global financial markets do not 

pose a risk for global financial stability. 

 That appears desirable. Regulatory arbitrage and competition do not seem 

equally problematic in fields beyond systemically relevant institutions. Put differently, 

arbitrage and regulatory competition may revert to their advantageous core where the 

activity at stake does not involve stability concerns.  

An example would be risky activities by non-banks: hedge funds, for example, 

have dramatically increased their volume of proprietary trading—largely, as a 

consequence of limitations imposed by Dodd-Frank on traditional banks;
224

 insurance 
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more importantly, a new regulatory framework should aim at a level playing field. Competition is a 
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internationally active banks. However, certain banks may have expanded, either domestically or 

internationally, with the aim of attaining a too-big-to-fail status. Such a status increases moral hazard 

and weakens market monitoring of risk-taking, which benefits individual firms but distorts economic 
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companies have started lending.
225

 As long as they are not systemically relevant—

which they usually are not—we should not be concerned with this move. Hedge funds 

have always had a significant failure rate; failure is an accepted and understandable 

part of the process of speculative investments, and their investors are sophisticated. 

Their failure will—different from banks—normally not exhibit the same systemic 

consequences as a failure of a Sifi.
226

  

The focus of resolution regimes on systemic risk is therefore an important 

component of their functionality in addressing regulatory arbitrage. As this paper has 

argued, the single most important problem of regulatory arbitrage in financial markets 

is the potential risk to financial stability.
227

 Resolution would therefore be an 

accurately fitting regulatory response to the phenomenon.  

D. Limitations of a resolution-based approach 

Resolution as a concept to address regulatory arbitrage and regulatory 

competition does not purport to solve the problem entirely. Its more modest role is to 

guarantee the reintroduction of market discipline to certain excessive risks that can 

and should be better judged by the market rather than by regulators. Investor 

protection might remain an issue in individual cases, to be addressed in other ways.  

Resolution has its inherent limits, too. For example, it would be of limited 

value where a financial institution moves to a jurisdiction that does not have a 

resolution regime or does not enforce it.
228

 Where resolution itself is lax, market 

discipline would not materialize: resolution itself would then become subject to 

regulatory competition in the style of “resolution shopping”. As we saw above, 

however, regulatory arbitrage in financial markets mostly occurs in the form of 

shifting trades and deals to foreign jurisdictions within the same group, or by setting 

up or acquiring foreign subsidiaries.
229

 This means that resolution will remain useful 

to the lion share of the problem. Where trades and businesses are shifted to foreign 

subsidiaries of a large banking group, or where these entities are been set up, the 

potential commercial risk stays within the same group; and the home state resolution 

authority, under the single-point-of-entry approach, will be able to extend its powers 

to the entire group and take it down in an orderly manner. In the above example,
230
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INSURERS AS LENDERS (October 2012), available at 
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the FDIC would be able to apply its powers under Dodd Frank Title II to any banking 

group that comes into trouble due to irresponsible derivatives trading.  

To be sure, it would nevertheless be desirable that that the community of 

developed financial centers commit mutually by virtue of an international legal 

framework.
231

 This would include the mutual acceptance of resolution activity, ideally 

based on a single-point-of-entry approach. Towards jurisdictions that do not offer an 

equivalent standard of resolution, however, and that thus threaten to undermine the 

common level playing field reached among them, the group could then refuse to 

cooperate: essentially, they could threaten to apply their own resolution powers 

towards financial institutions that relocate to or incorporate in such outside 

jurisdictions.  

VI. CONCLUSION 

The problem of regulatory competition and regulatory arbitrage in financial 

markets continues to preoccupy regulators worldwide. We have seen that both 

arbitrage and competition are both a reality in today’s global financial markets, and 

that the financial sector is different from their traditional fields of application: the ease 

of arbitrage, the fragility of banking and the risks involved are exceptional. Most 

importantly, regulatory arbitrage does not or only rarely occurs by actually relocating 

the financial institution itself abroad: rather, banking groups tend to shift trading to 

foreign affiliates. I argue that the effects of regulatory competition can be ambivalent: 

its merits are a dynamic process of discovering new principles, rules and concepts that 

may lead to efficient outcomes and a mutual learning process. However, the downside 

is a threat to global financial stability where countries lower their standards to attract 

businesses, but impose externalities and undermine a global public good. 

A successful regulatory strategy must thus address this latter problem while 

maintaining the beneficial effects and avoiding stifling harmonization. Regulators and 

academics have pursued or proposed a range of strategies to curb potentially negative 

externalities generated by regulatory competition. The natural reaction of promoting 

international coordination and harmonization is usually difficult to achieve and may 

be undesirable. 

Instead, this paper introduces special resolution regimes for financial 

institutions into the discussion. I argue that, within limits, a credible, worldwide 

resolution standard can effectively contribute to addressing the problem. The main 

benefit would be to tackle the problem of financial stability caused by systemically 
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important financial institutions’ excessive risk-taking. If such risk-taking would be 

judged by market discipline instead of posing a risk to global financial stability, the 

main downside of regulatory competition could be restrained. Within the boundaries 

of such a system, competition could then operate and contribute to a market-led 

design of financial regulation. 


