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Abstract

The purpose of this paper is to analyze the impdcthe 2007-2010 financial crisis on our understagdof

democracy and to use insights from political theomely the concept of public reasoning, in otdestrenghten
prudential regulation. The financial crisis could bnderstood as a challenge to our understandirtgmicracy.
Before the crisis there was a widespread convidtiah democracies were not only morally supericauthoritarian
forms of government, but were also better positibteedeal with severe economic and financial tutnfgystemic
events that exceed purely cyclical ups and down® Wwelieved to be confined to the less democraitspof the
world. The crises in Asia and the post-soviet stafehe 1990s seemed to confirm this.

The recent financial crisis, however, has beenisiscin and of the West, while some authoritariagimes have
done much better. It raises the question whetherodeacy can really produce outcomes that are superithose of

other forms of governance and create a just socEtyee answers are possible. First, the beliethan greater
resilience and stability of democracies might bervarand democracy might be part of the probleningitoo much

deference to special interests. Second, issuesmbcracy and financial stability might be unreladed one form of
government might be just as good as another fogtia of financial stability. Third, the crisis ntighave been the
result of democracy deficits on the domestic cerimational level.

To explore this question, | choose as a startingtpgemartya Sen’s comparative theory of democrd@at tombines
output and input oriented aspects. Sen consideublitp reasoning” as the key mechanism through which
democracies achieve better outcomes than authariteggimes. The paper then looks into some otthuses of the
crisis that have been identified in the literatuteshows that each of these causes can be unddra®a lack of
public reasoning. Indeed, | claim that there idgrannsic relationship between the prudential regjoh of financial
markets and public reasoning. Public reasoning dstided to optimize decision-making under conddicof
uncertainty, which is exactly what prudential regidn is about. This insight has important consegas for the
design of the regulatory architecture and the pregation and application of domestic and inteoredl law relating

to financial market regulation. Enabling publicgeaing should be the guideline for both in policgkimg and legal
interpretation.
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Introduction: The Financial Crisis as a Challenge ér Democracy

Most analyses of the causes of the 2007-2010 fiakndsis take an economic point of view.
They conclude that the crisis emerged as the re$uwdt mix of misguided financial regulation,
wrong monetary policies, and irresponsible markatavior. As a consequence, the strategies
devised for the overhaul of financial regulatiostren purely economic considerations, too. On a
deeper level, however, the crisis seems to go lweyomerely economic incident requiring an
equally economic response. Rather, the crisiss#ems to have shattered the self-confidence of
Western societies. It gave evidence of their vab#ity and declining strength. Such a
fundamental challenge to the Western way of lifghhialso challenge the credibility of that

particular idea that underpins the Western worleimdcracy.

Since the era of the enlightenment, democracy bas the intellectual trademark of the Western
hemisphere. One can distinguish two different, taldted approaches to democracy and the
reasons why one should endorse it. On the one hsorde consider democracy as morally
superior to autocratic regimes, because only demtiocmstitutions are just and respect the
autonomy of the individual. This is the input-oted, transcendental approach to democracy.
The second approach includes more practical, marghlg aspects: Democracy and the
individual liberties that go with it are believedl iender better results, afford greater welfara to
larger number of people. In this paper | will rely the approach devised by Amartya Sen in his
book “The Idea of Justice”. Amartya Sen stresses lditer, output-oriented, comparative
approach to democracy. In his view, justice is anly a question ofex antemorally just
institutions. Rather, justice is abattually reaching envisaged outcomes and avoiding manifest
injustices. Nevertheless, Sen draws a lot on iopented, transcendental theories of democracy,
in particular on the work of John Rawls, in order dvoid important drawbacks of the

comparative approach.

Sen argues that democracy is preferable as a fdrgowernment because it facilitates the
achievement of effective justice. For example, hgues that famines are typically less the
product of fate or bad climatic conditions, buteatof government mismanagement. They afflict



only non-democratic or weakly democratic stdt&en believes that the superior performance of
truly democratic states and in particular their azly to better protect against remediable
disasters is due to the fact that they enable fpubhsoning”. For example, Sen shows that the
lack of democratic government in colonial Indiacluding the absence of free media and a
voluntary practice of ‘silence’ among elites, weesponsible for the 1943 Bengal famine, which
had a death toll of 2,000 persons per weBl. contrast, in democratic societies, responsia a
transparent governments stand in a dialogue witheais and other levels of government. This
ensures that they get the necessary informatiotma. Civil society as well as a free media
produce a constant flow of reliable informationnfrdhe governed to the governing, protect
neglected groups, and contribute to the formatibwatues such as birth control and smaller
families, which reduce society’s exposure to futdisasters. In addition, periodic elections

provide governments with a strong incentive to pré\disaster from happening.

Until 2007, one might have believed that this nagile did also apply to financial markets. Since
the Great Depression in the 1930s, no major firsdnisreakdown had shattered economic
prosperity in the Western hemisphere to a comparaltent. Certainly, there were cyclical
fluctuations, stock market crashes, bank defaaltd, periods of protracted stagnation, but none
of these events came anywhere near to the impaitteofreat Depression. In particular, from
about the beginning of the 1980s until 2007, Westectonomies experienced what became
known as the “Great Moderation”. They enjoyed amiremment of constantly stable financial
conditions and reliable growth. Financial crisemeao be seen as a monster of past, dark ages
that had been domesticated. Wild populations &f $ipecies seemed to survive only in societies

with low democratic standards.

At first glance, the financial crisis of 2007-20%6ems to disprove the belief in the stabilizing
role of democracies. It hit some of the most demcistates. Did Sen get it wrong and produce
a theory whose flaws had become evident even bé&omublication in 2009? Can we still say

after the crisis that democracy is the form of gowgent most conducive to justice? Is the

L A. K. Sen,The Idea of Justic€009), p. 342.

2 Ibid., p. 339.

% Ibid., p. 335.

* For data corroborating this claim see below, 11.2.



financial crisis merely the result of a lack of dmracy, of a failure of insufficiently democratic
institutions? Or is democracy genuinely unable to protect agasush crises because its
processes are prone to capture by special inteagstsproduce fallacious regulati6n®r is

democracy largely neutral and the form of governnmiealevant for financial stability and the

actual fate and well-being of people?

In the following, I try to take up this challenga fdemocracy. | first argue that democracy and its
underlying idea of autonomy implies more than aetyetranscendental promise, namely the
prospect of better outcomes for people than auiocragimes, or at least to prevent massive
disasters. Following Sen, | measure outcomes mdeasf “capabilities” (1.). | further make the
empirical claim that 2007-2010 financial crisis sbtutes a major catastrophe, or, in Sen’s
words, a “clearly remediable injustic”measured by its effect on welfare, and thus on the
capabilities of people in many Western economié3. (ln the following step, | analyze the
relationship between the causes of the financiaiscand democracy, understood here as the
capability to engage in public reasoning. It tuons that many of the factors responsible for the
financial crisis can be understood as deficits ubligc reasoning. Both market participants and
regulators lacked the information, tools and in$itinal structures for sufficient public reasoning.
The section concludes that this correlation isaoaticidental, but that there is instead an intansi
relationship between prudential financial regulatend public reasoning. Public reasoning is
geared towards optimizing decision-making underdd@mns of uncertainty (lll.). The last
section deals with the ramifications of this ingifpr the reforms undertaken in the aftermath of
the financial crisis. It has consequences for ghitutional design and legal reasoning. Public
reasoning should guide policy-making as well asitiverpretation of the regulatory framework
(V).

°® With respect to the responsibility of the EU foeregulation A. Fisahn, "Europaische Union in der
Legitimationskrise", 4XKritische JustiZ2009) 104-115.

® This would be the implication of Stigler's thesige G. J. Stigler, "The Theory of Economic Reguiéf 2 The
Bell Journal of Economics and Management Sci¢h&1) 3-21.

" C. Méllers,Demokratie - Zumutungen und Versprect2o08), p. 22.

8 Sen (note 1), vii.



I. The Promise of Democracy: Justice and Capabiliés

1. Two Perspectives: Input and Output

What is the value of democracy as a form of govemih As | said in the introduction, two
different approaches are possible in answeringdgbestion. The first approach focuses on the
input aspect of politics: Democracy is preferatdeadorm of governance for transcendental (i.e.
a priori) reasons, because it establishes a morally jgstutional framework for the exercise of
public authority. The second approach emphasizesotitcomes of politics: Democracy is

preferable for instrumental reasons, becauseilttédes the advancement of public welfare.

a) Input: Transcendental Approaches

The liberal-contractualist tradition in politicahdory focuses on thganscendental argument
Essentially, the argument for democracy of thistmmsis that only some form of democracy is
able to guarantee individual autonomy. John Lotkenanuel Kant and Jean-Jacques Rousseau
are among the patron-saints of this theoreticaiticmn. The disenchantment of man and society
in modernity has made it next to impossible to makgriori moral arguments grounded on
natural law or reason. Therefore, modern contrédistutneories like those by John Rawls and
Jirgen Habermas take into account the possibilityreasonable disagreement and value

pluralism that pervade modern society.

John Rawls’ “Theory of Justice” of 1971 providesmeral justification for modern liberal
democracy and the elements we commonly associ#tteétike constitutions, rights, free speech
and the separation of powers. If the members a¥engsociety found themselves in an original
position situated behind a veil of ignorance, ite¢hey had to decide on the principles ordering
their society without knowing which position in $ety they would ultimately occupythey
would agree on an order that corresponds to ouemstehding of modern democracies. This

order would be based on the two overarching prlasipf justice, the liberty principle, according

°J. RawlsA Theory of Justic€1972), p. 17ff., 136ff.



to which each individual has an equal right to ©dierties (including political liberty and
freedom of speech) compatible with similar libestiior others, and the difference principle,
which permits social differences among people ampfar as they are to everyone’s advantage
and as everyone has the chance to improve histisittd Rawls measures and compares the
social situation of individuals by reference to #imaount of social primary goods they possess,
such as “rights and liberties, powers and oppoties)iincome and wealth™. The exercise of
power in society requires a democratic constitwidramework. Only such a framework respects
the basic liberti€é and contains backstops against their infringemmnth as the rule of latd.
Liberty also requires that decisions affecting tbenstitutional framework are rationally
acceptable to all and not tainted by idiosyncratierests. For that, they need to be justifiable by
public reasoning, i.e. by reasons acceptable ts@ath as common sense or widespread scientific
insights™* Supreme Court judgments constitute an ideal exarplpublic reasoningf. Also,

citizens should ideally base their votes on putgason®

In “Between Facts and Norms”, Jurgen Habermas makeargument for democratic forms of
government that is similar to Rawls’ theory in tlesult, though different in reasoning. Like
Rawls, he considers it as a major challenge for emadpluralistic societies to set up an
institutional scheme for the exercise of publichauity that is respectful of individual autonomy.
For how should one subject individuals to moralgunents underlying public authority which
they cannot support? According to Habermas andmirast to Kant, pure reason alone does not
provide a sufficient basis for universalizable niackaims any more. People may rationally
disagree. One cannot presuppose in every sociebvarmapping consensus like it exists in the

US today'’ Also, history and the nature of man are unavaslais bases of justification.

0 bid., p. 60.

1 |bid., p. 62.

12 |bid., p. 198, 221ff.; on the majority principleesp. 230; further J. RawlBoplitical Liberalism(1993), p. 336-8.

13 Rawls (note 9), p. 235ff.

14 Rawls (note 12), p. 212ff.; J. Rawls, "The Ide@ablic Reason Revisited", &hiversity of Chicago Law Review
(1997) 765-807.

5 Rawls (note 12), p. 231ff.

18 Ibid., p. 219f.

17 E. Kelly, "Public Reason as a Collective Capayil{2011), manuscript, p. 11.



Instead, Habermas points to our communicative jmestfor a possible solutidf.Even though
people might disagree on many aspects of the argéoin of society, everyday language devises
a way for the integration of pluralistic societi®embers of such societies might find agreement
on acceptable policies by taking recourse to comecatine action. This is a mode of
communication in which participants may not argughwnterests, but need to make non-
egoistic, non-idiosyncratic arguments, such as methical, and pragmatic reasons. In an ideal
setting, i.e. under the conditions of a fair, smecdiscourse free from domination, the ensuing
decisions may be rationally acceptable to everydme.order to enable such a kind of discourse
in society for decisions on the exercise of pulilithority, an institutional framework needs to be
put in place that ensures deliberation and guaeanparticipatory rights. Only the constitutional
arrangements of liberal democracies with profesdiparliaments and judicial review (including

judicial review of the acts of parliament) may sBtithese condition®.

Although moral reasons seem to militate for theptidm of an input-oriented approach to
democracy, the theories supporting this approact $ame difficulties. First, they are based on
certain idealizations which might be at odds wiik teality of the societies whose institutional
arrangement these theories pretend to reconstRat.example, transcendental approaches
assume that people will act rationally, that raslobehaviour will come along without much
further ado. They do not provide for a script itliiesn’t?* Behavioural economics teach us that
this might be more often the case than we woultl demfortable with?? By focusing on input
only, contractualist theories tend to put a blizd en the consequences that might ensue from a
violation of these rules of rationality. This ccism should be directed in the first place against
Rawls’ theory, as Habermas’ theory includes a sgeorieedback-loop in the form of continuous
discourse and deliberation in civil sociéfyAlso, in contrast to other contractualists, Habesm
does not assume that, granted participatory rightsfundamental rights like free speech, people

will be suddenly able to act in self-determinatand fight for their needs. Rather, he welcomes a

18 3. Habermagraktizitat und Geltung1992), p. 15-7.

9 |bid., p. 43. This draws on J. Habermiakeorie des kommunikativen HandelBand 1 (1981), p. 384ff.
2 Habermas (note 18), chapter IV., in particula2@sff., see also p. 527ff.

21 Sen (note 1), p. 67ff.

22.Cf. C. Jolls, "Behavioral Law and Economic¥4le Law & Economic Research Pa2006).

2 Habermas (note 18), p. 57, 215f.



shift from a formalist-Weberian understanding ot thule of law towards a more social

understanding which understands fundamental right®nly as negative

Second, transcendental theories do not provida fetandard by which one could measure and
compare different solutions. In Habermas’ accotimg is all left to deliberation. And Rawls’
difference principle, for example, does not engagitandard that would allow to figure out which
of different options better satisfies the requiratnaf equal access to public office for all. It pnl
narrows down the range of acceptable optf3mslthough there might be good epistemological
reasons for this lack of comparative standarddpés not always satisfy the practical need for
choosing among different available solutions whadlrentail their specific problenfS.At least a
settled minimum standard might be advisable so pldity makes no member of society fall

beyond a certain level of well-being.

Third, transcendental theories frequently cherishidealized picture of representation. They
assume that modern parliaments constitute a fairesentation of citizens’ preferenéésBy

contrast, social choice theory claims on the batimathematical models that institutions and
mechanisms of democratic representation cannoéctetind reproduce divergent individual
preferences to the extent that we wish them toltie.reason for this is just that elections, polls

and evaluations are huge simplifications of comatterns of data and preferenées.

Fourth, many transcendental theories address issugiobal justice only incompletefy. It is
difficult to construe an ideal institutional segion a global scale. A directly elected world
parliament is widely held to be a practical impb#gy. There is at best no more than a
rudimentarily homogeneous worldwide electorate wligc opinion to support such institutions.
On the other hand, the representation of indivislaal the international level by their states also

has certain drawbacks. Acts adopted by consensos@states reflect individual preferences

2 |bid., p. 472ff.

%5 Sen (note 1), p. 96ff.

%6 |bid., p. 17.

2" This does not apply to the (strictly transcendgnifaeory of C. Méllers, "Expressive versus repriagve
Demokratie", in R. Kreide (ed.Jransnationale Verrechtlichung. Festschrift Brunidig2008) 160-182.

%8 Sen (note 1), p. 91ff., with references to thei@dghoice Theory by Kenneth Arrow.

29 |bid., p. 67ff.



only in a highly indirect, distorted way and sesbuviolate the idea of equality of vot&s.
Governments that lack any democratic standing daoeceriously considered to represent their
citizens at all. For this reason, Rawls confines thach of his theory of global justice to
democratic state¥.For similar reasons, Habermas proposes to lireit tompetence to the most
pressing questions of peace and secdfilyet these strategies do not address the risksths
action might compromise the interests of peopledgjvelsewhere on the globe which have no

voice in domestic institutions.

b) Output: Comparative Approaches

The instrumentalor comparative argumerfor democracy, by contrast, does not run the oisk

idealizations and blindness for practice of thedkiobserved with transcendental theories.
Comparative approaches have been advanced bysanténe utilitarian tradition. These theories
argue that institutional arrangements should bé siscto maximize the aggregate outcome for
society as a whole. The institutional arrangeméhéd utilitarians suggest along this line of
reasoning often amount to some form of democra@y. Jeremy Bentham, measuring the
aggregate outcome implied giving everyone’s benetjuial weight* John Stuart Mill also

considered democracy as necessary for the maxionzaf aggregate happiness, which is his
measure for outcomes. Democratic processes woulgséfell for determining what happiness is
in the first place, which Mill considered a difficuask that presupposed freedom of opirifon.

Nevertheless, he strongly argues for representdtinas of government, since not everyone

could possibly have the adequate knowledge negefsathe advancement of sociéyRichard

303, H. H. Weiler, "The Geology of International Lawsovernance, Democracy and Legitimacy" Z&itschrift fir
auslandisches offentliches Recht und Volkerré2®04) 547-62.

31 ). RawlsThe Law of Peopled999).

2 J. Habermas, "Hat die Konstitutionalisierung deskerrechts noch eine Chance?" in J. Habermas, (Bér)
gespaltene West€2004) 113-192.

* For a detailed elaboration of this point see $ene(1), Chapter 6, in particular p. 138ff., 141ff.

34 The principle of utility is defined in J. Benthasn Introduction to the Principles of Morals and ligigtion (2nd
edn., 1823 (repr. 1907)), p. 2.

% . S. Mill,On Liberty(1859 (2006)), p. 71ff.

% J. H. Burns, "Utilitarianism and Democracy"TBe Philosophical Quarterl§1959) 168-171.



Posner considers the rule of law as an importaitfés the maximization of wealth in society, as

it enables the welfare-enhancing effects of propeghts and free markefs.

Critics of utilitarian theories, however, point otitat it is highly difficult to determine an
appropriate measure for outputs from a solely dubpiented perspective. Whatever this concept
may be, whether it is considered happir@ssgtisfactiort’ or wealth-maximizatiof° it cannot

be defined or measured in a fair and just manneepxthrough a transcendentally justified
institutional arrangement for decision-making. BAling else would be paternalisfi.
Interestingly enough, this problem has led to cmrérsies even within the comparative camp.
Thus, Karl Marx accused Bentham of a lack of comsition for the difficulties involved in
establishing what people really w4nt only to end up with an even more paternalistioty.

By contrast, Mill's theory advocates freedom of eegsion for exactly that reasoh.

Further, transcendentalists regard it as problenthat utilitarian approaches do not consider
liberty or human dignity as a value in and of itsélhis might have important practical
consequences. In extreme cases, a huge disadvaimlage few might be outweighed by
comparatively higher net advantages for society aghole?* This might be at odds with our
moral sentiment which considers some kinds of bielysuch as euthanasia, as intrinsically

repulsive and unjustifiable.

2. Is There a Middle Way? — Amartya Sen’s Comparatie Approach

a) A Precursor: Hermann Heller

Given the difficulties implied in either of the twaentioned perspectives, it seems tempting to

3" R. Posner, "Utilitarianism, Economics, and Leghédry", 8Journal of Legal Studied979) 103-140, at 123-7.

3% Bentham (note 34).

39 G. F. HouraniEthical Value(1956).

4% posner (note 37), p. 1ff.

“ Mollers (note 7), p. 22.

42 K. Marx, Capital, vol. 1 (1887), capter 24, section 5. Marx makes point quite clear by calling Bentham “that
insipid, pedantic, leather-tongued oracle of thdirary bourgeois intelligence of the 19th centuiiid.).

3 Supra, note 35.

4 Rawls (note 9), p. 33.



produce a theory of justice (or of democracy) thes both perspectives into account. Hermann
Heller's idea of Social Democracy is a precursoswéh a unifying approach. Put in very simple
terms, he intended to mate the idea of liberal deany with increased distributional justice and
the establishment of the welfare state. In linehviitarx and Engels he argued that the formal
equality characterizing liberal democracy was aeg#mon and that it in fact contributed to
substantive inequality and the disenfranchiseménthe® working class. However, he did not
speculate for a revolution by the proletariat. ¢ast, he suggested that liberal democracy itself
would equip the proletariat with the means to cleasgciety in accordance with the rules of
liberal democracy. Since the proletariat constdutee majority of society, it could assume power
and implement welfare policies that would improvstributive justice®™ The benefits of the
welfare state would also increase support for deamycamong the majority of the population
and protect democracy against Bourgeois attemptsdiall an authoritarian regime like the
Fascists in Italy® But as much as Hellers argument seems to stéteatomparative end of the
theoretical spectrum, it ends up rather at thesttandentalist end. It establishes a one-way street
that rests on the assumption that if one only aldvee play to the institutions of liberal
democracy, they will necessarily produce just otgp®nce liberal democracy is set up and
running, it will most certainly safeguard societgtlb against the misery of bourgeois class
society and against totalitarian regimes. Therenasfeedback mechanism if it doesn’t. In
addition, this theory has little to offer to posiheon, pluralistic post-class societies where the

dividing lines between the groups of society arelmuore complex.

b) Amartya Sen and the Concept of Capabilities

In his 2009 book on “The Idea of Justice”, Amar8@n advocates an approach that is grounded
in the comparative tradition, but adopts ideas &liba relationship between communicative
reasoning and justice which have been developéhleiriranscendental camp, namely by Rawls
and Habermas. As a work in the comparative traditibe book does not aim at establishing an
ideal institutional framework for a just societythto provide guidance for real societies in

making decisions that lead to comparatively betbetcomes. Unlike other comparative

4> H. Heller, "Rechtsstaat oder Diktatur?" in H. léel{ed.) Gesammelte Schriftemol. 2 (1930) 443-62, at 448-9.
“® bid., p. 451ff.

10



approaches, Sen’s theory takes into account theietes usually have to choose under
conditions of uncertainty among several availablgjally rational alternatives, none of which
presents itself as an ideal solution, that peopleefundamentally different preferences, and that
it is usually not sufficient to fix the institutiah framework, because no matter what that
framework is like, people might still act irratidlyaor negligently, or pursue special rather than
general interests. Also, the theory takes into astdhe potentially global reach of local or

domestic decision¥.

Instead of sketching out an ideal institutionatiegt Sen proposes the concept of capabilities a
measure for the evaluation and comparison of palitbutputs. Capabilities stand for thetual
opportunity to pursue one’s objectives, not onlytfe theoretical possibility to do so like Rawls’
concept of primary goods, and for the actual capagichoose between different objectives. The
latter capacity has significance in a situation nehee person is forced to opt for an objective she
would have chosen anyw&3.The concept of capabilities thus provides the irequent for
taking outcomes into account. At the same timegdbgnizes that people are of different factual
strength and live in different circumstances. Buére though capabilities are geared towards
measuring outcomes, Sen wants them to be defingdvaighted in an input-oriented way. This
aspect of Sen’s theory addresses the most serrdicssm of comparative approaches, that of
paternalism. Instead of happiness or welfare, Seaiding point is liberty, individual autonomy,
which he considers am priori value?® Capabilities are to be defined in light of thetfdmt they

are not a fixed, objective given, but that objatgivcano only emerge as intersubjective
acceptability. Also, capabilities do not represamy aggregate value that relates to the society as
a whole or to a specific group, but look at indiwad freedom. Indeed, | believe that this focus on
liberty, on individual freedom as am priori value on which the concept of capability is based
brings Sen’s theory in the end very close to asttandental theory that double-checks whether

institutions actually achieve the outcomes one etgpiiem to achiev®.

47 Sen (note 1), p. X, 90, 106ff.

“8 bid., p. 228ff.; A. K. Sen, "Human Rights and @ajlities", 6Journal of Human Developme(®005) 151-166.
% Sen (note 1), p. 299.

0 H. S. Richardson, "Mapping out Improvements intidas Comparing v. aiming" (2011), manuscript, Se€m
make the same point in arguing that both Sen’sRanlls’ theories are ultimately about ends.
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c) Defining and Ensuring Capabilities: Public Reasning

Indeed, Sen’s theory of capabilities has implicadidor the form of government one may expect
to find in a just society. Sen claims that demacrédrms of government enhance capabilities
because they enable and fosperlic reasoning Originally, public reasoning is a Kantian
expression that plays an important role in the work of Jorawis (“public reason”). According
to Rawls, the most fundamental questions of a sp@ead its constitution should be settled
through public reason (but not necessarily ordini@gislation and decision-making). Rawls
assumes that the exercise of power is only legignfat is based on a constitution that all may
be expected to accept as reasonable and ratidmal:‘duty of civility” obliges power yielders to
give reasons justifying their choices on fundamleqgteestions of the constitutional design of
society, and to grant a right to be heard to thaffected by the decisiotf.Rawls sees the US

Supreme Court as the ideal typical institutionsdablic reasoning®

Sen shifts from reason to reasoning, putting thphesis on the process instead of the result and
giving the concept a broader ambit. Not only fundatal questions of constitutional significance
need to result from public reasoning. Rather, agj@stions might become political (a point
made already by Webet) they require public reasoning. In particular, prbkasoning helps to
decide which capabilities to endorse, how or whetbewveight them and how to evaluate and

rank the alternatives available for their realizaf®

The argument for the capabilities enhancing eftdcpublic reasoning proceeds in two steps.
First, Sen argues that public reasoning is indispkle in order to agree on a choice and the
weighting of a concrete set of capabilities th@iven society should guarant®ein contrast to

Rawls’ public goods, Sen refuses to provide a gEnkst of capabilities or concept of

°1|, Kant, "Beantwortung der Frage: Was ist Aufklég@" in Abhandlungen nach 178Akademie-Ausgabe, vol. 8
(1784) 33-42.

2 Rawls (note 12), p. 212ff.; on the questions thast be subjected to public reasoning see ibi®14t.

%3 |bid., p. 231ff.

> M. Weber, "The Profession and Vocation of Politiga P. Lassman and R. Speirs (etlax Weber: Political
Writings (1919 (1994)) 309-369.

%> Sen (note 1), p. 17, 241ff.

%% |bid., p. 241ff., 326.

12



distributive justice. He keeps the issue delibéyabpen and submits it to public reasonfig.
Althought reasoned judgments might turn out to beng or disadvantageous, decisions resulting
from a process gbublic reasoning are ethically superior just because tityetp include different
views in producing a reasonably acceptable justifim of their decisions and reduce the
idiosyncracies following from one particular viewipb only>® Reasoning by one isolated
individual only would hardly be considered objeetiand neutral in a pluralistic society. Rather,
it needs to take into account different viewpoiti®se of the members of a given society as well
as those of affected non-memb&tghis is what public reasoning is about, and it esraery
close to Habermas’ concept of deliberation, altto@®gn moves from the idea of general

representation to one of stakeholder represent&tion

The second argument for the necessity of publisamiag (and thus for a democratic form of
government) does not relate to inputs, to the Sele®f capabilities, but to outputs. Public
reasoning enhances the realization of capabilitiesallows decision-makers to collect the
necessary information and assess and weight tifgret policy choices in light of their effects
on capabilities. Public reasoning does not neciygdand to perfect, ideal results, but might
prevent severe, “clearly remediable injusticEsBy way of example, Sen recalls that famines in
rural India (as well as in other parts of the wpddsappeared with the installation of democratic
government. He attributes this to the improvemémublic reasoning in post-colonial tim&sln
this respect, the virtue of public reasoning restslifferent factors:

- Public reasoning leads toansparencyand ensures that crucial information about risks
for, or the preferences and needs of, differentigsayets passed on to decision-maR&rs.
- It also fostersaccountabilityof governments which need to publicly justify theecisions

and withstand rethorical attacks, whether or neyttace re-election.

> |bid., p. 233.

%8 |bid., p. 39ff., 122; A. K. Sen, "Human Rights aBdpabilities", 6Journal of Human Developme(2005) 151-
166, 163.

%9 Sen (note 1), p. 124ff., 155ff.

®0 See below part 1.3.b.

®1 Sen (note 1). p. ii.

%2 bid., p. 338-343.

%3 |bid., p. 232.
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- Further, themedia and educational institutions may increase theigguahd reach of
public reasoning.
- And finally, public reasoning enables appealsdhiesthat strengthen “good”, principled

policies®

This second aspect of public reasoning is of centngportance to the present paper. The

subsequent arguments will mainly refer to thidheathan the former aspect of public reasoning.

These two reasons why justice requires public ragareveal the intimate connection between
democracy and justice. Proper public reasoningehables both a determination of capabilities
that respects individual autonomy and their pradecagainst remediable catastrophies requires a
society which is based on transparency, partiopatéind meaningful dialogue involving all parts
of society. Sen believes that such public reasoisranly possible in democraci&sOne might
add that only democracies endorse the idea of dregtiat underlies the very idea of capabilities.
Democracy is therefore a preferable form of goveamimSen goes to great length to demonstrate

that democracy and public reasoning are not asralily contingent as one might thifik.

One caveat should be added: | do not pretend #ras $heory is the correct or only way to view
democracy or justice. Rather, Sen’s capabilitigg@gch devises a useful and defensible way of
inquiring into the relationship between democrédiens of governance and people’s actual lives.

Since this is the central this paper seeks to addf&en’s theory seems to be a reasonable pick.

3. Critical Assessment of Sen’s Theory
a) Empirical Issues: Stability in Autocracies
Several potential objections to Sen’s theory shdoddconsidered. In the first place, one could

challenge it on empirical grounds. Sen bases muchisoargument on the disappearance of

famines with the advent of democracy in develogagntries. One could make the point that the

% Ibid., p. 37, 335ff.
% |bid., p. 326.
% |bid., p. 327ff.
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positive effects of public reasoning are limitedfamines and do not help to prevent other cases
of manifest injustice. With respect to the finahaesis, one could particularly argue that the
governments of non-democratic states like Chinaaatlich easier time in taking the measures
they considered necessary in order to stabilize fimancial system before and in the aftermath
of the crisis. For example, China unilaterally impd a countercyclical capital buffer on its
financial institutions even before the cri&fs measure that has now been proposed by the Basel
Committee after extensive deliberafidrand yet needs to be implemented in most member
jurisdictions. Likewise, government stimulus in tféermath of the crisis and the Fed’s use of its
emergency powers under Section 13(3) of the Fed®akrve Act in order to set up credit and

liquidity facilities provoked considerable oppositi

However, one should not be blinded by the appag#fitiency of authoritarian regimes. Taking
again the example of China, it is questionable stable its financial sector really is. Financial
markets in authoritarian regimes sometimes worky véifferently. Thus, the adoption of
countercyclical capital buffers does not necessardrease stability. Due to implicit government
guarantees, Chinese financial institutions with ldhwest capital ratio tend to have the lowest
probability of defaulf® In addition, one should not forget how heavily @hivas affected by the
crisis, which rendered about 20m unemplo{fetts timely recovery also has to do with the
export orientation of its economy. Since not alitpaf the world were equally affected by the
crisis, exporting states could still find markets their products. The same is true for Germany.

Finally, one should not forget that authoritariagimes are generally much more prone to special
interest capture than liberal democracies wheré guactices will be detected and prosecuted
more rigorously. The annual Corruption Perceptimhek of Transparency International shows a

strong correlation between democracy and low céisndevels’* That correlation seems to be

7 Speech by Wang Huaquin, Vice Chairman, China BenkRegulatory Commission, 26 June 2010,
http://www.cbrc.gov.cn/english/home/jsp/docView3sipciD=201007210339137CBE126B75FFDDE305CD59840
0.

®8 Basel Committee on Banking Supervision, “BaselAllglobal regulatory framework for more resilidranks and
banking systems”, December 2010 (hereinafter refetw as Basel Ill), para. 136ff.

%9 | would like to thank Prof. Woo for the informatievhich stems from her own experience.

0J. E. Stiglitz Freefall (2010), p. vi.

" www.transparency.org. There are notable exceptitsigh. For example, in the 2010 report, Singapbiong
Kong, and Qatar are among the Top 20 states (Qatargh, was arguably among the most liberal Atates before
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quite consistent over tinfé.The Asian crisis of the 1990s showed the destamgieffects such

crony capitalism may havé.

b) Public Reasoning without Institutional Enforcement? - The Need for Accountability

Mechanisms

What are the essential properties of public reasgshMWhat does it need for public reasoning to
facilitate justice on a global level? Sen is nottipalarly explicit on this point, but mentions
some features and requirements of public reasathirayighout the book. Accordingly, public
reasoning is a process of open and informed sgrudfnthe reasons for a specific decision.
Following the example of Adam Smith’s impartial sfzor, public reasoning should not to be
limited to the members of a specific group, butéavpotentially global reach and include the
voices of all whose interests are affected by #aempolicy/* Free speech and a functioning
media are preconditions for tHatas well as the virtue of transparency. Some ottite aspects
of democracy support the inclusion of a large numtifevoices in public reasoning, namely
“political participation, dialogue, and public iméetion”.”® Public reasoning eventually
contributes to the formation of values that holdisty together and protect minorities against the

majority, such as human righfs.

Absent from this list are some of the basic intitual features which transcendental approaches
usually associate with democracy, such as rep@beniarliaments, courts for the enforcement
of individual rights, and periodic elections. Tigsnot surprising, as Sen deliberately avoids these
issues and tries to stay in the comparative canggveder, the crucial question is whether the
features of public reasoning which Sen mentionseaugh to bring forward a just society and

just institutions. Surely, decision-makers are lwbtongive acceptable reasons for their decisions,

the 2011 revolutions in the area). Notable excetia the other direction are Italy (rank 67), Ge¢rank 78), and
India (rank 87).

"2H. Heller made already the same observation. 8&e4%, passim.

3 p. KrugmanThe Return of Depression Economics and the Cris2968(2009), p. 82f.

" Ibid., p. 402ff,

S Ibid., p. 327, 335ff.

® Sen (note 1), p. 326.

" Ibid., p. 336f. and 355ff.
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but in a pluralistic environment, this rules outyotihe most extreme positions. While Rawls’ idea
of public reason requires some fundamental conseinssociety® Sen is much more aware of
the possibility of fundamental disagreemE&nthat if there are huge power imbalances among
different groups of affected people, which strualiyrdisadvantage one group? How should one
protect the integrity of public reasoning againstvprful special interests? Is this really possible

without some of the traditional institutional fepdts of transcendental theories?

To find an answer to this question, it might befuls® contrast Sen’s view of public reasoning
and the “objectivity” it is supposed to create wiHbermas’ idea of communicative reasoning.
Both Sen and Habermas identify language as theafuedt of public reasoning and a
precondition for understandirf{§.However (and assuming away for a moment the proliteat
different stakeholders might speak different lamgrsd, Sen and Habermas attribute different
functions to communicative reasoning. Habermas makenarked distinction between moral
reasoning, which is general and universal, andrtaaiing, which is concrete and specific. In
law-making, not only moral considerations, but ats@tegies and bargaining play a role. This
seems unavoidable, if one accepts that one cannably disagree on specific policies — as Sen
does® As a backstop, Habermas provides institutionale@ies: Accountability mechanisms
such as decision-making by representative parligssn@eriodic elections of public officials, and

judicial enforcement of fundamental rights ensiag tegislative decisions remain acceptable.

Is it possible to reach objectivity in law-makingdato avoid excesses and abuses without such
institutionalized accountability mechanisms? | ad think so. As long as the principal decision-
makers are markedly different from those affectedhie decisions, there is little hope that public
reasoning alone will significantly improve withowppropriate institutional mechanisms.
Although Sen is right in his analysis of the flaw$ standard transcendental models of
representation, representative committees mighicedhe parochialisms of powerful states or
epistemic communities of bureaucrats, and the gaspf periodic elections or re-appointments

might motivate decision-makers to actually engageublic reasoning. And although | agree

8 Rawls (note 12), p. 223.

9 E.g. Sen (note 1), p. 220.

8 |bid., p. 121f.; Habermas (note 18), p. 26f., 32ff
81 Habermas (note 18), p. 187ff.
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with Sen that Human Rights are perfectly valid tscal claims and do not have to be legalized
under all circumstancés,the success stories of the European and Inter-arerCourts of
Human Rights prove how much institutionalizationtt®® and how important judicial review is

for accountability.

This all does not contradict Sen’s view that then@pal value of democratic institutions and
practices lies in the facilitation of public reasanand the creation of accountability through it.
Nevertheless, in light of the foregoing | wouldests that approximately representative and
responsible institutions are indeed a precondit@njust decisions and for public reasoning to
produce effective accountability. Democratic ingtdns and practices and public reasoning
depend on each other. Neither of them works wehavit the other. Also, it is hard to imagine
fair and impartial decisions about tleontent of capabilities (the first function of public
reasoning) in the absence of transcendentallyfiplsié institutions. One cannot measure the
measure for measuring outcomes by the outcome. Wdialid be evidently circular. Thus, Sen’s
theory of justice remains incohate and unless coetbiwith a transcendental institutional

approachf®

To me, it therefore seems necessary to suppleneris $oncept of public reasoning with the
institutional ideas put forward by Habermas. Halms'ntheory of deliberative democracy is as
close as it gets from the transcendental side tisS®ncept of public reasoning, a point which
Sen recognizes himséff.He also seems to share with Habermas the ideaiftdic reasoning
should not be confined to institutions, that theh®uld be constant exchanges of information
between the public and decision-makers, supponefide speech and media. And both agree
that deliberative decision-making does not presgpmfundamental societal consensus in order
to reach objectivity (“rightness” in Habermasiamnnignology, as opposed to truth), but can be

brought alive by merely procedural me&hns.

82 Sen (note 1), p. 355ff.

8 Sen (note 1), p. 39ff., 324f.
8 Habermas (note 18), p. 277.
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Nevertheless, it seems appropriate to mitigate someabermas’ institutional requirements.
What | learned from Sen is that one should not\elp demanding when it comes to elections
and representation. A lack of representation mightcompensated by strong communicative
trajectories between decision-makers and stakefwldbich produce effective accountability.
And a lack of legitimacy through universal elecBomight be compensated by transparency
requirements, judicial accountability, or term limilf one keeps the goal of public reasoning in
mind, understood as a fair and impartial process from domination (as Habermas would say),
it is possible to imagine more than one institulomodel satisfying this threshold, some of them
better than others. For example, in the abseneenafrld parliament, accountable and transparent
global institutions whose principal officers arebget to a rigorous and public selection
procedure would not be ideally perfect — but bettean secretive circles of unaccountable
experts.

On another note, the preceding argument shows againone should not overstretch the
distinction between transcendental and comparadeas of justice. Sen’s theory rests on many
transcendental assumptions, and Rawls and Habeatsasrequire actors to think about the
outcomes of solutions and to compare ti&nHowever, Sen liberates the idea of public
reasoning from some of the metaphysical dust tisitos it in Rawls’ theory or on Habermas’
idea of deliberation. It is the idea that reasoningdeliberation leads to the right results. Sen
refrains from making any claim as to the rightnesthe outcomes, and in this respect his theory
is indeed different. Therefore, deliberation doesmeed to be charged with the pretention that it
leads to perfect, right or true decisions. It jlesids to less imperfect, less predictably flawed

decisions.

c) Liberal and Libertarian Critiques of the Capabilities Approach

Two further critiques might be raised against tapabilities approach of Sen. First, Professor
Dworkin and other proponents of “luck egalitarianismight object to the capabilities approach

that it is no different from an approach focusing exjuality of resources. He favors a model

8 Richardson (note 50), p. 5.
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which focuses on resources and which allows pewptée original position to buy insurance
against handicaps which hamper their ability ofsfarming resources into capabilitf€s.
Amartya Sen, however, gives convincing reasons avhgsources-based and a capabilities-based
approach are still significantly different. The rh@ertinent reason seems to me to be that a
resources-based approach relies on the wisdom @ft@nic insurance market to provide the
necessary compensation, while Sen prefers to dutbjiscdecision to public reasonifi! feel
more comfortable with this situation, which progedhdividuals against the failures of the

insurance market.

Second, it must be admitted that the capabilitgs@ach appeals to an idea of social justice, one
of the most controversial concepts of politicalntting in the 28 century. Friedrich Hayek
launched a famous attack on it, arguing that tlea idf social justice was nonsensical in a free
society®® Spontaneous orders could not be expected to leaitidally just resultS’ The
individual actor did not follow a grand design fibre achievement of social justice. Only in
economies which did not allow for spontaneous anderin other words, only in state-directed
economies, social justice would be a meaningfutgaty’* However, once one takes the thrust
of Hayek’s critique seriously, namely his aversagainst grand distributional schemes which he
considers incompatible with liberal economies, ectimes clear that it does not apply to the
capabilities approach. The concept of capabilitegers to the needs of the individual person, to
her freedom and opportunity to actually reach Hgedaives. What the concept does not do is to

set up a grand distributional scheme. That shalddee Hayek.

87 R. Dworkin,Sovereign Virtue: The theory and Practice of EqydR000), 65ff.
8 Sen (note 1), p. 265f.; see also E. Anderson, éBdifig the Capabilities Approach to Justice”, inBrighouse
and |. Robeyns (ed.Measuring Justice: Primary Goods and Capabilitige10) 81-100.
8 F. A. v. HayekLaw, Legislation and Liberfyol. 2: The Mirage of Social Justice (1976).
90 i
Ibid., p. 62.
°1J. Tomasi, "Hayek on Spontaneous Order and thaddiof Social Justiceayek Lectur§2007).

20



II. The Impact of the Financial Crisis on Capabilities

1. Measuring Capabilities: GDP and Beyond

After having argued that democracies are expeaebetter enhance the capabilities of their
citizens than authoritarian regimes because ofgtieater public reasoning they invite, | would
like to take the next step of my argument and stimt some Western democracies did not quite
live up to this expectation during the Financiais@r In fact, | claim that the Crisis has arguably
decreased the capabilities in the hands of theeais in the United States and some European
states and amounted to what Sen would call ansiige’>?

This claim raises the question how increases oredses in capabilities can be measured. The
question is complicated by the fact that capabsitare no fixed measure. Rather, as has been
discussed, they need to be defined by the comresrtiiemselves, with human rights providing
some basic standard. Nevertheless, the debate drefworkin and Sen has also revealed that
resources are an important factor for capabiliieen though resources do not always smoothly

translate into capabilities, they have the cruadtantage that they can be measured more easily.

How to measure resources? One might, first ofthilhk about the Human Development Index
(HDI), an index that was co-developed by no-one &isin Amartya Sen himself. This index has
been praised as an alternative model that goesnbeyer-capita GDP and is more sensitive to
distributional concerns. It therefore includes kfepectancy and educational level as additional
factors for the ranking which are meant to put @npum on social justice. However, HDI has
been critizised for being highly contingent upon B3P Perhaps it is for these reasons that Sen
now comes back to GNP and GDP as proxies for chipebiand well-being, although he
admonishes that it would be better to measure tteectly and to keep an eye on unequal
distributions of resourcés.

%2 Of course, the crisis also affected citizens iheotstates, notably non-democratic ones. But sthise claim
concerns democracies only, there is no need t@ttagtion to such states.

% E.g. M. McGillivray, "The Human Development IndeXet Another Redundant Composite Development
Indicator?" 19World Developmenf1991) 1461-1468.

% Sen (note 1), p. 225f.
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While | recognize the point of Sen’s concern witlbR; | guess that they are appropriate
indicators for developed economies which, if coregatio the rest of the world, are blessed by a
relatively equal distribution of resources. GDP swaments are also quite reliable for these
economies with sophisticated accounting systemstaacdministration?> It can therefore be
said that less GDP usually amounts to less cafiabiin such states. In addition, and in order to
accommodate Sen’s distributional concerns, it seams to include unemployment data, in
particular long-term unemployment, which affectogle more as it leads to serious declines in
status. Less employment is almost certainly lepsiudities, especially as it tends to affect most

seriously the most vulnerable groups of society.

In addition, | will use public debt as a proxy fibre capacity of the state to implement social
justice. Further, the indicator for financial essdevelped by Reinhart and Reinhart might
illuminate the severity of the past financial @gisbompared to previous cyclical developments, or
even the protracted economic problems of the 187Dshink it apposite to use this indicator,

since the focus of Sen’s theory is exactly on seweises creating major disruptions in public

welfare.

2. Performance of Western Democracies during the @is: Decreasing Resources

The indicators thus identified show that Westeraneenies experienced losses in the resources
necessary to ensure capabilities. Those lossessalem to go beyond the normal cyclical
downturns and is in some respects without precedieice the Great Depression. This is the
reason why Reinhart and Rogoff call the 2007-204)scthe “Second Great Contractioti”.

As regards GDP, Reinhart and Reinhart project trenges in real per capita GDP in the two
years subsequent to a crisis against the GDP qfghk year. They compare the 2007-2010 crisis

with 15 previous crisis episodes in advanced ecoemrithe resulting graph shows that increases

% For developing and emerging economies, power gopsan might be a better indicator.

% C. M. Reinhart and V. R. Reinhart, "After the FalNational Bureau of Economic Research Working Paper
(2010).

" C. M. Reinhart and K. S. Rogoffhis Time Is Different. Eight Centuries of Finaridtally (2009).
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and decreases in GDP are more evenly distributadgltnormal” crisis episodes, where only 60
percent of the countries included experienced dulpareases. During the 2007-2010 crisis, 82

percent of all observed countries experienced eedse’

Advanced economies 15 crisis episodes
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As regards unemployment, meanwhile data has beewaitable which illustrates the protracted
breakdown and slow recovery of the US job markéictvis unprecedented by other crises in the
aftermath of the Second World WAr.

The situation does not look much better in Eurdpeugh. Recent OECD unemployment data
reveals that about half of the OECD member statpereenced a steep rise in unemployment
between the end of 2007 and the beginning of 20@%ch has remained at this level ever

sincel®

% Reinhart and Reinhart (note 96), p. 10f. The grapés projections from the IMF World Economic Oaldor
2010.

% See, e.g., Business Insider, “The Scariest Jolt@ver”, 5 March 2010, http://www.businessinsidem/chart-
of-the-day-the-scariest-job-chart-ever-2010-3.

190 Ey http://stats.oecd.org/index.aspx?queryid=2%1a detrieved on 24 May 2011.
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Rising state deficits speak an even clearer languimgthe United States, to choose to a drastic
example, both total public debt and debt relatovésDP have sharply risen as a consequence of
the 2007-2010 financial crisis in a way unpreceeersince the Second World Wat.
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Finally, coming to the crisis indicator by Reinhamnd Reinhart, the period from 2007-2010

stands out in the post-war period in terms of thees accumulation of crises. The graph uses the
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101 source: Wikipedia, retrieved on 21 February 2011.
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Except for the unemployment charts, what this da@s not reveal are the consequences of the
crisis on the level of distributive justice. Nevestess, the data shows high general welfare losses
in terms of GDP decline and a socialization of sasflected in rising sovereign debt. Also, with

respect to the concern for capabilities, it is imt@ot to note that unemployment never reached its

pre-crisis level in the history of financial cris&s

[ll. Public Reasoning and the Causes of the Crisis

1. Insufficient Public Reasoning and the Crisis: Hpothesis and Claims

Having established that the financial crisis argy&lad a negative impact on capabilities, | try to
show in this part that some of the causes of ti@sccan be understood as a lack of public
reasoning in financial regulation — on the naticaslvell as on the international level. This claim
Is not as bold as it might sound at first sight.IAkant to do is to shed a new light on some ef th
causes of the crisis that have been revealed ihyh®w extensive literature on the issue, and
show that deficits in public reasoning can be usid®&d as a root cause. | do not want to add any
fundamentally different causes of the crisis. Nor Idwant to claim that the lack of public

reasoning is the only possible explanation.

At the outset, | should emphasize that the purpolaek of public reasoning should not be
equalled with a lack of rational behavior. As ofampdhere seems to be a dispute between authors
who follow the efficient market hypothesis and elathat insufficient information enticed

otherwise rational actors to make bad chof€ésnd authors who claim that all the necessary

102 Reinhart and Reinhart (note 96), p. 5. For a d&fim of what counts as a crisis, see ReinhartReihhart, ibid.,
as well as Reinhart and Rogoff (note 97), chapter 1

103 Reinhart and Reinhart (note 96), p. 15.

194 The National Commission on the Causes of the Eiahrand Economic Crisis in the United States sees
intransparency as a major factor leading up toctiws in its 2011 Final Report (hereinafter “Thiadncial Crisis
Inquiry Report”), e.g. p. xixf., 352, 386, 410. $hiiew finds support in the literature. See e.geP8cheer, “Lack of
Disclosure the Root Cause of the Financial Crisiduffpost Business, 7 October 2008, referring todiag
standards; V. V. Acharya et al., "A Bird's-Eye Viewhe Financial Crisis of 2007-2009: Causes anahé&bes", in
V. V. Acharya and M. Richardson (edRestoring Financial Stability(2009) 1-56, 26 and passim, referring to
counterparty exposure and executive compensationy.VAcharya et al., "Derivatives: The Ultimate &ircial
Innovation”, in V. V. Acharya and M. Richardson (edRestoring Financial Stability(2009) 233-249, 241-3,
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information was available, but that actors made bhdices because human rationality is
bounded®® This paper does not directly address this disgite. clearly distinguishes rationality
from reasoning. Rationality is a category whichised in order to characterize the usefulness of a
specific choice for a specific goal. Accordinglyparson acts irrationally if she does something
which is a less than optimal strategy to reachduals. Reasoning, by contrast, refers to the
processes by which peopéetually make their choices. A choice is reasonable if kesainto
consideration all relevant information and viewssliding expected short-term and long-term
consequences, and if the reasons underlying thectsurvive critical, impartial scrutiny®
Public reasoning is thus about the quality of th#ormation which provides the basis of a

decision.

In light of this concept of reasoning, | claim thraany factors of the crisis which have been
identified as such in the predominantly econonterditure can also be read as deficits in public

reasoning. In particular, | make the followin thitaims:

1) Regulatory and supervisory decisions were basesiroplifying indicators which lacked
the necessary granularity.

2) The fragmentation of regulatory standards and siguy structures led to decisions that
were based on insufficient information.

3) Deregulation and the underlying market ideology parad public reasoning by silencing

dissenting views.

The following subsections elaborate on each ofettoégims in detail. Note that all these claims
relate to the lack of public reasoning on the pérsupervisors and regulators and the choices

they made in the exercise of their authority. Iaall aware that similar lacks of reasoning could

referring to OTC derivatives; X. Freixas and C. xaiDicslosure, Transparency, and Market Discipljri@enter for
Financial Studies Paper No. 1®011), 27, 30ff., referring to credit rating ages and financial statements.
Insightful on the economic significance of trangwary C. Kaufmann and R. H. Weber, "The Role of $pamency

in Financial Regulation™, 13ournal of International Economic La¢2010) 779-797.

105 G, P. Miller and G. Rosenfeld, "Intellectual HakaHow Conceptual Biases in Complex Organizations
Contributed to the Crisis of 2008", 3%arvard Journal of Law and Policy2008) 807-840; E. Avgouleas, "The
Global Financial Crisis and the Disclosure ParadignEuropean Financial Regulation: The Case foroRef, 6
European Company and Financial Law Revi@®09) 440-475.

106 5en (note 1), Chapter 8.
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be found in the decision-making of market partioiiga®’ They followed the logic of exactly the

same simplifying indicators, made use of the fragiee regulatory and supervisory structure,
and were misguided by the same values. Neverthedes= the overall theme of this paper is
democracy, and since sound public reasoning (askéye aspect of democracy in Sen’s

understanding) is expected from those exercisifigauthority’*® | will not go into this issue.

2. Simplifying Indicators as Impediments to PublicReasoning

Public reasoning in financial supervision before thisis suffered from serious overreliance on
simplifying indicators. In the years previous tce thrisis, supervisors in Western, developed
economies excessively relied on microprudentialiceirs which aggregated complex fact-
patterns into crude binary or numeric figures. Ehosglicators include capital requirements and

the indicators used to calculate them, such asteedthgs; stress tests; and accounting standards.

Of course, indicators are always and almost byndefn simplifications, simplified figures
expressing complex fact patterns. And financial kesupervision certainly cannot dispense
with indicators entirely. Rather, well-designed ioadors can give supervisors a first-glance
assessment of financial firms as well as importéungs about market trends. However, thorough
public reasoning requires more than a checkbox-Egproach to supervision based on
simplifying indicators, but to take a second loatdao also retrieve information that is not
reflected in the indicators. This is the thrustiioé idea of impartiality that stands behind public
reasoning: It requires decision-makers to also tadceaccount the other perspective, in this case,
the perspectives that are concealed, rather redjebie indicators. Indicators can only be the
starting point, at least as long as they have itapdand well-known limits. The information that
forms the basis of sound decision-making needsetanbre complex. Thus, the quantity of

information matters, but also its quality and gianity.

197 This is the focus of Miller and Rosenfeld (not&)10

1% On the concept of public authority cf. A. v. Bogdg, P. Dann and M. Goldmann, "Developing the Rulglss of
International Public Law: Towards a Legal Framewfmk Global Governance Activities", @erman Law Journal
(2008) 1375-1400.
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This subsection elaborates on the three mentionéators in more detail. Naturally, these
indicators also determined the decisions of mapleeticipants. However, their significance for
supervisors seems to be the key to the problemkdfigrarticipants often behave rationally in
that they design their business strategies so asrtftorm to supervisory requirements. Once it
turns out that supervisors go beyond crude indisaémd question the soundness of financial

firms in more intensive ways, it is not unlikelyatrbusiness strategies will follow.

a) Capital Requirements: The Discrepancy between Relatory and Economic Capital

Capital requirements are one striking exampe oesugory over-reliance on numbers. Some
supervisors confined themselves to ensuring thafittancial firms within their jurisdiction met
the mathematically calculated minimum capital stadd. They did not do much to question the
wisdom of the underlying mathematical calculatiamsl verify whether they were sufficient in

each case given the risk profile of the finandihfunder scrutiny.

Certainly, the mathematical formulas for the calatan of capital requirements concerning
credit, market and operational risk stipulated ihap 1 of Basel Il are important tools for
prudential supervision. They provide a global mimmmstandard and establish a level-playing
field below which individual supervisors must natlf Nevertheless, the Basel Accord does by
no means imply that this is where supervisory adrghould stop. To the contrary, pillar 2 of
Basel Il recognizes the need for further-reachingesvisory control. In particular, supervisors
need to go beyond the minimum capital requiremehisllar 1 and ensure that the internal risk
management of financial firms looks at risks whpadlhar 1 does not fully (or not at all) take into
account® In fact, the calculation of capital requirementader pillar 1 amounts to a
considerable simplification of the risks faced hiyahcial firms. There is quite a broad gap
between the required regulatory capital and ecoomapital, i.e. the capital which a prudential
manager of a bank or other financial firm with adfic risk profile would hold in order to

protect it against default.

109 Basel Committee, “International Convergence of iGapMeasurement and Capital Standards”, Comprénens
Version, June 2006 (hereinafter referred to as|Bjseara. 719ff.
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For example, Basel Il pillar 1 capital requiremediits not take liquidity risks into consideration.
This is entirely left to pillar 2 and thereby toudential regulators interested in a thorough
assessment of riskE? This proved to be fateful during the crisis. Thtise Office of Thrift
Supervision (OTS) did not recognize on time thaGAlad assets on its balance sheet which
looked relatively sound from a credit risk perspegtsuch as super-senior Credit Default Swaps
(CDS). However, when the market for these assdtapsed, AIG was downgraded and faced
collateral calls by its CDS trading partners whithould not meet. OTS Acting Director Scott

Polakoff later testified before congress:

“You will also see that where OTS fell short, ad dthers, was in the failure to recognize
in time the extent of the liquidity risk to AIG difie ‘super senior’ credit default swaps in
[its] portfolio. In hindsight, we focused too nawiy on the perceivd creditworthiness of

the underlying securities. }**

Some authors anticipate that Northern Rock, Bea&ar8s, and Lehman would not have

experienced the sort of difficulties they did hhdit liquidity risks been taken better care"5f.

Another example of risks not covered by pillar bital requirements which would therefore
have required supervisory concern under pillar @risng-way risk:*® Again, AIG provided a
textbook example of how things can go wrong if ttergtion is paid to this factor. AIG wrote
insurance (CDS) worth dozens of billions of US ddl for CDO composed of subprime
mortgage loans. As a consequence, it was highlpsegto the default risk it was supposed to
insure. When that market collapsed and nonperfocemaof CDO increased, AIG faced

downgrades and could not live up to its obligatiafthout massive government assistahice.

1oBasel I, para. 741.

11 Statement of Scott M. Polakoff, “American Inteinaal Group: Examining what went wrong, government
intervention, and implications for future regulatipbefore the Committee on Banking, Housing, ambddn Affairs,
US Senate, 5 March 2009, http://www.ots.treas.ddes/87171.pdf, p. 6.

12 5. Hanson, A. K. Kashyap and J. Stein, "A Macrdpniial Approach to Financial Regulatiogurnal of
Economic Perspectivddraft 7/2010), forthcoming, manuscript p. 15.

13t Basel Il, para. 777(xi).

114 0On wrong-way risk e.g. V. V. Acharya et al., "Qatlized Clearing for Credit Derivatives", in V. ¥charya and

H. S. Richardson (ed.Restoring Financial Stability2009) 251-268, 265.

29



The biggest shortcoming of Basel Il pillar 1 capreguirements, though, might have been the
absence of systemic risk factors. Their static reafproduced anti-cyclical effects during the
crisis, when financial firms under distress deleged at the same time in order to meet the
minimum capital requirements. This caused nothérsg than a credit crunéh,

There were, however, not only risks that were eithli excluded, or not fully covered by the
Basel Il capital requirements. More than that, ¢hkeulation of capital requirements itself relied
on crude indicators that were inconducive to thedkif public reasoning necessary for
supervisory decision-making. Basel I, which wag]j atill is, applicable in the United States to
most financial institutions except for the largesies, assigns risk weights for assets largely
according to their type and regardless of the defak of the counterpart}® Basel Il corrects
this deficit by shifting from asset types to coupsety default risk as the decisive criterion for
the determination of credit risk-related capitajuigements?’ However, under the standardized
approach, Basel Il uses credit ratings as a meanscdlculating credit risk™® From the
perspective of public reasoning, this is as muchnggrovement as a switch from pestilence to
cholera. Apart from the conflicts of interest thainted the impartiality of credit ratings
particularly for complex, structured produtts credit ratings are just another indicator with the
purpose of breaking down complex fact patterns smaplifying, linear categories. Since credit
rating agencies mostly use mathematical modelseanstof sound, individualized risk
assessments, a lot of information gets lost in pnatess?° For example, just like Basel Il pillar
1 and many supervisors, credit rating agencies pild attention to liquidity risks, or they
considered insurance an asset, regardless of thegwvay risks of the insurer. Also, credit
ratings lack granularity in that they do not digtirsh between different categories of risk which
might bring a rated instrument into trouble. Furthgood ratings for securitized instruments,

even though they were accomplished on questiorizddes of information, decreased the need

5 Hanson, Kashyap and Stein (note 112).

11612 C.F.R. Part 325, Appendix A.

17 This applies in principle to both the standardiaed the IRB approach.

118 Basel II, para. 50ff.

19 M. Richardson and L. J. White, "The Rating Agerciis Regulation the Answer?" in V. V. Acharya avid
Richardson (ed.)Restoring Financial Stability2009) 101-115, 104ff.; J. Mathis, J. McAndrewsl ah-C. Rochet,
"Rating the Raters: Are Reputation Concerns Powerfiough to Discipline Rating Agencies?" 36urnal of
Monetary Economic€009) 657-674.

120The Financial Crisis Inquiry Report, p. Xxv.

30



for companies generating the underlying loans t@ @bout lending standart. Miller and
Rosenfeld call this “oversimplification bias”: Givehe complexity of financial markets, market
participants tend to cling to simplifying indicasoand fall prey to a peculiar tunnel vision.
Impressed by the mathematical crispness and seeatingality of credit ratings, they take them
at face value and forget to complement them by dpemaluative judgment$? One may add
that it was perfectly rational for market partiagpgto do so as long as supervisors did not care

and focused on hard numbers.

Credit ratings are not the only case of a lackuldlic reasoning through oversimplifying models.
Rather, this seems to be the case with about amelnapplicable under pillar 1 of Basel Il. By
now it is well-known that models for the calculatiof market risk, such as value-at-risk (VaR),
which is to be used by financial institutions makinse of the Internal Models Approach,
suffer from limited data sets. Normally, VaR modetdy comprise data from roughly the past 25

years. As financial crises evolve in much slowesles, this is barely sufficierit?

Summing up, capital requirements and the suborgimalicators used to calculate them such as
credit ratings or VaR, proved to be too crude asueafor supervisors to rely on, given that
supervisors should make their decisions on theshassound public reasoning. Nevertheless, a
number of supervisors did just that and did nobsdeguess the outcomes of the mathematical
calculations. Not only the OTS should be blamedhis respect, but also the British Financial
Services Authority for its trademark “light-touchmoach™? The Bank of Canada proved that
the opposite strategy works, namely that soundoreed supervision, which takes a close look at
the risk profile and business strategy of eachviddal bank, is possible in a developed economy

with global players among its financial firns.

121 Acharya et al. (note 104), p. 14.

122 Miller and Rosenfeld (note 105), p. 829.

123 Basel I, paras. 701(iv), 718(Ixx)ff.

124 Reinhart and Rogoff (note 97), p. xxvii.

125 cf, Financial Services Authority, “The Turner Rewi’, March 2009, p. 86ff.
126 see below I11.4.b.
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b) Internal Models and Stress Tests: Privatized Resoning Unchecked

Stress tests are another instance of simplifyiiicators which hamper public reasoning on the
part of supervisors. The Basel Il framework alldwsncial firms to use their own internal risk
assessment methods for the calculation of certaks instead of the standardized approaches
provided in the Basel Il framework. This can berelterized as nothing but a shift from public
to private reasoning which bears the risk of saiétiested abuses of discretion in the design and
application of internal models. In addition, thesud internal models for risk assessment entails
potential pitfalls which even a non-self-interesteaink could hardly escape. Most of these
models use statistical assumptions about correlatwhich are based on a limited amount of
historical data. For example, most institutions Wa® models for evaluating market risk under
the Internal Models Apprach. However, as | pointatt above, VaR models have severe
shortcomings?’ They rely on historical data for downside evemtkich might not go back far
enough in order to cover rare events of exceptidmsftess (“fat tails”). Also, VaR models for
Basel Il only need to consider asset value deptiengmthat might occur within a holding period
of up to 10 days, while financial firms might haddsets in the trading book for significantly
longer periods, leading to larger potential losdesaddition, VaR is often calcualted for each
portfolio separately, while aggreagte losses mipghtarger.

Basel Il obliges financial institutions to use sidests as an antidote against the shortcomings
and risk of abuse of internal models. Stress teses simulations that second-guess the
assumptions underlying traditional models for r@gsessment. During stress testing, a financial
firm calculates the value of a given asset poufalinder adverse economic and financial
conditions which are unlikely to occur, but notiegly unrealistic. Thus, financial institutions
choosing the IRB approach for measuring credit,¥i8lor the Internal Models Approach for

measuring market ris¥® or their internal models for the assessment ofntmparty credit

1271n more detail J. R. Aragonés, C. Blanco and KwBo"Incorporating Stress Tests into Market Riskddling",
Derivatives Quarterly(2001) 44-49.

128 Basel I, paras. 434ff.

129 Basel I, “Revisions to the Basel Il market ris&rhework”, February 2011, para. 718(Ixxvii)ff.
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k,130

rs need to stress their assumptions. Pillar 2 dirsafgervisors to double-check internal

stress tests?

Ironically, though, the stress tests carried oufibgncial firms before the crisis often fell viati

to simplifications which were similar to the knovamplifications of the models they were
supposed to fix. The financial crisis revealed tmaist financial firms did not carry out sound
stress tests. The root cause of this is thatviie VaR and other statistical models, the value of
stress tests also hinges on the underlying assongptiThe Basel Committee has studied the

shortcomings of internal stress tests in défailt revealed the following problems:

- Internal stress tests used scenarios that wereongervative enough. Stress test scenarios
tended to simulate certain past crises and igntivegossibility that future crises might
look differently. This might have been the resulan incentive bia$*® since banks had
nothing to gain but trouble from the use of moneese scenarios.

- Financial firms applied stress tests to each plotgeparately and did not take account of
possible correlations among their portfolios. Thmgght have been the result of
complexity bias?** since portfolios were managed separately and futly understood
by their managers.

- Financial institutions blindly relied on statisticarrelations of asset price developments
instead of exercising sound judgment as to whetle=e past correlations would continue
in the future in light of new products and markevelopments. Again, this might have
been the result of complexity bias. It is diffictdt argue against seemingly authoritative
statistical data with purely subjective projections

- As in case of capital requirements, stress teste wet sensitive enough to certain kinds
of risk, such as liquidity risks.

- Financial institutions carried out stress testshauit substantial involvement of board

members and senior management, which adverslytaffexommunication about stress

130Basel Il, Annex 4, paras. 55f.

131 Basel I, i.a. paras. 726 (general); 738, 778(ifiprket risk); 765ff., 777(i) (credit risk).

132 Basel Committee, “Principles for Sound Stressifigd®ractices and Supervision”, January 2009, fo. 8f
133 cf, Miller and Rosenfeld (note 105), p. 815ff.

134 |bid., p. 813ff.
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test results and follow-up. Again, complexity bragyht have prevented higher levels to

get involved in the seemingly technical issue oéss testing.

Thus, both the scenarios used for stress testidgteir implementation were deficient. The tests
suggested a false impression of safety and sousddesl just as with capital requirements,
supervisors did not double-check the stress testmeghodologies of the firms under their
jurisdiction carefully enough to spot the shortcogs. Under Basel I, financial firms enjoy
considerable leeway in the development of theiesstrtests. They need to design stress tests
which are appropriate for the specific risks offeat their portfolios. This was, and is, a highly
subjective standard. Only few accepted standards émerged, for example for the scenarios for
market risk stress testing. Other methods sucht@ssed VaR scenarios are still in an
experimental state. In such a situation of dectsnaking under conditions of uncertainty, public
reasoning would have required taking a secondecl@nd possibly “independent” look at the
stress testing methodologies of financial firmsp&uisors did not realize that discretionary
choices require discretionary, case-sensitive sugmer, not checkbox-like ratifications of the
results of internal risk management. They did rett & an adequate counter-weight to the

“privatization” of reasoning brought along by th&ewf internal models.

c) Off and On the Balance Sheet: Playing Blindman'8uff

Off-balance sheet items caused further deficitgublic reasoning. Once financial firms remove
assets from their balance sheet and pack thentSiitMe or conduits, they receive capital relief.
Basel | required no regulatory capital for off-biada sheet vehicles, while Basel Il allowed for
reduced capital requirements, stipulating sometimesmore than a 20% risk weight.
However, those reduced requirements did not takesigmtly into account the fact that financial
firms usually extended liquidity and credit enhameat to their off-balance sheet vehicles. This
improved the ratings of the vehicles, but it alswolved risks, namely the risk that the assets

would return to the balance sheet of the finanfited in case the vehicle came into troubi®.

135Basel Il, paras. 82ff.; for credit risk mitigatitinrough collateral, insurance, or else, see asasp 109ff.
136y, V. Acharya and P. Schnabl, "How Banks Playes ltkverage Game", in V. V. Acharya and M. Richandso
(ed.),Restoring Financial Stability2009) 83-100, 85, 87.
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This is what happened during the crisis, sometiene=n on the basis of implicit guarantees
which banks as the sponsors of a vehicle had &neXor reputational reasoh¥.

Again, the chosen indicator was misleading. Balasteets were supposed to provide
information about a bank’s liabilities, and by mogyiassets off the balance sheet, liability was
thought to end. Only that it didn’'t, because of theutral effects of guarantees on capital
requirement$® And again, supervisors failed to second-guessr tinglicators and make a

thorough assessment of the risks arising from swgkicit and implicit guarantees.

The list of simplifying indicators leading to a kaof reasoning on the part of supervisors could
be extended. Reinhart and Rogoff observe similkbatfnce sheet difficulties with respect to
sovereign debt® And the entire shadow banking sector was builtthen fact that regulation
related to actors and their specificies, not tonecaic activites. Legally very different actors
could engage in activities which were economicadlgntical. For example, money market
mutual funds had more or less the same economictifumas traditional savings accounts.
However, they lack the insurance and other regulatequirements which the latter underlies
and are therefore more riskjf.

It is not only supervisors who are to be blamedaféack of reasoning. Market participants were
just as blinded by crude indicators as supervisarsntentionally made use of this crudeness.
Nevertheless, as this paper investigates the oaktiip between democracy and the financial
crisis, | focused on the deficits in the exercig@ublic authority. Of course, public reasoning is
not always a piece of cake. Opaque markets likeQR€ derivatives market, and complex
products need to be understood and analyzed with 8aut complex, integrated markets need

supervisors living up to that challenge.

137 M. Richardson, J. Ronen and M. G. Subrahmanyaetuitization Reform”, in V. V. Acharya et al. (d2011)
469-489, 473.

138 See the comprehensive study by V. V. Acharya, ¢hngbl and G. Suarez, "Securitization Without Risk
Transfer",Working Paper(2010).

139 Reinhart and Rogoff (note 97), p. xxxi ff. and ti#r

140 Financial Crisis Inquiry Report, p. 27ff.
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3. Fragmented Regulation and Supervision of Integited Markets

Another factor preventing sound public reasoninghim run-up to the crisis was the fragmented
nature of international financial regulation as lves the supervisory structure. The integration of
global financial markets during the last two orethidecades was not parallelled by a comparable

integration in international financial regulationsupervision.

Although non-binding international agreements IB@sel 1l set a minimum standard, financial
regulation as applied by supervisors still esséntieonsists of domestic (or European) law.
International structures for supervision like thesBl Committee are relatively weak compared to
domestic supervisors. As a result, domestic lawarakand supervisors focused on their
jurisdiction and its needs and advantages whileederding other perspectives or failing to pass
on crucial information. The ensuing parochialisras Sen would say) led to frictions in the
regulatory structure that caused part of the damAgd supervisors were not accountable for
that damage because it was caused elsewhere, bthangurisdiction — at least as long as the
crisis had not yet become systemic. In this cdse frictions were mostly horizontal in nature:
Several jurisdictions and actors operated in paltaib each other, without full knowledge of

what the other one was doing and how one’s actst@id thent?!

a) Fragmented Standards

From Sen’s perspective, fragmented regulation b#eesrisk of parochialisms. If people not
represented in the community, or with divergingwse do not have a voice in the political
process, the ensuing regulation might producesrreadiges just for those groups. In financial
market regulation before the crisis, such regujatbagmentation was possible because of

divergencies in regulatory standards across jutisohs.

Regarding cross-jurisdictional fragmentation, thsecof Lehman Brothers’ Repo 105 provides a

textbook example. Lehman Brothers used the diffsreén UK and US accounting rules for a

141 sen’s example of famines in colonial india is etaerized by vertical frictions, see note 1, p.f838

36



peculiar, and in the end illegal, kind of regulgtarbitrage. A few days ahead of the date of the
American holding company’s 10-K or 10-Q filif¢f on whose balance sheet the liabilities of
subsidiaries have to be consolidat&tlBIE, the UK subsidiary of Lehman Brothers, entere
into repo agreements. According to a controvergiev held by lawyers to LBIE, LBIE was
permitted to count these repo agreements as sabtky Wccounting Standard SFAS 140 and
thereby effectively remove them from their balasbeet without recording the duty to repay the
cash received under its liabilities. It used thehcproceeds from these repo 105 to temporarily
pay back other liabilities and thereby reduce itsrall leveragé?* While LBIE’s accounting
firm (and possibly the FSA as well) knew about thiactice and approved of it, US regulators
were not aware of the difference in the applicabbiSFAS 140. Lacking this knowlege, sound

public reasoning could not come along.

While the example of the Lehman Brothers Repo I@bably involved some criminal energy,
there were other perfectly legal arrangements whlldwed global financial firms to economize
on capital thanks to diverging standards acrossdigtions. For example, Lehman Brothers
channelled most of its non-retail products throutghSwiss subsidiary Lehman International
Finance AG, a multibillion company with only 14 eloyees. Under Swiss capital regulation,
Lehman was not subject to any capital requiremasting as the enterprise did not engage in
retail busines$* This made the entire conglomerate more leveraget more fragile, and
increased the risks for all market participantgluding retail investors who bought Lehman
certificates. This shows that fragmented regulatorght take decisions which are not well
reasoned because they exclude the views of thosemwpht be affected by the externalities
produced. However, if the purpose of such reguiatias to produce externalities, then the lack
of public reasoning is that the regulation in gigsdid not need to be justified vis-a-vis the

views of those potentially affected.

1421934 Securities Exchange Act, Sections 13 and)15(d

143Basel II, para. 20ff.

144 Lehman Brothers Holdings Inc. Chapter 11 ProcegdinExaminer's Report, available at
http://lehmanreport.jenner.com/, p. 766ff.

145 C. Severin “Lehman’s langes Begrébnis”, Neue Zigic Zeitung, 8 July 2010,
http://www.nzz.ch/finanzen/nachrichten/lehmans_tmdegraebnis_1.6472110.html.
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b) Fragmented Supervisors

The fact that participants on integrated globahfficial markets are supervised by a large number
of dispersed supervisors with limited competentaesto deficits in public reasoning in various
respects. First, it is by now well understood ttegt fact that there had been little systemic (or
macroprudential) oversight, neither on the domestic on the global level. Supervisors focused
on the microprudential supervision of individualnfs, but were hardly required to take the
perspective of the financial system as a wholewsoy about its stability?® In addition, those
global bodies which might have been able to exerssne kind of systemic oversight lacked an
adequately pluralistic composition. Before 200@, Basel Committee was a very exclusive circle

of central bankers and bank supervisors from 12ldged economie$.

The limited competence of some supervisors alsatededifficulties on the domestic level. For
example, the United States with its highly fragneeintupervisory structure experienced conflicts
among supervisors which exhibited less concernnfaroprudential, or even macroprudential
soundness, and more for their turf. The case ofOM& and its failure to adequately supervise
AIG has received much attention. US law basicaflynmtted financial conglomerates, through
smart desing of their firm structure, to basicalhoose their preferred regulaté?. The OTS, a
relatively small regulator, received a considergidet of its funds through fees from Ai&.
Although the Federal Deposit Insurance Company (FDlad repeatedly criticized the way in
which the OTS categorized AIG under US capital nexuents, the OTS remained passive for a
long while. When it ultimately downgraded AIG byseal notches, it triggered a shaeRThis
case is highly interesting from the perspectivewblic reasoning. At first sight, the involvement

of several regulators should be beneficial, sihoaight ensure that different views are taken into

146 5ee only Squam Lake Working Group, “A Systemic iR&igr for Financial Markets”, Working Paper 4 (800
Scott, JIEL 2010. This criticism is all but new.. €f. Tietmeyer, "International Cooperation and Glioation in the
Area of Financial Market Supervision and Surveitidh Report to the G7 Finance Ministers and Central Bank
Governors(1999), p. 4.

147 Until 2009, only Belgium, Canada, France, Germatay, Japan, Luxembourg, the Netherlands, Spiveden
Switzerland, the UK and the US were members oBidigel Committe.

148 Financial Crisis Inquiry Report, p. xviii.

19 pid., p. 54.

150 Statement of Scott M. Polakoff (note 111), p. xx.
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account in supervisory decision-makifigHowever, in the case at hand, self-interestecoreas
prevailed and public reasoning did not come aldrgs might have had to do with the absence
of truly public reasoning, i.e. with the lack of public embarassenee any other sanctioning
mechanisms, as well as with a lack of accountghalitd obligation to justify one’s decisions to

those affected by them (which, in this case, probadmprises no less than the entire world).

Apart from outright competition, supervisory fragmegion on the domestic level also led to
information deficits. Not all supervisors alwaysdhal the information they needed. A case in
point is Northern Rock. When it got into troubleetBank of England as the lender of last resort
had to make a decision whether to provide liquiditynot, which, following Bagehot's rules,
would have required the bank to be generally set&rHowever, the Bank of England did not
have the necessary microprudential information,abse supervision was in the hands of the

Financial Services Authority?>

Further sources of deficient public reasoning thloufragmented structures are mutual
acceptance regimes. They make it easy for one atguto create externalities in another
jurisdiction which serve its own self-interest, awdhout having to ask anyone, or give them
reasons, or being in any other way accountablbdaffected people. Examples from within the
European Union abound. Lehman Brothers preferredItish supervisor for its light touch
approach, but once the securities thus approveddwived a “European passpart’ they were
marketable throughout the union. And the freedom establishment required European
supervisors to accept on their territory branchielsamks sitting in other member states, even if
they were insufficiently supervised, as in the cabécelandic bank$> With respect to non-
member states, the European Union eventually deéciderequire that home states make a

consolidated supervision of financial conglomeratesa way that is “equivalent” to EU

151 For the different basic supervisory models seeDHvies and D. GreerGlobal Financial Regulation: The
Essential Guid€2008), 156ff.

152\v. BagehotL.ombard Street. A Description of the Money Ma(&&73), chapter VII.

1534, S. Scott|nternational Financg2010), 220.

154 Directive 2006/48/EC of the European Parliament ahthe Council of 14 June 2006 relating to thiirg up
and pursuit of the business of credit institutia@3,L 177, 30 June 2006, p. 1-200.

158 Financial Services Authority (note 125), p. 36ff.
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supervision:>® However, the light-touch approach of the Secigiied Exchange Commission,
which granted capital relief in exchange for voamgt supervision, transformed unregulated
investment banks into “consolidated supervised tgntt’ This sufficed to meet the
“equivalence” standard of the European directiveitll acceptance regimes thus impoverished

the information available to supervisors.

In sum, the persistence of fragmented regulatioms standards in a highly integrated market
allowed local parochialisms not only to thrive goetsist, but it also gave them more leverage,
enabling them effectively to spread beyond the éradf their jurisdiction without including the

views of those affected in regulatory or superwsdecision-making. The dangers of such lacks
of information and of regulatory competition becoatithe more clear if one takes a closer look
at the Canadian counter-example. Canadian regsldtequently exchanged all necessary
information and tried to cooperate, instead of cetepThe country mastered the financial crisis

remarkably welf:>®

4. Values: The Move towards Deregulation

a) Deregulation in the Financial Sector

Amartya Sen argues that values are important ierai@ bring along through public reasoning
the choices which enhance capabilities. Values @ippe coming along of public reasoning and
thereby indirectly strengthen “good” (i.e. objeetiimpartial) policies. However, Adam Smith
stressed already the need to avoid parochialiswalime formatiort>® Arguably, this was not the

case with respect to the value of deregulatiomértin-up to the crisis.

Since about the beginning of the 1980s, with thetpof office of the Reagan administration in

the US and the Thatcher government in the UK, beddlism and its idea of deregulation

156 Directive 2002/87/EC of the European Parliamert afthe Council of 16 December 2002, OJ L 35/11bf
February 2003.

157 «plternative Net Capital Requirements for Brokeedders That Are Part of Consolidated Supervisedti€sit,
SEC Release No. 34-49830, 20 August 2004.

158 See below part I11.4.b.

1595en (note 1), p. 45.
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became the principal trend on the ideological ckwW® These and aligned governments used
international organizations, such as the OECD e Ititernational Financial Institutions, to
spread the news and push through deregulationontaddl policy sectors which related to the
economy'®* The fruits of this move did not take long to rip@ie repeal of Glass-Steagall in the
US in 1999, or the light-touch approach in the Uigure prominently among the examples.
Dissenters were put under severe pressure. Forpteaitook the OECD a long time to accept

the more regulated, state-managed Danish approdahdur market policy>?

It is obvious that such practices were out of syith the idea of public reasoning. Disagreeing
voices were not heard, leading to an unjustifiedrishing of deregulation that glossed over its
disadvantages. A tainted discourse exaggerated galmes at the expense of others. True public
reasoning, by contrast, inherently assumes thae tisea plurality of reasons and not only one

correct answer.

b) Contrasting Example: Canada’s Post-DeregulatiorSupervision

The fatal effects of deregulation and other neaéibpolitics for financial markets become all the
more transparent if one takes a closer look attimrasting example of Canada. Canada is by no
means insignificant as a financial market. Rathes, characterized by a relatively small number
of relatively large financial institutions. Two @6 banks are among the 50 largest banks of the
world.*®* Nevertheless, its financial sector mastered thsisccomparatively well. None of
Canada’s banks required government assisted. Thisess can be attributed to a different
attitude in regulation and supervision which wasencritical of deregulation and some of its

excesses even before the crisis. Canada had leaankydrom bad experience. In the late 1980s,

1%0p KrugmanThe Conscience of a Liberé?007), p. 101ff. For the theoretical underpinninfimeoliberalism, see
Hayek (note 90).

181 On the neoliberal underpinnings of GATS and invesit arbitration see M. Krajewski, "Neoliberalismursd
Konstitutionalismus im Weltwirtschaftsrecht: Entateg, Krisen, Alternativen”, 4Britische JustizZ2010) 387-396.
For the neoliberalization of labour market policiese N. Noaksson and K. Jacobsson, "The Productiltieas and
Expert Knowledge in OECD. The OECD Jobs Strategycantrast with the EU employment strateg$core

Rapportserig2003).
162 5ee Noaksson and Jacobsson (note 161).
163 Global Finance Magazine, www.gfmag.com/tools/tmEstks/10619-worlds-50-biggest-

banks.html#axzz1QCsY4ItD (24 June 2011).
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Canada went through a period of deregulation tlzet substantially similar to deregulation in the
US as well as in Europe in the subsequent decadssited by a financial industry eager to meet
both the demands of a globalizing real economyeandrging global financial markets, Canada
adopted a series of deregulatory measures in 1887.example, it abolished activity limits for
commercial banks and set up the Office of the Sopsrdent of Financial Institutions (OSFI) as
a single regulator, initially a weak and underfumdtestitution'®* However, after several defaults
in the trust sector as well as the failure of tlmmf€deration Life Insurance Company in 1993-4,
Minister of Finance Paul Martin as well as the O8pled for a policy change and began with a
more prudential approach to financial regulati®hAs a result, regulation, supervision, but also
business strategies of banks differed from the tJ& humber of important way% It seems to

me that the Canadian approach resulted in bettdrgmeasoning in prudential regulation.

First, Canada did not simply implement the minimcapital requirements required by Basel IlI.
Rather, it second-guessed their wisdom in accoelaiih its regulatory philosophy. As a result,
Canada imposed higher total capital ratios on bgakéo instead of 8%), and also a better
quality of capital. Thus, even though some Canabiemks did not hold significantly more total
capital than some of the banks which got into theuturing the crisis®’ their capital was better.
Canada requires a tier 1 capital ratio of 7%, 73%vluch needs to be common equity, while
Basel Il imposes a 4% tier 1 requirement, half ok needs to be common equit§.Tier 1
capital and in particular common equity are theula@ry requirements on which prudential
regulators should focus who want to keep their baafloat in the first place (the so-called going-
concern). Only tier 1 capital, i.e. common equibtdanstruments which can be converted into
common equity, can permanently absorb losses, bec@unever needs to be repaid, can
depreciate, and does not require interest paymeéhtss, Canada’s capital requirements did not
yield to industry demands for unfettered expansiaut, balanced it with the interests of the
public.

164 R. A. Williams, "Exogenous Shocks in Subsystem ustihent and Policy Change: The Credit Crunch and
Canadian Banking Regulation", 28urnal of Public Policy(2009) 29-53.

165 5. Konzelmann, M. Fovargue-Davies and G. Schnytiéarieties of Liberalism: Anglo-Saxon Capitalism i
Crisis?"Centre for Business Research Working Paper No.(2080), p. 25.

186 Overview in T. Porter, "Canadian banks in the fiicial and economic crisisRolicy Responses to Unfettered
Finance Workshof010), p. 3ff.

187 . Ratnovski and R. Huang, "Why Are Canadian Baikse Resilient?IMF Working Paper WP/09/15@009),

p. 7.

188 pid., p. 16.
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Second, capital requirements worked better as @atygy tool, because Canadian banks chose
more traditional business strategies and avoidedptex funding instruments and investments
which mislead the indicators of risk under Basellfl particular, their funding relied more

heavily on deposits and less on wholesale funtfihgnd Canadian mortgage loans require
higher creditworthiness, enjoy government guarantéave shorter maturities, and therefore

depend less on securitizatibf This led to a more transparent market structure.

Third, and most importantly, the regulatory apptoarf OSFI could be characterized as a
paragon of public reasoning. It created a cultdrep@nness, where banks exchange information
about their business strategies with their regudaito a timely and pro-active manner. The head
of OSFI regularly attends board meetings, is uguaéll informed about potential problems the
banks may face and may tackle them before it islate The difference with the light-touch

regulation practiced elsewhere could not be greater

5. Intermediate Conclusion: The Intrinsic Relation$ip between Prudential Regulation and

Public Reasoning

One could easily add further examples which comatgo the view that deficits in public
reasoning were an important root cause of the @i@wcrisis. Much of the business of financial
regulation was conducted in secrecy. For exampley were the interest rates of the Fed
unusually low until about mid-2005% Sometimes, it seems, the lack of transparency sdme
handy in order to hide bad, or badly reasoned st ' The examples mentioned are among
those which have been identified as the princialses of the financial crisis. It thus seems

reasonable to conclude that the financial crismilte at least in part from a lack of public

19pid., p. off.

170 3, Kiff, "Canadian Residential Mortgage MarketsriBg But Effective?'IMF Working Paper WP/09/13(2009).
171 C. Freeland, “What Toronto Can Teach New York dmhdon”, Financial Times, 29 January 2010,
http://www.ft.com/cms/s/2/db2b340a-0alb-11df-8b23-MfeabdcO.html#axzz1F6FYxtkOKonzelmann et al.
(note 165), p. 24ff.

172 E g. J. B. Taylor, "The Financial Crisis and th#i# Responses: An Empirical Analysis of What Weiong",

in B. 0. Canada (ed.p Festschrift in Honour of David Dodge's Contritauts to Canadian Public Policf2008) 1-
18.

173 3. E. Stiglitz Freefall (2010), p. 143.
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reasoning, from supervisory and regulatory prastitteat did not meet the standard of public
reasoning democracies should strive to reach. iHaadial crisis thus emerges less as the result

of democratic choices than as the product of arraiesof democratic practices.

On an epistemological level, this conclusion shaudt be very surprising. There is an intrinsic
relationship between public reasoning and prudersigervision. In the end, both public

reasoning and prudential supervision are about dsalecision-making under conditions of

uncertainty. In other words, public reasoning pséself as the method which any prudential
supervisor who is cognitively open to all reasoealiews and not ideologically trapped in the
belief to know it better than the rest of the wastbuld folow. The more uncertain future events
are, and the more serious the damage which migdg tom it, the more public reasoning should

be practiced.

IV. After the Crisis: Strengthening Public Reasonirg in the Regulatory Framework

and Supervisory Practice

The remaining part of this paper is devoted to aenfiorward-looking analysis of the reforms put
into place in the aftermath of the crisis. The wtof the absence of public reasoning during the
crisis compels a look at the new regulation enaatstithe institutional framework set up in the
aftermath of the crisis, and also at its normatiuglications for the practice of legal
interpretation. It is certainly both practicallypwssible and also premature to try to answer these
questions exhaustively. | will therefore cursortiyscuss some salient aspects of the new
regulation (1.) and of the supervisory structurg, @nd then discuss a few respects in which the

idea of public reasoning can be operationalizddgal practice (3.).

1. Public Reasoning in Post-Crisis Regulation: Beym Crude Indicators?

Given the preceding analysis, it would be desirdbilee problems of simplifying indicators and

privatized reasoning were mitigated in post-crisigulation. A cursory analysis of the regulatory
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reforms undertaken in the US, Europe, and on tterriational level renders a mixed picture.
While post-crisis regulation is definitely more s#ive to risks that used to be neglected and
based on additional, more granular information, atgb more transparent, especially with
respect to the derivatives tratlé,sometimes it seems to be limited to the additibfiucther

simplifying indicators instead of switching to mooase-sensitive decision-making which is
commensurate to the complexity of financial markétiso, it does not apply the axe to the

privatization of public reasoning through the usenternal models.

On the positive side, under Basel Ill, additionsks will have to be factored into the calculation
of minimum capital requirements, in particular ctrparty credit risk$’> Also, an overall
leverage ratio provides some safeguard againststiwtcomings of risk-weighted capital
requirements (even though one might doubt the &ffgcof this instrument given that it existed
already in the US before the crist&).Off-balance sheet items are included in the catmn of
the leverage ratib’’ In addition, some aspects of Basel Ill bridge thap between
microprudential and macroprudential regulation wipcoved to be fatal during the crisis. One of
these tools is the new liquidity requirement whialght mitigate the spread of distress from one
institution to another as a consequence of thevetl risks inherent in wholesale fundit§.
Another mircoprudential tool is the new countermall capital buffer which might dampen the
effects of an economic downturn on the availabiifycredit: Downturns normally cause asset
depreciations, which diminish banks’ regulatory italpand make it harder for them to extend
credit, or even makes them try to deleverage. dtilaion imposes lower capital requirements
during downturns, one might defeat this procycliegiéct’’® The regulatory framework has thus
become considerably more risk-sensitive, allowimiglfetter reasoning in supervision, at least as

long as the number of unintended consequences meroay.

174y, V. Acharya, O. Shachar and M. G. Subrahmany4gegulating OTC Derivatives", in V. V. Acharya ahtl
Richardson (ed.Regulating Wall StregR011) 367-425, 380.

17> Basel IIl, para. 97ff.

176 Basel IlI, para. 151ff.; for the US leverage ratee 12 CFR § 325.3.

177 Basel Ill, para. 162ff.

178 On liquidity requirements see Basel Ill, para.f3@n their macroprudential function see Finan&#hbility
Board, “Macroprudential policy tools and framewarkdpdate to G20 Finance Ministers and Central Bank
Governors”, 14 February 2011, http://www.bis.ordBothp13.pdf, p. 7f.

17 On countercyclical capital buffers see Baseld#ra. 136ff.; Basel Committee, “Guidance for nagicauthorities
operating the countercyclical capital buffer”, Dedzer 2010.
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But in spite of these refinements to capital regmients, they still suffer from the limitations
intrinsic to the indicators used for their calcidat Indicators are always an abstraction from a
reality which is necessarily more complex thanititicator suggests. Otherwise there would be
no need to use the indicator. To counter-balance dffect, Basel Il puts much weight on
internal stress test&’ But again, stress tests are based on models sompsions about extreme
scenarios, and are therefore only as good as tpeegies of these models. True public reasoning
would require second-guessing these propertieentiains to be seen whether regulators will
take stress tests more seriously as a safeguamdsagiae shortcomings of indicators and the

detrimental potential of the use of internal modetsregulatory purposes.

A promising example in this respect is the Compnshe Capital Analysis and Review (CCAR)
by the Fed®! It is a stress test like examination destinedbkImore closely at the specific risk
profile of each institution than the cross-insial supervisory stress tests required by Dodd
Frank'®? CCAR is a confidential examination. The Fed doeswant to publish the results as
this might make the test less demanding in orderégent runs on institutions that fail the test.
Nevertheless, CCAR should not be executed in camecrecy. The fundamentals of the test
design should be subject to public scrutiny, justduse there are only few standards for stress
testing so far. They still need to be discussedn3parency and open public reasoning are likely
to enhance their credibility and quality of CCAR.Will ensure that no relevant position is

missing or excluded in the exercise.

2. Public Reasoning and Institutions: Will Communi@tion Trump over Fragmentation?

Like substantive regulation, the institutional stares set up in the aftermath of the crisis render
a mixed picture measured by the standard of pueéisoning, although the positive aspects seem
to prevail. That standard requires some explanatdoegin with. Since Sen is not very explicit

on institutional questions, | argued that | woutainplement his approach with Habermas’ theory

180 E g. Basel Ill para. 19 (new stress test requirenfier liquidity risk); Basel Ill, para. 98 (amerdietress test
requirement for counterparty credit risk); Baseln@uittee, “Revisions to the Basel Il market risknfivork”,
February 2011, para. 718(Ixxvii)ff. (enhanced strest requirements for market risk).

181 Board of Governors of the Federal Reserve Syst@mmnprehensive Capital Analysis and Review: Objessi
and Overview”, 18 March 2011.

182 cf. Dodd Frank Act, Section 165(i).
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of deliberative democracy. One important elemerii@bermas’ theory is the idea that legislative
institutions should have universal competence. é¢s shis as a requirement of fair and balanced
bargaining. The exclusion of certain issues in dgedragmented fora might lead to power
imbalances®® On the other hand, | would be less concerned ahctirate representation than
Habermas, since the aggregate preferences of thene of elected bodies might significantly
differ from those of the electorat& Therefore, one should not go as far as to demandrki
parliament. Rather, it should be considered sfficthat all relevant stakeholders have a realistic
chance that their concerns will be taken seriouslhe deliberations and that the body remains
cognitively open for new insights. Also, instritaial structures should have remedies against

national egotisms like non-compliance and extetiealthrough free-riding.

Applying this standard, it seems that the risk mfgmentation has been reduced through the
global coordination in the G20 and the Financiab8ity Board. These bodies have a broader
competence than the more specialized bodies likeBasel Committee. In particular, they
complement microprudential regulation with muchdegk macroprudential oversigtt. Also,

the fact that the FSB works under the supervisioth@® G20, which ultimately meets at the level
of the Heads of State and Government, ensuresfittatcial regulation does not happen in
isolation from other issues, such as the environyrtamman rights, and trade. Nevertheless, in
fact, the focus of the G20 and the FSB has remdinetkd. Thus far, sovereign debt issues do
not figure prominently on their agentf&, even though there is a strong relationship between
banking and sovereign debt crises. While this mabtould be cured in the short run, it seems
problematic that the G20 and the FSB only incluagsetbped and emerging economies.
Certainly, developing states usually do not havea#y developed financial markets and
therefore are not directly affected by much of tagulation under debate. Nor will they have the
expertise and resource to contribute to all mestiktpwever, worldwide financial conditions
also affect their economic and social conditiors. &ample, financial and monetary stability is
an important precondition for foreign investmemwtyIsovereign debts both in the donor and the

receipient states are a precondition for succesdfidial development assistance, and financial

183 Habermas (note 18), Chapter 4, in particular 228.

184 See supra note 28 and accompanying text.

185 Financial Stability Board (note 178), p. 8.

186 . Tietje,Architektur der Weltfinanzordnur(@011), p. 27.
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instruments such as commodities futures might teaaisset bubbles which gravely affect food

prices'®’

On the domestic and supranational level, bodies tile Financial Stability Oversight Council
(FSOC) and the European Systemic Risk Board (ES#RBage in macroprudential regulation.
They do not do so in isolation, but have strongdinvith microprudential regulators, like the
ESRB through the European Supervisory AuthoritieSA) in the frame of the European System
of Financial Supervision (ESF&¥ or are directly involved in microprudential regia like the
FSOC which determines which institution is of sysite importance®® In light of the idea of
public reasoning, their lack of decision-making petencies is set off by their function as hubs

for the gathering of information and coordinatetiation.

One might ask whether the plethora of new agenaies fora does not increase the risk of
fragmentation. Indeed, those bodies might disagrekend up blocking each other or sending
out contradictory signs. However, the ESFS framéwmovides for some mechanisms which
might reduce such risks. Thus, in case the collejédomestic) supervisors cannot agree on a
measure regarding the supervision of a particutential conglomerate with subsidiaries in
several member states, the ESAs may first try tdiate the conflict. Ultimately, it has the power
to take a binding decisiorl’ Besides that, the fact that the colleges of sipers were not
replaced by a single European agency might be &algaous from the perspective of public
reasoning — provided that domestic supervisors @@t in a spirit of fairness and do not simply
strive for turf protection. In the optimal caseg tholleges might lead to a more pluralistic

supervision which is less prone to capture by $jpedomestic interests, or the interests of a

187 For an analysis of the impact of the financiasisrion developing states based on data from the IMF and
FAO, see WEED,Towards a Global Finance System at the ServiceustaBable Development. Assessing the
Development Impact of European and Global FinanBieformq2011), p. 7-10.

188 EU Regulation 1092/2010 of the European Parlianaemt of the Council of 24 November 2010 on European
Union macro-prudential oversight of the financigbtem and establishing a European Systemic RiskdB@J L
331 of 15 December 2010, p. 1ff.

189 Dodd Frank Act, Section 113(a)(1).

190 EY Regulation 1093/2010 of the European Parlianagit of the Council of 24 November 2010 establighin
European Supervisory Authority (European Bankinghauty), OJ L 331 of 14 December 2010, p. 12fftt. A9(2)
and (3) in conjunction with Art. 22(4).
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European agency’ The interests of states at the (economic) peripbétthe European Union
which do not participate in many colleges must, &osv, be adequately reflected in the

guidelines and recommendations to be adopted bl $fes

By contrast, from the viewpoint of public reasonimige should not be overly concerned about
some of the objections to the ESFS which are bediggd in scholarly circles. Certainly, certain
decisions of the ESA might bind national supenssand therefore be at odds with the German
concept of ministerial responsibility® This is a constitutional principle which concreszthe
idea of parliamentary democracy. Accordingly, eaatiministrative decision (with some
exceptions like for monetary policy) needs to bevasrable to, and subject to the orders of, a
minister who is accountable to parliamé#t.However, the idea of public reasoning de-
emphasizes the idea of representation and of tiaegm-belt like relationships of authorization
which obviously underly the concept of ministenasponsibility. Thus, deficits in ministerial
responsibility could be counter-balanced by advarioepublic reasoning. Decisions of ESAs
which bind national supervisors have to be precdnedeliberations and negotiations within the
ESA concerned (except in case of emergencieskelins difficult to complain about a lack of

democratic legitimacy in this respeet.

In contrast to Europe, the supervisory structureth@ United States has not been changed
dramatically. Except for the OTS, all supervisoysdnd large retain their competencies. It is

unclear how harmful competition among them mighpt®rented in the future.

191 particularly promising from the perspective of fuibeasoning is the idea that the European BanRinthority
may request further deliberations by colleges gqfesvsors if it considers their decisions inappiatg, cf. EU
Regulation 1093/2010 (note 190), Art. 21(2)(3).

192 g. EU Regulation 1093/2010 (note 190), Art. 16.

193 N. Sonder, "Die verwaltungsrechtliche KontrollenvRatingagenturen im neuen System der Finanzatifsioh
A. Debus et al. (ed.)/erwaltungsrechtsraum Eurogd011), forthcoming.

194 W. Loschelder, "Weisungshierarchie und personlivfegantwortung in der Exekutive”, in J. Isensee &nd
Kirchhof (ed.),Handbuch des Staatsrecht®l. V, 3rd edn. (2007) 409-455, marginal noté#.3general principle)
and 52ff. (exceptions).

195 In my view, deliberations and negotiations witkire ESFS would be at least as good a means focawéng
deficits in ministerial responsibility as the ratdtion of the regulations setting up the ESAs hymdstic
parliaments. The latter option has been proposedUbyHade, "Jenseits der Effizienz: Wer kontrolliatie
Kontrolleure?  Demokratische  Verantwortlichkeit —undechtsstaatliche Kontrolle der européaischen
Finanzaufsichtsbehdrden" (2011), manuscript, wiyues that the EU should have adopted the reguatioiler
Article 352 TFEU.
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3. Public Reasoning as a Guiding Principle for Leddnterpretation

The concept of public reasoning may also serve gsiding principle for the interpretation of

legal norms in the practice of prudential supeorisiOne could think of many potential uses for
such a guiding principle in the application of legarms. Public reasoning could be particularly
insightful for the interpretation of broadly draftelittle determined legal concepts, or for the
exercise of discretion by supervisors. In the follgy | look at a few examples from domestic,

European and international law.

Although a large part of the German laws and ragria on banking supervision and capital
requirements implements European law’® they charge the Bundesanstalt fiir
Finanzdienstleistungsaufsicht (BaFin) as well as Bundesbank, the competent supervisors,
with the application of vague and indetermined ganerovisions and with the exercise of
discretion*®” Thus, Section 2(5) of the Solvability Regulafi$hallows financial institutions to
dispense with the daily calculation of regulatorgpital requirements if it puts in place
“appropriate” internal risk management tools. Samy, Section 25a(1) of the same regulation
require that financial institutions put in placepfeiopriate and effective” risk management
commensurate to its business strategy. The supesviged to put flesh on these rather open
notions and concretize them in a reasonable wallidPreasoning might guide this effort. For
example, supervisors should engage in a procesgpe@f deliberation with stakeholders and
experts, such as industry representatives, asgow@dbr consumer protection, and scientists, in
order to determine a general standard of appreprsts for internal risk management. In doing
so, they should put an eye on the reliability afi@éators and the reductionisms inherent in them.
Of course, applications of this standard will haeerespect confidentiality concerns of the

financial firms concerned.

196 See note 154; see also Directive 2006/49 of thefaan Parliament and of the Council on the capit@lquacy
of investment firms and credit institutions, OJ T71of 30 June 2006, p. 201ff.

197 The distinction between the interpretation of vagrms and the exercise of discretion is a (epistegically
questionable) peculiarity of German administratexg; see W. Hoffmann-Riem, "Eigenstandigkeit derwatung",

in W. Hoffmann-Riem et al. (ed.rundlagen des Verwaltungsrecht®l. 1 (2006) 623-714, margin notes 83ff.; H.-
J. Koch,Unbestimmte Rechtsbegriffe und ErmessenserméchtiguWerwaltungsrechtl979).

198 \verordnung iiber die angemessene Eigenmittelatigsgavon Instituten, Institutsgruppen und Finandhmgj-
Gruppen — Solvabilitatsverordnung, BGBI. 1-20062826, with amendments, available at www.juris.de.
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As regards the exercise of discretion, supervishaild engage in public reasoning in particular
inasfar as their decision as far-reaching consempgefor the industry as a whole. For example,
Section 36(4) of the German Solvability Regulatyives supervisors discretion to attribute a risk
weight of more than 150% for shares and certifcabé investment funds which involve
particularly high risks. Again, the determinatidrtiuis exceptional level of risk should not be left
to grossly simplifying indicators, but might reqaideliberations involving various stakeholders
and experts. Of course, general principles of Garadministrative law require supervisors to
base their discretionary decisions on accuratengssons:*® But apart from the right to be heard
in case of decisions which infringe the rights of iadividual (Section 28 of the German
Administrative Procedure Acff°it does not provide for a methodology for estdtitig what the
supervisor considers as “accurate”. This is whengip reasoning might come in. Also, the idea
of public reasoning might incline supervisors tb e meetings with external auditors and the
audited firms:*!

Mutual recognition regimes are a further field diexe the idea of public reasoning could be
applied in legal interpretation. Whether on theelesf the European Union or on the international
level, for example under the Annex on Financialviéess under GATS, mutual recognition
regimes usually require some minimum standard ofdemtial regulatioR®? Otherwise,
supervisors would be unwilling to rely on the demis of other supervisors. One could argue that
a supervisor meets the minimum standard requirédues public reasoning in the design and
application of this standard. On the other handylipueasoning would require all supervisors
which are part of a mutual recognition regime teefy share information among them. In
addition, disclosures pursuant to pillar 3 of Ba#lethould be required to be specific enough in
order to allow for meaningful reasoning.

199R. Schenkeyerwaltungsgerichtsordnun@6th edn., 2009), Section 114, marginal note 12.

200 yverwaltungsverfahrensgesetz of 25 May 1976, latestion promulgated on 23 January 2003, BGBI. 20p3
102ff, with amendments, English version availaltileraw.iuscomp.org/gla/statutes/VwVfG.htm.

201 This is proposed by the European Commission inGtsen Paper on Corporate Governance in Financial
Institutions and Remuneratin Policies, COM(2010},28June 2010, p. 14.

202 E g. the Basel Minimum Standards for the Supeouisif International Banking Groups and Their CrBssder
Establishment, cf. Scott (note 153), p. 224.
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Conclusion

It should be clear from the preceding reflectidret the idea of public reasoning is different from
a simple anti-neoliberal recipe. It is also differé&rom a simple argument for more disclosure.
Rather, it leads to a plea for better, more granuiformation, and for more deliberative
decision-making involving market participants, aomers, and government representatives. Its
main thrust is procedural, methodological, and suftstantive. It might therefore give rise to
proposals which cannot uniformely be assigned tiweeithe pro-market or the pro-government
side of the great ideologial divide in economicippbf the last decades. For example, from the
perspective of public reasoning, it would not neeedy be advisable to set up public credit
rating agencies, and it would be absolutely cogttarthe idea of public reasoning to interfere in
rating methodologies. Instead, what is desirablgribably a truly competitive market for
transparent credit ratings untainted by speciaredts. Also, the idea of public reasoning could
be invoked against prohibitions on normal (non-wollshort sales because they only delay price
adjustments and falsify important market informafi’ Free markets do not only need good

information, they also produce it.

On another level, it is my hope that this artiaberoborates the view that economic development
must go hand in hand with democratic reforms (hemeerstood as an increase in public
reasoning). Whether on the domestic level or onirtkernational level, new, dynamic markets
need institutions and procedures for public reaspim order to contain the risks arising from
them. And even if something goes wrong, like in thisis of 2007-2010, democratic societies
might have the ability to feed the lessons learn&al decision-making through public reasoning
and to do better next time. True, financial manregjulation is not a great example for learning
from experience. To the contrary, it rather seekesdn eternal repetition of the same mistakes.
However, in the run-up to the last crisis, this Intigave been at least in part the result of the fac
that democratic development did not keep up withketaintegration. We cannot look into the

seeds of time, but | do not see any reason thatgeblic reasoning and more authoritarian

203 M. Brenner and M. G. Subrahmanyam, "Short selling"V. V. Acharya and M. Richardson (edRestoring
Financial Stability(2009) 269-275.
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market regulation would do a better job next titie.not worth doing a control test. Democratic

government might not be perfect — but it is propats good as it gets.
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