
506 Self-Regulation, CLERP and Financial Markets Volume 22(2)

SELF-REGULATION, CLERP AND FINANCIAL MARKETS: 
A MISSED OPPORTUNITY FOR INNOVATIVE 

REGULATORY REFORM

A N G U S CORBETT*

I. INTRODUCTION

After a period of sustained reform to corporate law, attention has finally 
moved to reform of the regulation of financial markets. These reform proposals 
are the most important o f any introduced since the national scheme of corporate 
law commenced operation in 1991, for two main reasons. First, they have a 
broad scope and are designed to operate across a very broad range of financial 
markets. Secondly, the proposals introduce an innovative approach to regulation 
by moving from a ‘black letter’ style of regulation to a form of self-regulation. 
A critical analysis of the regulatory strategy is provided in this article.

The initial impetus for reform of financial markets came from the Financial 
System Inquiry.* 1 Subsequently, two papers have been released as part of the 
Corporate Law Economic Reform Program.2 The most recent of these is a 
consultation paper entitled “Financial Products, Service Providers, and Markets 
-  An Integrated Framework Implementing CLERP 6”.3 This title captures the 
two significant elements of the proposed reforms: their scope and the innovative 
approach to regulation. The consultation paper sets out the basic outlines of the 
reforms to the regulation of financial markets, and these will be discussed in this 
article.

The proposed regulatory framework covers a broad range of “financial 
products” which includes securities, derivatives, futures and life insurance

* S en ior  Lecturer, F acu lty  o f  L aw , U N S W . I w ou ld  lik e  to thank C hristine Parker for her en cou ragem en t 

and for her com m en ts  on  an earlier draft o f  th is article.
1 S W allis  (C hair), Financial System Inquiry Final Report, M arch 1997 .
2 C orporate L aw  E co n o m ic  R eform  Program  Proposa ls for R eform  Paper N o  6 , Financial Markets and 

Investment Products Promoting Competition, Financial Innovation and Investment, 199 7  (“C L E R P 6 ”); 
C orporate L aw  E co n o m ic  R eform  Program  C on su lta tion  Paper, Financial Products, Service Providers, 
and Markets -  An Integrated Framework Implementing CLERP 6, 1 9 9 9  (“Im p lem en tin g  C L ER P 6 ”).

3 Im p lem en tin g  C L E R P 6 , n ote  2 supra.
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products.4 The result is that the proposed framework will take over from a 
number of existing regulatory schemes.5 6 The overall goal of the proposed 
regulatory framework is to establish competitive markets for financial products. 
The stated aim is that:

A  more efficient and flexib le regim e for financial markets and products w ill be 
achieved through an integrated regulatory framework for financial products. J h is  
w ill provide consistent regulation for functionally similar markets and products.

The rationale for using a system that provides “consistent regulation for 
functionally similar markets and products” is that:

Participants w ill have the capacity to adopt system s and procedures w hich can  
accom m odate differences betw een certain transactions without unnecessary  
prescription or other regulatory restraints. The intention is to provide m axim um  
market freedom  so that participants can design system s w hich accom m odate their 
particular operations, provided tljat the regulatory objectives o f  market integrity and 
investor protection are ach ieved .7

The most significant feature of the proposal to establish an “integrated 
regulatory framework” is that it aims to create not just competitive markets but 
competitive markets that are self-regulating  within parameters defined by public 
policy.8 The aim is to rely on competition between functionally similar markets 
and products to ensure that markets are efficient, effective and responsive to 
change. This goal of creating a self-regulating system of regulation for financial 
products marks an important turning point in the development of the Corporate 
Law Economic Reform Program. It is also the reason that this reform proposal 
should demand the attention of anyone who is interested in the process of 
regulatory reform.

An immediate problem which follows on from this approach to regulation is 
the transitional issue of how to move from the existing state of regulation of 
financial markets to the proposed state of self-regulating competitive markets. 
This transitional issue is extremely important because it represents a central 
problem of regulation. The problem is deciding how to use regulation to initiate

4  Ibid at 9 -1 4 . The sco p e  o f  the p rop osed  regu latory fram ew ork w ill b e  d efin ed  w ith  referen ce to the 
“fin a n c ia l p rod u cts” w h ich  it seek s to regu late. The prop osed  d efin ition  o f  ‘fin an c ia l p rod u ct’ is a broad  
on e  that in c lu d es  four parts. T he first is a broad fu n ction a l d efin ition , the seco n d  is  a lis t  o f  in c lu sio n s, 
the third a lis t  o f  e x c lu sio n s  and the fourth  is a regu la tion -m ak in g  p ow er  w h ich  w ill b e  the m ech a n ism  b y  
w h ich  n e w  fin an c ia l p rodu cts are in c lu d ed  in , or exclu d ed  from , the regu latory fram ew ork. T he lis t  o f  
in c lu sio n s  p rov id es  an in d ica tion  o f  the sco p e  o f  the p rop osed  regu latory fram ew ork  (at 13). T his lis t  
in c lu d es  secu r ities , deben tu res, d er iva tives , in terest rate or currency sw ap s, con tracts o f  in su ran ce, the  
in v estm en t co m p o n en t o f  life  in su ran ce, superannuation  in terests, retirem ent sa v in g s  a cco u n ts , A D I  
p rod u cts, and m ortgages over  real and person al property.

5 “T he fram ew ork  w ill rep lace  C hapters 7 and 8 o f  the Corporations Law and the Insurance (Agents and 
Brokers) Act 1 9 8 4  (C th ). T he fram ew ork  w ill a lso  brin g  in e lem en ts o f  the Superannuation Industry 
(Supervision) Act 1993  (C th ), the Retirement Savings Account Act 1997  (C th ) and the B an k in g  (F oreign  
E x ch a n g e ) R eg u la tio n s” : ibid at 1.

6 Im p lem en tin g  C L E R P 6 , n ote  2 supra at 3.
7 C L E R P 6 , supra n ote  2 at 4 2 .
8 For a rev iew  o f  the p u b lic  p o lic y  goa ls  un d erp in n in g  the C orporate L aw  E co n o m ic  R eform  Program , see  

n ote  35  infra. For a d isc u ssio n  o f  “c o m p etitiv e  se lf-regu la tion ” see  A  O gu s, “R eth in k in g  S e lf-  
R eg u la tio n ” in  R  B a ld w in , C  S cott, C  H ood  (ed s), A Reader on Regulation, O xford  U n iv ersity  Press  
(1 9 9 8 )  3 7 4  at 3 7 9 -8 2 .
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change within a set of cultural or economic practices so that the these practices 
are transformed and move towards the desired state of affairs. Ultimately, the 
CLERP 6 proposals may serve to focus attention on the problem of developing 
ways of using forms of self-regulation as transitional mechanisms to encourage 
the development of self-regulating systems of regulation.

The argument in this article is that the CLERP 6 proposals do not address this 
transitional issue in a systematic or innovative way and in this sense represent a 
missed opportunity for regulatory reform. The main problem with the CLERP 6 
proposals is the failure to integrate the various elements of the proposed 
regulatory framework into a system of self-regulation. This failure to adopt a 
systematic approach has had two related consequences for the shape and form of 
the ‘integrated regulatory framework’ proposed by CLERP 6. First, in some 
important areas, it has allowed those responsible for developing the Corporate 
Law Economic Reform Program to shy away from using self-regulatory 
techniques and approaches. Secondly, it has had the result that the proposals 
have, in some important respects, tended to revert to traditional command and 
control styles of regulation.

The first part of this article is an analysis of why it is important to assess the 
CLERP 6 proposals from the perspective of whether or not the primary features 
of the proposed regulatory framework are integrated into a system of self­
regulation. The primary features of the regulatory framework in this context 
include processes for rule-making, for enforcement and for the introduction of 
compliance mechanisms. The second part is a brief review of the primary 
features of the integrated regulatory framework proposed by CLERP 6. The 
third, and final, part develops the argument that the proposed integrated 
regulatory framework introduces only a partial and limited form of self­
regulation. The proposal for reform developed by CLERP 6 sits uneasily with 
the goal of creating a self-regulating system of regulation founded on the 
operation of competitive markets. Ultimately, it is this discordance between the 
goals of reform and the details of the regulatory framework proposed by CLERP 
that is the most puzzling feature of this attempt at regulatory reform.

II. SELF-REGULATION

Self-regulation is more likely to be effective where regulators are required to 
interact with regulatees on a number of different levels in a systematic way. 
This means that elements of the scheme of self-regulation have to be integrated 
so that there is an effective coupling between the system of regulation and the 
activities being regulated.9 For this purpose a non-exhaustive list of the elements 
of a scheme of regulation may include the rule-making function, enforcement 
and mechanisms for reliance on regulatees’ own internal systems of control, for

9 For a d isc u ssio n  o f  the id ea  that e ffe c t iv e  regu la tion  is the resu lt “structural c o u p lin g ” b e tw een  p o lit ic s ,  
la w  and so c ia l life , see  G  T eubner, “Ju rid ifica tion ” in  R  B a ld w in , C S co tt, C H ood , n o te  8 supra at 4 0 6 -
10.
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exam ple, recogn ition  o f  com p lian ce system s and cod es o f  conduct. A t first 
glance th is m ay appear to be a w eak  starting p oin t for a ssessin g  the potentia l 
e ffec tiv en ess  o f  a prop osed  system  o f  self-regu lation . H ow ever, as th is article  
exp la ins, the CLERP 6 p roposals for reform  do not com p ly  w ith  this m inim al 
requirem ent.

T here are a large num ber o f  institutional arrangem ents w h ich  can be describ ed  
as “self-regu la tion ” .10 S om etim es the phrase self-regu lation  is u sed  to refer to  
self-ordering sch em es o f  regulation  operated b y  m arket participants w ith ou t any  
direct support from  the sta te .11 T his form  o f  self-regu lation  is som etim es  
associa ted  w ith  w hat is know n as “d eregulation”.12 A t other tim es s e lf ­
regulation  refers to a range o f  indirect approaches to regulation, in w h ich  law  is 
u sed  to estab lish  a p rocess that produces a d etailed  regulatory sch em e.13 T h ese  
ind irect approaches to regulation  are u sually  contrasted w ith  com m and and  
control regulation  that seek s to regulate particular activ ities b y  re ly in g  upon  
direct com m ands supported b y  the application  o f  san ction s.14

T he grow th  o f  d irect types o f  com m and and control form s o f  regulation  is  
u sually  associa ted  w ith  the changing function  o f  law . T he leg itim acy  o f  law  is  
dependent upon its cap acity  to ach ieve e ffec tiv e  ou tcom es in pursuit o f  public

10 For example, A Ogus, note 8 supra at 376-7 identifies three characteristic features o f self-regulation. 
These are autonomy of regulatees, the degree of legal force of rules and the degree o f monopolistic 
power.

11 See, eg, note 1 supra at 258. Self-regulation is at one end o f the regulatory spectrum where “there is no 
specific legislative backing to schemes operated by industry groups”. At the other end of spectrum is the 
“statutory approach” to regulation “where specific and detailed laws are enacted and administered by a 
regulatory agency”: ibid at 380.

12 For a critical analysis o f the potential o f “deregulation” as a form of regulation, see G Teubner, note 9 
supra at 416-20; I Ayres and J Braithwaite, Responsive Regulation Transcending the Deregulation 
Debate, Oxford University Press (1992) pp 3-18. The concept o f “deregulation” has been significantly 
changed by the recognition of “regulatory space”, see C Scott, “Analysing Regulatory Space: Implication 
for Institutional Design and Reform”, presented at Law and Society Annual Conference, June 1998 at 1: 
“I take the chief characteristic o f regulatory space to be the idea that resources relevant to holding of  
regulatory power and exercising of capacities are dispersed or fragmented”. In this sense an activity is 
never “deregulated” in the absolute sense rather the activity is subject to a different kind o f regulation.

13 See for example, “responsive regulation”: I Ayres and J Braithwaite, note 12 supra, pp 4-7; for an 
analysis o f self-regulation relying upon reflexive law: see note 9 supra at 420-7. The recognition o f the 
importance of indirect approaches to regulation is also associated with the notion of the complexity of 
“regulatory space”, see C Scott, note 12 supra. The Financial System Inquiry Final Report, note 1 supra 
at 258, uses co-regulation to refer to this broader meaning o f  “self-regulation”.

14 A broad definition o f command and control regulation is one that focuses on the process o f “defining 
standards o f business conduct and production results in all details and enforcing those standards via 
negative or positive sanctions”: G Teubner, “Corporate Fiduciary Duties and Their Beneficiaries: A 
Functional Approach the Legal Institutionalisation of Corporate Responsibility” in K Hopt and G 
Teubner (eds), Corporate Governance and Directors’ Liabilities, Walter de Gruyter (1985) 149 at 159. 
A narrower definition focuses on the enforcement o f standards by use o f the criminal law, see A Ogus, 
Regulation: Legal Form and Economic Theory, Clarendon Press, (1994) p 5. A further definition of  
command and control regulation focuses on the “centrality it accords to the idea that regulation involves 
and interference that seeks to control or impede the operation of market forces”: C Shearing, “A 
Constitutive Conception o f Regulation” in P Grabosky and J Braithwaite (eds), Business Regulation and 
Australia’s Future, Australian Institute o f Criminology (1992) 67 at 107.
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p o lic y  g o a ls .15 T he leg itim acy  o f  law  has thus b ecom e associa ted  w ith  its lev e l  
o f  e ffec tiv en ess  in ach iev in g  th ese public p o lic y  g o a ls .16 It is percep tions about 
the failure o f  d irect form s o f  regulation  to ach ieve public goa ls that have focu sed  
attention on  the p otentia l o f  indirect form s o f  self-regu lation . Interest in  se lf-  
regulation  is  therefore based  on the em pirical assum ption  that se lf-regu lation  
w ill ach ieve better regulatory ou tcom es, that it w ill b e a m ore e ffec tiv e  w a y  o f  
im plem enting pub lic  p o lic y  g o a ls .17

In n otin g  the sh ift from  direct to indirect form s o f  regulation  it is im portant to  
ack n ow led ge that d irect form s o f  regulation  have fa iled  in the relative sen se, b y  
fa ilin g  to m eet exp ecta tion s regarding the potential for regulation  to ach ieve  
ou tcom es. C om m and and control regulation therefore con tin ues to be an 
availab le form  o f  regulation  w h ich  is u sed  in a w id e  variety o f  co n te x ts .18 
Subject to th is qualification , there are both  em pirical and theoretical 
exp lanations for the failure o f  d irect form s o f  regulation.

There is n o w  a broad ranging b ody o f  literature w h ich  ou tlines the practical 
problem s associa ted  w ith  the u se o f  com m and and control form s o f  regulation . 
A  recent rev iew  o f  th is literature has identified  five  clusters o f  problem s:

•  A  ten d en cy  tow ards u n n ecessarily  com p lex  rules.

•  O ver-regulation , lega lism , in flex ib ility  and u nreasonableness in the 
d esign  and im plem entation  o f  regulation.

•  T he p reva len ce o f  evasion  and “creative com p lian ce” w ith  regulatory  
standards through the taking advantage o f  tech n ica l and deta iled  rules.

•  T he capture o f  regulatory agen cies b y  regulatee entities.

•  D ep en d en ce  on  strong m onitoring and en forcem ent w here su ffic ien t  
resources, expertise and strategy are not ava ilab le .19

T here is  a w id e  range o f  circum stances in w h ich  th ese prob lem s h ave b een  
encountered  w ith  com m and and control form s o f  regu lation .20 A  substantial 
b od y  o f  literature has provided  a theoretical exp lanation  o f  w h y  com m and and  
control form s o f  regulation  have encountered  th ese problem s. O ne such

15 There is recognition o f  the changing function of law and regulation in many traditions o f legal writing, 
see, eg, note 9 supra at 391-406. The recognition of the move from ‘formal’ to ‘functional’ forms of  
legal reasoning was central to the concerns of critical legal studies, see eg, E Mensch, “The History of  
Mainstream Legal Thought” in D Kairys (ed), The Politics o f Law: A Progressive Critique of Law, 
Pantheon Books (1990) 18, and R Gordon, “Critical Legal Histories” (1984) 36 Stanford Law Journal 57 
at 59-67.

16 Note 9 supra at 402.
17 Eg, I Ayres and J Braithwaite, note 12 supra, and ibid at 420-8.
18 Eg, A Ogus, note 8 supra at 379 (the regulation of hazardous substances).
19 C Parker, Reinventing Regulation Within the Corporation: Corporate Compliance and Corporate 

Citizenship (forthcoming) p 3.
20 N Gunningham and R Johnstone, Regulating Workplace Safety, Oxford University Press (1999); A 

Ogus, note 8 supra at 377-8 (the adoption of a form of self-regulation in the area o f occupational health 
and safety). See also A Corbett, “A Proposal for a More Responsive Approach to the Regulation o f  
Corporate Governance” (1995) 23 FLR 279 at 301-5 (some problems are encountered with this form of  
regulation in the context o f the regulation of corporate governance).
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exp lanation  is the recogn ition  o f  “regulatory sp ace” .21 T his is a com p lex  con cep t  
w h ich  de-centres the idea o f  regulation. R ecogn ition  o f  regulatory space  
in v o lv es ack n ow led gm en t that the resources relevant to the exerc ise  o f  
regulatory p ow er are not centred on the state or on regulatory b od ies. Rather 
these resources, w h ich  include inform ation, w ealth  and organisational cap acities  
are shared and fragm ented b etw een  regulators and regulatees. There are several 
con seq u en ces w h ich  fo llo w  from  the recogn ition  o f  “regulatory sp ace” . T he first 
is that regulatory authority and resources are not exerc ised  hierarchically . 
Instead, th ese relations can be better characterised as “com p lex , dynam ic  
horizontal relations o f  n egotiated  in terdependence” .22 A  secon d  con seq u en ce  is  
that regulatory space is “h o lis tic” in the sen se that it “look s at the interactions o f  
each  o f  the p layers in the space, and can recogn ise  plural system s o f  authority  
and com p lex  o f  interests and action s” .23 24

In this context, it is  re la tively  easy  to id entify  the potential fa ilin gs o f  d irect 
approaches to regulation  w h ich  assum e hierarchical relations b etw een  regulators  
and regu latees and w h ich  assum e that it is u nn ecessary to con sider the  
relationsh ip  b etw een  form al and inform al system s o f  authority estab lished  
b etw een  regulatees. In contrast there is grow in g interest in self-regu lation  
p rec ise ly  b ecau se it is b ased  upon the recogn ition  o f  the lim ited  cap acity  o f  
regulation  to ach ieve  ou tcom es. G unther T eubner has d efin ed  the goa ls o f  s e lf ­
regulation  in the fo llo w in g  way:

One is therefore forced to abandon ideas of effective outside regulation, the notion 
that law or politics could have a direct goal oriented controlling influence on sectors 
of society. The effect of regulatory law must be described in far more modest terms 
as the mere triggering o f self-regulatory processes, the direction or the effect of 
which can scarcely be predicted.2

It is against this background that I w ish  to consider problem s o f  regulatory  
d esign  and im plem entation .

T his part o f  the article aim s to establish  the p roposition  that the integration  o f  
the e lem en ts o f  a regulatory sch em e raises the lik e lih ood  that there w ill b e an 
effec tiv e  cou p lin g  b etw een  the regulatory sch em e and the activ ities o f  the 
regulatees. In the term s u sed  b y  Teubner, an integrated regulatory sch em e w ill  
be m ore lik e ly  to trigger the self-regu latory p rocesses  w h ich  m ay transform  the 
relevant activ ities o f  regu latees in  the d irection  set b y  public p o lic y  goals. There  
are tw o  m ain  reasons w h y  it is im portant to integrate the elem en ts o f  the  
regulatory regim e. T he first is  b ased  on the exp erience w ith  strategies u sed  to  
introduce self-regu lation . T he secon d  arises out o f  the n eed  to system atica lly  
recogn ise  the lim its o f  regulation  w h en  d esign in g  and im plem en tin g  se lf ­
regulation.

There is a w id e  range o f  strategies for the introduction o f  self-regu lation .

21 C Scott, note 12 supra.
22 Ibid 2X2.
23 Ibid at 3 (footnotes omitted).
24 Note 9 supra at 407.
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Som e strategies focu s on  en forcem en t,25 som e on the p rocess o f  ru le-m aking,26 
and others ex p lic itly  focu s on  the p rocess o f  internalising public p o lic y  goa ls  
w ith in  the m anagem ent structures o f  regulatees, such as relian ce upon the  
introduction o f  com p lian ce program s.27 A  central feature o f  these strategies is  
the w ay  in w h ich  th ey  are reliant on a system atic integration o f  all o f  the  
elem en ts o f  the regulatory sch em e. For exam ple, strategies b ased  prim arily on  
the u se o f  enforcem en t strategies w ill n eed  to focu s on  the p rocess o f  rule  
m aking and w ill o ften  be accom p anied  b y  the requirem ent for regu latees to  
d evelop  e ffec tiv e  com p lian ce procedures.28 29 A  further exam ple o f  th is 
p henom en on  is the d evelop m en t o f  governm ent gu id elin es that aim  to iden tify  
the elem en ts o f  “com p lian ce-fr ien d ly  regulatory in n ovation ” :

Some governments have already attempted to take a comprehensive quality 
management approach to encouraging compliance-oriented regulation. They have 
required regulatory policy development to move beyond regulatory impact 
assessment (which focuses on assessment of compliance costs) to looking at the 
total factors29of regulatory mle-making, monitoring and enforcement that affect 
compliance.

T he in terconn ected n ess o f  elem en ts o f  regulation  in a range o f  strategies to  
introduce self-regu lation  is su ggestive  o f  the im portance o f  d esign  in e ffec tiv e  
system s o f  self-regu lation . T h ese exam ples su ggest that the integration  o f  the  
elem en ts o f  a system  o f  self-regu lation  w ill enhance the lik e lih ood  o f  e ffec tiv e  
cou p lin g  o f  the regulatory sch em e and o f  the activ ities b ein g  regulated.

There is  a princip led  b asis to  support the argum ent that the integration o f  the  
elem en ts o f  a regulatory sch em e into a system  o f  self-regu lation  is a central 
feature o f  the d esign  o f  e ffec tiv e  system s o f  self-regu lation . T his argum ent 
b eg in s w ith  recogn ition  o f  the lim its o f  regulation, in  that self-regu lation  
operates in an indirect w ay  b y  triggering self-regu latory resp on ses w ith in  the  
areas o f  conduct to b e regulated. T he d esign  o f  a schem e o f  self-regu lation  w ill  
be m ore lik e ly  to respect those lim its w here there is a system atic an alysis o f  h o w  
the d ifferent elem en ts o f  a prop osed  sch em e o f  regulation  w ill interact to  
produce a regulation  system . T his p lanning in the d esign  o f  se lf-regu lation  w ill  
o n ly  ever provide estim ates o f  the lik e lih ood  o f  h o w  elem en ts o f  regulation  w ill  
interact. It w ill, h ow ever, provide som e protection  against structural d efects in  
design . In particular it w ill d efin e clear gaps w ith in  the prop osed  system  and  
w ill iden tify  ob v iou s areas in  w h ich  the interaction w ill g ive  rise to id en tifiab le

25 I Ayres and J Braithwaite, note 12 supra, pp 19-53 (Chapter 2). This chapter provides a systematic 
analysis o f the use o f  “pyramid o f enforcement strategies”.

26 Ibid, pp 101-32 (Chapter 4). This chapter focuses on the development o f self-regulatory processes for 
rule-making and enforcement.

27 C Parker, The State o f Regulatory Compliance, OECD (1998), and C Parker, “Summary o f Scholarly 
Literature on Regulatory Compliance”, presented at Meeting of the Working Party on Regulatory 
Management and Reform Public Management Committee, OECD, 1999 at 1-2. See also Australian 
Standard, Compliance Programs (AS 3806 -  1998).

28 Eg, I Ayres and J Braithwaite, note 12 supra, pp 38-40, and C Parker, “Summary of Scholarly Literature 
on Regulatory Compliance”, note 27 supra at 8-9. See also N Gunningham and P Grabosky, Smart 
Regulation Designing Environmental Policy, Clarendon Press (1998) Chapter 6 (successful regulatory 
design and for environmental regulation).

29 C Parker, The State o f Regulatory Compliance, note 27 supra, p 11.
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d efects in the p roposed  system .
A  system atic an alysis o f  the e lem en ts o f  a schem e o f  self-regu lation  is not 

m erely  im portant for iden tify in g  problem atic regulatory d esigns. It m ay also  
prevent th ose law -m akers resp on sib le  for regulatory d esign  from  u sin g  
problem atic pathw ays under pressure o f  strong institutional forces. O ne source  
o f  pressure to avoid  adopting innovative approaches to se lf-regu lation  is 
m an ifest in the c lash  b etw een  the p rincip les o f  e ffec tiv e  self-regu lation  and som e  
princip les associa ted  w ith  the rule o f  la w .30

S elf-regu lation  often  requires n egotiation  b etw een  regulators and regu latees  
on issu es o f  ru le-m aking and enforcem en t.31 In contrast, a traditional 
understanding o f  the rule o f  law  m ay recogn ise  va lu es w h ich  are at odds w ith  the 
u se o f  n egotia tion  in th is w ay. For exam ple, on e princip le associa ted  w ith  the 
rule o f  law  is the im portance o f  k n ow in g  in advance the content o f  lega l ru les so  
that a person  can p lan their activ ities to com p ly  w ith  those rules. T h is form  o f  
rule-m aking is con sisten t w ith  direct approaches to regulation. It is con sisten t  
w ith  the n otion  that p ow er and authority is held  b y  the state and that the ex erc ise  
o f  the p ow er should  be subject to sp ecia l restrictions and lim itations. T his  
understanding o f  the rule o f  law  has the potential to clash  w ith  the princip les  
underpinning a regulatory system  that has b een  d esign ed  to ach ieve public p o lic y  
outcom es. In particular, there is a potential c lash  w h en  regulators are charged  
w ith  the resp on sib ility  o f  pursuing public p o lic y  goals through the ex erc ise  o f  
broad p ow ers o f  d iscretion  to alter or m od ify  statutory ru les after a p rocess o f  
n egotiation  w ith  regu la tees.32

T he potentia l for a c lash  b etw een  the p rincip les o f  self-regu lation  and rule o f  
law  princip les b eco m es clearer in the con text o f  a particular exam p le o f  
regulation  b ased  on  negotiation . O ne writer has recen tly  su ggested  that a w a y  to  
deal w ith  prob lem s o f  interpretation and im plem entation  o f  rules is  to u se  a 
“con versational m od el o f  regu lation ”. Julia B lack  has argued that:

30 For an analysis o f some of the elements o f this clash o f principles, see E Rubin, “Law and Legislation in 
the Administrative State” (1989) 89 Columbia Law Review 369 at 369-85.

31 The concept o f ‘regulatory space’ implies that authority does not necessarily belong to the state- 
supported regulator. The recognition of other sources o f authority within a sphere o f regulation will 
therefore require the regulator and regulatee to negotiate outcomes acceptable to both: C Scott, note 12 
supra at 9-14. See also I Ayres and J Braithwaite, note 12 supra, pp 19-53.

32 See note 120 infra for an example o f where these and similar factors affected the design o f the integrated 
regulatory framework proposed by CLERP 6.
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Both over- and under-inclusiveness and ‘open texture’ pose a problem for rules 
because of the particular nature of rules as authoritative communications. Over- 
inclusive rules have the effect of punishing conduct which it was not intended 
should be prohibited by the rule; under-inclusive rules of failing to prohibit or 
encourage behaviour which would further the rule’s purpose; each is an aspect of 
the rules ineffectiveness. The linguistic analysis of the use of generalizations in 
conversations suggests two ways in which these effects of over- and under- 
inclusiveness can be mitigated... The second is a change in the regulatory style 
which is adopted, not simply the type of rule. If a regulatory or enforcement 
strategy is adopted which makes either formal or informal use of waivers or 
modifications of the rules, a similar process adjustment of the generalization can 
occur in regulation as occurs in conversation.3

It should  be clear that this “conversational m odel o f  regu lation ” has the  
potentia l to c lash  w ith  som e understandings o f  the operation o f  ru les in  a 
traditional rule o f  law  fram ework.

T h ese c la sh es are not n ecessar ily  fundam ental nor inso lu b le . T h ey  require an 
an alysis o f  the va lu es underlying rule o f  law  and h o w  th ese va lu es can be  
supported and integrated into the institutional con text created b y  n e w  approaches 
to regu lation .33 34 T his p rocess o f  transform ing our understanding o f  the rule o f  
law  is a subject o f  another article. T he p oint here is that co n flic t b etw een  
princip les o f  good  regulation  and the rule o f  law  m ay result in the adoption  o f  
regulatory sch em es w h ich  bend to com p ly  w ith  traditional rule o f  law  concerns. 
W here this occurs the regulatory sch em e u ltim ately  adopted m ay revert to a 
direct form  o f  com m and and control regulation  w ithout su ffic ien t attention  b ein g  
g iven  to w hether th is w ill ach ieve overall regulatory goals.

T here are therefore tw o  reasons w h y  the integration o f  the e lem en ts o f  s e lf ­
regulation  is essen tia l in the d esign  o f  self-regu lation  system s. First, an an alysis  
o f  a range o f  strategies to introduce self-regu lation  ind icates a h igh  lev e l o f  
interdependence in the relationsh ip  b etw een  the rule-m aking and enforcem en t  
parts o f  a regulatory system . S econ d ly , the e ffec tiv e  integration o f  the e lem en ts  
o f  a se lf-regu lation  system  is an im portant d isc ip lin e for ensuring that those  
respon sib le for regulatory d esign  respect the lim its o f  regulation.

A s later sec tion s o f  this article w ill show , the regulatory fram ew ork p roposed  
as part o f  CLERP 6 fa ils  to integrate the elem en ts w h ich  m ake up the p roposed  
regulatory sch em e. T here is, for exam ple, m uch attention g iven  to the prob lem s  
associa ted  w ith  the form ulation and im plem entation  o f  rules and scant g iven  to  
enforcem en t issu es. Further, the failure to p lan for the integration o f  the  
elem en ts o f  the sch em e o f  self-regu lation  has resulted  in a reversion  to com m and  
and control sty les o f  regulation , th ese  b ein g  m ore con sisten t w ith  traditional 
understandings about the appropriate regulator-regulatee relationship .

33 J Black, Rules and Regulators, Clarendon Press (1997) pp 37-8.
34 For example, B Cheffms, Company Law Theory, Structure and Operation, Clarendon Press (1997) pp 

384-6; E Rubin, note 30 supra at 408-26. See generally, S Spence, “Administrative Law and Agency 
Policy-Making: Rethinking the Positive Theory of Political Control” (1997) 14 Yale J  on Reg 407.
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III. A N  O V E R V IE W  O F TH E CLERP 6 PR O PO SA L S

A. CLERP and the Regulation of Financial Markets
T his sec tion  aim s to iden tify  the princip les underlying the C LER P rev iew  o f  

financial m arket regulation . It is u sefu l to provide a b r ie f account o f  the 
ob jectives o f  financial system  regulation  in the con text o f  the p rincip les  
underpinning the C L E R P rev iew  o f  financial m arkets. T his w ill provide an 
ov erv iew  o f  the scop e o f  the p roposed  reform s, and o f  the in n ovative proposals  
for regulatory reform .

CLERP id entified  the ob jectives o f  financial system  regulation  as:

•  M arket in tegrity  -  to enhance the e ffic ie n c y  and fairness o f  markets;

•  Investor p rotection  -  to ensure investors have adequate inform ation, are 
treated fairly and have adequate aven u es for redress;

•  E nhanced  com petition  -  to facilitate com petition  b etw een  financial 
serv ice providers; and

•  M in im isation  o f  system ic risk  -  reducing the risk  that inab ility  o f  a 
financial sy stem  participant to m eet its ob ligation s as th ey  b ecom e due 
m ay cau se other financial institutions to fail in  m eetin g  their 
o b liga tion s.35

W hen  applied  to financial m arkets regulation , the goa ls o f  regulation  
id en tified  in CLERP 6 include m arket freedom ,36 investor p rotection ,37 
inform ation  transparency,38 cost e ffec tiv en ess ,39 regulatory neutrality  and  
flex ib ility ,40 and b u sin ess  eth ics and com p lian ce.41 A  central princip le  
underlying the CLERP is that there is a lim ited  n eed  for regulation  w h ich  o n ly  
arises w here there is m arket failure. A  secon d  principle is  the im portance o f  c o ­
regulation , or self-regu lation , as the prim ary m ech anism  for regulating financial 
m arkets. T he fo llo w in g  section  provides a b r ie f overv iew  o f  the prop osed  
regulatory fram ew ork, w h ich  im plem ents th ese principles.

35 CLERP 6, note 2 supra at 26.
36 Ibid at 27. “Regulation should only modify market freedom where there are clear regulatory objectives 

and the benefits o f intervention outweigh the costs”.
37 Ibid. While investors are assumed to be the best judges o f their own interests, “retail investors are in 

need o f greater protection as they may find it more difficult to, and face greater costs in, gathering the 
information required to make an informed investment decision”.

38 Ibid at 28. “Disclosure o f information will increase market integrity and efficiency by assisting markets 
to perform their fundamental function o f pricing risk.”

39 Ibid. “Co-regulation between a government regulatory body and an industry association is efficient as it 
is more responsive to market developments and places the cost o f regulation o f  regulation directly on 
consumers who benefit from the regulation”.

40 Ibid at 29. “Regulation should be applied consistently and fairly across the marketplace as a whole. 
There should be minimal barriers to entry and regulation should not restrict innovation.”

41 Ibid at 30. “A regulatory regime for financial markets which encourages industry and professional 
organisations to contribute to the development o f industry best practice standards will contribute to a 
strong compliance culture within organisations. This will enhance market integrity and investor 
confidence.”
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B. The Regulatory Framework
T he overall goal o f  the CLERP is to create an integrated regulatory fram ew ork  

for financial products. T he p roposed  fram ew ork aim s to com bin e “e ffic ie n c y  
and flex ib ility ” through an “integrated regulatory fram ew ork” for “con sisten t  
regulation” o f  “fu n ction a lly  sim ilar m arkets and products” .42 T he m ech anism  
u sed  to com bin e th ese  e lem en ts re lies  on u sin g  leg isla tion  to set out p rincip les or 
standards. T h ese are then applied  to, and m od ified  to m eet, sp ec ific  
circum stances b y  the use o f  d elegated  leg isla tion  or b y  relian ce upon broad  
discretionary p ow ers granted to the A ustralian S ecurities and Investm ents  
C om m ission  (A SIC ).

A  sign ifican t feature o f  th is regulatory fram ew ork is the exten t to w h ich  it 
fo cu ses  on the ru le-m aking elem en t o f  the p rocess o f  regulation. T here are som e  
referen ces to enforcem ent. T here is som e reliance on m easures aim ed at 
encouraging industry participants to internalise the underlying goa ls o f  the  
p roposed  regulatory fram ew ork.43 A m on g the latter is the requirem ent im p osed  
on regu latees to create com p lian ce program s along w ith  recom m endations for 
the u se  o f  industry-based  cod es o f  c o n d u c t44 H ow ever, the predom inant feature 
o f  the p roposed  regulatory fram ew ork is the extent o f  the focu s on the p rocess o f  
rule-m aking. A s later parts o f  the article w ill indicate, this is one o f  the prim ary  
w eak n esses  o f  the p roposed  regulatory fram ework.

T he fram ew ork aim s to com bin e these goals in  the fo llo w in g  way:

•  A  broad functional d efin ition  o f  “financial product” to capture n ew  
products w ith ou t the n eed  for leg is la tive  am endm ent.45 T he d efin ition  
o f  financial product d efin es the coverage o f  the p roposed  regulatory  
fram ework.

•  A  sin g le  licen sin g  reg im e for all persons provid ing financial serv ices. 
In order to obtain a licen ce , a “financial serv ice provider” w ill have to  
m eet sp ec ific  criteria. T he grant o f  the licen ce  w ill be subject to  
con d itions to ensure com plian ce w ith  these criteria.46 A SIC  w ou ld  be  
em pow ered  to grant a licen ce  subject to the licen ce  criteria set out in  
regu la tion s.47

•  M in im u m  standards o f  conduct for financial serv ice providers includ ing  
the ob ligation  im p osed  on  financial service providers to d isc lo se  b asic  
in form ation  about their identity, their relationsh ips w ith  product 
issuers, any potentia l co n flic ts  o f  interests they m ay have, and their  
com plain t reso lu tion  m ech an ism s.48

•  F inancial product d isc losu re at poin t o f  sa le for retail investors. E very

42 Implementing CLERP 6, note 2 supra at 3.
43 Ibid at 110-16 (Chapter 10 -  Misconduct and Enforcement).
44 Notes 122-125 infra .
45 Implementing CLERP 6, note 2 supra at 9-14.
46 Ibid at 19-38 (Chapter 2). Note that only principals will be required to obtain financial service 

providers’ licenses. Principals are to be responsible for their employees and agents.
47 Ibid at 23-5.
48 Ibid at 39-50 (Chapter 3).
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product issuer w ill be required to d isc lo se  inform ation  w ith  referen ce to  
a num ber o f  d efin ed  categories. A SIC  w ou ld  b e entitled  to u se its  
p ow er to exem p t or m od ify  this requirem ent after consu ltation  w ith  
industry and consum er groups.49 50

•  C od es o f  conduct setting out best practice in  particular industries. 
A SIC  is to h ave the p ow er to approve cod es o f  conduct as b e in g  
con sisten t w ith  the la w ? 0

•  L icen sin g  o f  financial product m arkets. E very p erson  operating a 
m arket fac ility  w ill have to b e licen sed  and w ill have to m eet broadly  
exp ressed  and flex ib le  criteria. T he M in ister w ill be resp on sib le  for  
granting licen ce s  to operate financial product m arkets.51

•  L icen sin g  o f  clearing and settlem ent fac ilities. E very person  operating  
a clearing and settlem ent fac ility  w ill be required to obtain a licen ce  
subject to broadly  d efin ed  criteria. T he M in ister w ill be resp on sib le  for 
licen sin g  clearing and settlem ent fa c ilit ie s .52

•  C om pensation  arrangem ents for retail participants for lo sse s  cau sed  in  
d efin ed  circum stances during the execu tion  o f  a m arket transaction.53

•  G eneral p rov ision s d ealing  w ith  transfers o f  secu r itie s? 4 and general 
p rohib itions on m islead in g  and d ecep tive  conduct and harm onisation  o f  
A S IC ’s en forcem en t p o w ers.55 56

W ithout referen ce to the deta iled  p rov ision s n eed ed  to support each  o f  th ese  
elem en ts, it is p o ssib le  to d evelop  a general understanding o f  the w ays in  w h ich  
th is fram ew ork seek s to m eet the goa ls in the CLERP rev iew . T his fram ew ork  
endeavours to a ssist the creation o f  e ffic ien t m arkets, w ith  m inim al barriers to  
entry, b y  re ly in g  on  an in n ovative approach to the p rocess o f  rule form ation. 
L egisla tion  w ill be u sed  to state desired  ou tcom es, w h ich  interm ediaries, for  
exam ple, the M in ister and A S IC , apply to particular circum stances created b y  
particular products and m arkets. In addition, the fram ew ork subjects financial 
serv ice  providers, licen see s  o f  financial product m arkets and licen see s  o f  
settlem ent and clearing fa c ilities  to  co-regulatory resp on sib ilities. T h ey  w ill be  
required to com p ly  w ith  the con d ition s im p osed  in their l ic e n c e s? 6

C. Investor Protection
In addition  to the goa ls o f  m arket e ffic ien cy  based  upon con sisten t, uniform  

and f lex ib le  regulation , CLERP recogn ised  the im portance o f  investor  
protection . T he prop osed  regulatory fram ew ork seeks to m eet th is goal b y

49 Ibid at 51 -60 (Chapter 4). The categories o f information which product issuers are required to disclose 
are set out at 52-3.

50 Ibid at 61 -4 (Chapter 5).
51 Ibid at 65-82 (Chapter 6).
52 Ibid at 83-96 (Chapter 7).
53 Ibid at 97-106 (Chapter 8).
54 Ibid at 107-10 (Chapter 9).
55 Ibid at 111-15 (Chapter 10).
56 Notes 123-125 infra.
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applying d ifferent le v e ls  o f  regulatory oversigh t to financial products w h en  they  
are m ade availab le to “retail” rather than “w h o lesa le” c lien ts .57 Products m ade  
availab le to w h o lesa le  clien ts w ill be subject to the regulatory fram ew ork, to  
ensure that retail c lien ts  have access  to th ese m arkets and to ensure the integrity  
o f  w h o lesa le  m arkets.58 H ow ever, financial serv ice providers w h o  p rovide  
serv ices to w h o lesa le  c lien ts w ou ld  not be subject to all o f  the elem en ts o f  the 
regulatory fram ework. In particular, financial serv ice providers in these  
circum stances w ou ld  n ot be subject to the fo llo w in g  conduct and d isc losu re  
requirem ents:

•  P rofession a l indem nity  insurance or fid elity  fund requirem ents.

•  C om plaints handling m echanism s.

•  R equirem ents to provide a “F inancial S ervices G u id e” .59

•  Suitab ility  requ irem ents.60

•  D isc lo su re  o f  inform ation  about the financial product at poin t o f  sa le .61

T he b asis for this d istin ction  is that “sophisticated  and regular participants in  
the financial sy stem ” are able “to determ ine the lev e l and type o f  d isc losu re and  
reporting to m eet their n eed s” .62

IV. C L E R P 6: A  L IM IT E D  FO RM  O F SE L F-R E G U L A T IO N  

A . Introduction
T here are inn ovative aspects to the regulatory fram ew ork proposed  b y  CLERP  

6. T he scop e o f  the regulatory fram ew ork is broad. T he u se o f  leg is la tio n  is an 
im portant d evelop m en t in the regulation  o f  financial m arkets. B road p rincip les  
have b een  form ulated w h ich  rely  on the interm ediary b od ies o f  the M in ister and  
A SIC , to m ake ru les to  apply to particular products and m arkets. B y  contrast, 
there is  in the current regulatory structure a tend en cy  to rely  too  h ea v ily  on  
co m p lex  ‘b lack  letter la w ’ rules. Perhaps m ost im portantly, the p roposed  
fram ew ork is an ‘o p en ’ one, d esign ed  to encourage and accom m odate in n ovative  
d evelop m en ts in financial m arkets.

H ow ever, the d ifficu lties  in ach iev in g  th ese  goals cannot be overestim ated . 
S ecurities, futures and d erivatives m arkets are com p lex  “regulatory sp a ces” .63 
C om peting sets o f  in cen tives and d isin cen tives a ffect the w ay  in w h ich  th ese  
m arkets operate. S ign ifican t problem s are encountered  b y  regulators operating

57 “Retail client” is defined to exclude a number o f categories o f “wholesale” investors: Implementing 
CLERP 6, note 2 supra at 147.

58 Ibid at 14-15.
59 Note 48 supra. This is the document in which the financial service provider discloses information about 

themselves to the client.
60 Implementing CLERP 6, note 2 supra at 43-6. This is the “Know your Client” rule ensuring that a 

financial service provider has a reasonable basis for making a recommendation to a particular client.
61 Note 49 supra.
62 Implementing CLERP 6, note 2 supra at 15-16.
63 Note 12 supra.
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in  this regulatory con text. For exam ple, one cr iticism  o f  the CLERP 6 p rop osals  
is  that:

The nature of financial products -  derivatives, options, warrants, equities -  means 
that you have to treat them in different ways... It is quite possible that when ASIC 
starts to look at these things in detail it will have to use policy statements and 
regulations to put back a l^t of the separate requirements which are applicable to 
different kinds of products.64

Innovative use o f  self-regu lation  is a w ay  o f  avoid in g  a return to regulation  b y  
d etailed  rules. A n  integrated system  o f  self-regu lation  w ill b e one w here the 
regulatory fram ew ork d efin es the ou tcom es exp ected  b y  both  the regulator and  
the regulatees. W ith in  th ese boundaries there w ill be a variety o f  m ech anism s to  
encourage the regulator and regulatees to n egotiate on the m ost e ffec tiv e  w a y  o f  
ach iev in g  the stated ou tcom es. In this w ay  it w ou ld  be p oss ib le  to m ax im ise  the 
potentia l to ach ieve th ese regulatory goals.

T he CLERP 6 fram ew ork m akes use o f  a num ber o f  self-regu latory  
m echanism s. T here is a lm ost no consideration  o f  the prob lem  o f  h o w  to  
integrate th ese  regulatory m ech anism s into a system  o f  self-regu lation . In a 
num ber o f  areas C LERP 6 re lies on  a traditional com m and and control sty le to  
legitim ate the ru les under w h ich  m arket participants w ill be required to w ork. In 
th ose areas w here there is  prop osed  to be ex ten sive  u se o f  self-regu latory  
m ech anism s to ach ieve regulatory goa ls there is a very restricted d efin ition  o f  the 
space in w h ich  they are d esign ed  to operate. In particular there is little  an alysis  
o f  h o w  to integrate regulatory m ech anism s, such  as cod es o f  conduct, the u se o f  
com p lian ce system s, or com plain ts m ech anism s into a system  o f  self-regu lation .

T he fo llo w in g  parts o f  the article deal w ith  each  o f  th ese problem s. Part B  is a 
d etailed  an alysis o f  tw o  parts o f  the proposed  regulatory fram ew ork w h ich  
appear to im p lem en t the central features o f  a system  o f  self-regu lation . T h ese  
parts are th ose d ea lin g  w ith  licen sin g  o f  ‘financial serv ice p rov id ers’ and w ith  
the d isc losu re o f  inform ation  to custom ers at the poin t o f  sa le. T his an alysis  
h igh lights the ten d en cy  to rely  on  a com m and sty le o f  regulation  and the failure  
to integrate the elem en ts o f  the prop osed  regulatory fram ew ork into a sy stem  o f  
self-regu lation . Part C is  a broad o v erv iew  o f  rem aining parts o f  the p rop osed  
regulatory fram ew ork. It includ es exam p les o f  w here there is  re lian ce upon a 
com m and sty le o f  regulation  and o f  w here there is a failure to an alyse the range  
o f  w ays in  w h ich  self-regu latory m ech anism s can b e integrated into a sy stem  o f  
self-regu lation .

B. Limitations in the Proposed Model of Self-Regulation
T he C LERP 6 fram ew ork d oes recogn ise  interdependent relationsh ips  

b etw een  m arket participants and the regulator in the d elivery  o f  financial 
serv ices. It re lies on  a com p lex  p rocess o f  rule-m aking to form ulate appropriate 
rules con cern in g  the d elivery  o f  financial serv ices and products. T w o  prom inent 
exam p les are the licen sin g  o f  financial serv ice providers and the regulation  o f  
product d isc losu re for retail investors.

64 Butterworths Company Law Bulletin, Butterworths (1999) at [105].
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(i) Financial Service Providers ’ Licences
It is p roposed  that there be a sin g le  licen sin g  regim e coverin g  securities  

dealers, investm ent advisers, futures brokers and advisers, insurance agents and  
brokers, and foreign  exch an ge d ealers.65 A n y  person  w h o  carries on a “financial 
serv ices” b u sin ess w ill be required to apply to A SIC  to obtain a “financial 
serv ice p rov id er’s lic e n c e ” .66 T he criteria for the grant o f  the licen ce  w ill be  
prescribed  b y  w ay  o f  regulation. T he criteria require A SIC  to be sa tisfied  that 
the applicant:

•  H as appropriate financial resources and internal controls;

•  H as relevant com p eten ce , sk ill and exp erien ce to carry out the prop osed  
activ ities;

•  H as adequate system s o f  training and supervision  o f  its representatives;

•  Can dem onstrate o n go in g  com p lian ce w ith  the law;

•  Can m eet additional prescribed  criteria; and

•  F inally , A SIC  m ust have no reason  to b e liev e  that the applicant w ill not 
discharge the ob ligation s o f  a licen see  in an effic ien t, h on est and fair 
m anner.67

T he p rocess for granting licen ces  to provide financial serv ices is a central part 
o f  the prop osed  CLERP 6 fram ework. It in clud es self-regu latory m ech anism s. 
For exam ple, leg is la tio n  w ill not provide details o f  the financial resources and  
internal control requirem ents. S p ecific  requirem ents w ill be d evelop ed  b y  w ay  
o f  A SIC  p o lic y  statem ents, ru les o f  m arket operators and A SIC  approved  
industry cod es o f  con d uct.68 A  sim ilar p rocess is to be fo llo w ed  in order to  
defin e the standards for m eetin g  the com peten ce, sk ill and exp erien ce  
requirem ents. T his is a clear exam ple o f  u sin g  a p rocess o f  negotia tion  b etw een  
A SIC  and m arket participants to tap into the k n ow led ge and exp erien ce o f  both  
parties. T his p rocess is d esign ed  to produce rules that fit into the “regulatory  
sp ace” and m eet the goa ls o f  the regulatory system .

T he u se o f  particular self-regu latory m ech anism s is not su ffic ien t to ensure the  
effec tiv e  operation o f  a system  o f  self-regu lation . T here is sign ifican t p otentia l 
for b lock ages to be p laced  in the path o f  the d evelop m en t o f  these self-regu latory  
m ech anism s. T he criteria for the term s o f  the grant o f  licen ce  are to be  
prescribed  by w a y  o f  regu lation .69 W h ile  it is n ot en v isaged  that leg is la tio n  w ill  
includ e sp ec ific  standards to b e m et b y  applicants for financial serv ice p rov id ers’

65 Implementing CLERP 6, note 2 supra at 21.
66 Ibid. The proposed definition o f “financial services” is a broad one that includes: providing advice about 

financial products; dealing in a financial product on behalf o f someone else; dealing in one’s own 
financial product; making a market for a financial product; operating a registered managed investment 
scheme; or providing a custodial or depositary service. Only principals will be required to obtain a 
financial service providers’ licence.

67 Ibid at 23-5.
68 Ibid.
69 Ibid at 25.
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licen ces, there is  no  ind ication  o f  the degree o f  f lex ib ility  to be g iven  to A SIC  to  
d evelop  or apply th ese  standards. It is not clear w hether the p ro cesses  o f  
n egotia tion  p lanned  in the prop osed  fram ew ork w ill produce a b od y  o f  ru les, to  
be applied  to all applicants w ith in  a particular industry or category o f  licen ce . 
T his m od el w ou ld  continue to have som e o f  the ‘top -d ow n ’ elem en ts o f  
com m and and control sty les  o f  regulation  and is not an inn ovative so lu tion  to the 
problem  o f  d evelop in g  criteria and standards for the granting o f  l ic e n c e s .70

There are som e ind ication s that th is m od ified  form  o f  ‘top -d ow n ’ ru le-m aking  
is the one en v isaged  b y  CLERP. There is no ind ication  that A SIC  w ill have a 
broad d iscretion  to a llo w  applicants flex ib ility  in determ ining h o w  th ey  w ill m eet 
the licen ce  criteria. A ga in st the background o f  the general approach taken b y  
C LERP, the failure to p rovide any such affirm ative ind ication  su ggests that 
A SIC  and applicants for licen ce s  w ill have o n ly  lim ited  flex ib ility  in determ ining  
the range o f  op tions availab le to individual applicants to com p ly  w ith  the licen ce  
criteria. In addition  som e o f  the criteria su ggest that the p rocess o f  ru le-m aking  
is a p rocess o f  lim ited  n egotiation  b etw een  the regulator and regulatees. For 
exam ple, one o f  the criteria is that applicants m ust be able to dem onstrate  
on go in g  com p lian ce w ith  the la w .71 It appears that com p lian ce in th is con text  
denotes the u se  o f  a form al set o f  m ech anism s w ith in  an organisation  to ensure  
com p lian ce w ith  sp ec ific  standards. T his is, how ever, a very lim ited  n otion  o f  
the potentia l for com p lian ce sy stem s.72 73

T his lim ited  con cep t o f  the ro le o f  com plian ce is not con sisten t w ith  n ew  
approaches to regulation  or self-regu lation . O ne com m entator has argued that 
the focu s o f  regulation  w ill:

[T]um from being predominantly concerned with compliance with technical mles to 
a concern with compliance with regulatory goals by whatever means is appropriate 
and feasible including enforced self-regulation, incentive-based regimes, harnessing 
markets, conferring private rights and liabilities, relying on third party accreditation 
to standards and insurance based schemes.

T he ob jective  o f  such  regulation  is “to steer corporate conduct tow ards p ublic  
p o lic y  ob jectives  in  the m ost e ffec tiv e  and e ffic ien t w ay, w ith ou t interfering too  
greatly w ith  corporate autonom y and profit” .74 T he potentia l for the  
d evelop m en t o f  com p lian ce sy stem s w ith in  organisations is that th ey  o ffer  the  
opportunity for regulators and regu latees to bridge the gap b etw een  regulatory  
system s and m anagerial d ecision -m ak in g  p rocesses. O ne o f  the goa ls o f  
effec tiv e  com p lian ce sy stem s is to ensure that m anagerial d ecision -m ak in g

70 If this is the process adopted the concerns raised by some in the industry about the inevitable 
development o f complexity in rules generally, and in the licence criteria in particular, may turn out to be 
correct: Butterworths Company Law Bulletin, note 64 supra. For a review of the ‘bureaucratic rigidities’ 
developed by some self-regulatory organisations operating under the Financial Services Act 1986 in the 
United Kingdom: B Cheffms, note 34 supra, pp 381-4.

71 Text accompanying note 67 supra.
72 C Parker, “Summary o f Scholarly Literature on Regulatory Compliance” note 27 supra at 1. This form 

of compliance may be defined as “obedience by a target population with regulatory rules or with 
government policy objectives”.

73 Ibid at 12.
74 Ibid (emphasis added). See also text accompanying notes 21-4 supra.
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p rocesses  are m od ified  so  as to take into account regulatory princip les and goals.
In theory, a f lex ib le  regulatory regim e, that sets ou tcom es rather than ru les, 

a llow s the com p lian ce program  to fit better into the com p an y’s norm al operating  
procedures, training program s and b u sin ess goals. It is correspondingly  m ore  
co st-e ff ic ien t and com petitive. Indeed, a strategic com plian ce sy stem  geared  
tow ards a flex ib le , ou tcom e oriented  regulatory regim e m ay even  enhance a 
com p an y’s com p etitive  p o sit io n .75

T his approach to com p lian ce is yet to be fu lly  realised. It d oes h ow ever  
ind icate that a broader n otion  o f  com plian ce a llow s for m ore ex ten siv e  
n egotia tion  over the particular m ech anism s w h ich  an organisation  w ill u se to  
ach ieve regulatory goa ls. In the con text o f  the grant o f  financial serv ices  
p rov id ers’ licen ce s , th is w ider v ie w  m ay not be con sisten t w ith  the le g is la tio n ’s 
d efin ed  criteria. It m ay n ot be p o ssib le  for licen see s  to n egotiate over the m ost 
effec tiv e  m eans o f  ach iev in g  the relevant licen ce  criteria. A  sim p le exam p le o f  
th is m ay arise over co n flic ts  as to w hat am ounts to an acceptab le com p lian ce  
system . A n  applicant m ay be required to d evelop  a com plian ce system  b ased  on  
the “ob ed ien ce m o d el”76 rather than taking the approach o f  m o d ify in g  its ow n  
m anagem ent system s internalise regulatory goa ls and ob jectives.

A  further ind ication  o f  relian ce on m od ified  com m and and control sty les  o f  
regulation  is the failure to ensure open  ch annels o f  com m u nication  b etw een  
regulators and regu latees b y  p rovid ing for a range o f  en forcem ent m ech anism s. 
There is re la tively  little  attention g iven  to consideration  o f  the range o f  
enforcem en t strategies and to o ls  that should  b e availab le to the regulator.77 T his  
is som ew hat surprising in the light o f  the recent addition o f  en forceab le  
undertakings to the range o f  en forcem ent to o ls  available to A S IC .78 It is  even  
m ore surprising in the light o f  the relative sop histication  o f  the en forcem en t  
strategies adopted b y  other regulators such  as the A C C C .79 T he failure to  
address th is part o f  the regulatory sch em e is ind icative o f  a broader failure to  
recogn ise  the im portance o f  integrating all o f  the regulatory m ech an ism s into a 
system o f  regulation .

(ii) Disclosure
There are tw o  parts o f  the p roposed  sch em e regulating d isc losu re o f  

inform ation  b y  financial serv ice  providers about financial products. T he first is 
the sch em e regulating d isc losu re o f  inform ation  for retail custom ers and the 
secon d  is that d ealing  w ith  w h o lesa le  custom ers. T he fo llo w in g  sec tion s deal 
w ith  each  o f  th ese regulatory sch em es.

75 Ibid at 13.
76 Note 72 supra.
11 Note 55 supra. For a review o f problems encountered with enforcement in the regulation o f  financial 

markets in the United Kingdom, see B Cheffins, note 34 supra, pp 412-18.
78 Australian Securities and Investments Commission Act 1989 (Cth), ss 93 AA, 93 A.
79 See generally, C Parker, “The Emergence of the Australian Compliance Industry: Trends and 

Accomplishments” (1999) 27 Aust Bus LR 178.
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(a) Retail Customers
T he p roposed  sch em e to regulate d isclosu re o f  inform ation to retail custom ers  

p rovides broad p ow ers to the regulator to form ulate rules. T his d iscretion  can  
on ly  be exerc ised  after n egotiation  b etw een  the regulator and regu latees  
concern in g  lev e ls  o f  d isc losu re for sp ec ific  financial products. T his creates the 
potentia l for the creation  o f  an integrated, and self-regu lating  su b -system  o f  
regulation . It is an exam ple o f  h o w  self-regu latory m ech anism s can be  
integrated into a regulatory system . A  problem  created b y  this approach to 
regulation  is  the exten t to w h ich  th is ‘is la n d ’ o f  self-regu lation  can w ork  in a 
regulatory sch em e w h ich  oth erw ise on ly  m akes lim ited  u se  o f  self-regu latory  
m echanism s.

It is prop osed  that w here financial products are offered  for sale the financial 
serv ice provider w ill h ave to provide retail custom ers w ith  a financial product 
inform ation  statem ent (“FPIS”) .80 There w ill be no ob ligation  to prepare an 
FPIS for w h o lesa le  custom ers and retail custom ers w ill be able to opt to be  
treated as w h o lesa le  cu stom ers.81 Inform ation addressing sp ec ified  criteria, 
lim ited  to th ose issu es  that are relevant to the particular financial product, as set 
out in  leg is la tio n ,82 w ill be required in the FPIS. In order to facilita te th is A SIC  
w ill h ave an exem p tion  and m od ifica tion  p ow er .83 84 It is prop osed  that A SIC  
w ou ld  o n ly  use th is p ow er after consu ltation  w ith  industry and consum er

84groups.
T he d isc losu re reg im e for financial products w ill not apply to  o ffers or 

invitations to subscribe for securities o f  a corporation.85 S ecu rities are d efin ed  to  
includ e shares, debentures, lega l or equitable rights or interests in shares or 
debentures, and interests in registered  m anaged investm ent sch em es. O ffers or 
invitations to  subscribe for securities o f  a b od y  w ill continue to  b e regulated  in  
Part 7 .12  o f  the Corporations Law and w ill, subject to the sp ec ified  excep tion s, 
require the preparation o f  a p rosp ectu s.86 T he rationale for retaining a separate 
regim e regulating the p rocess o f  fundraising is  that there are d ifferent 
inform ation  requirem ents for th ose investin g  in securities than for th ose  
purchasing a “financial product” . In particular, for o ffers o f  securities, there are 
inform ation asym m etries b etw een  the issu in g  corporation and the investor w here

80 Implementing CLERP 6, note 2 supra at 52. For the distinction between ‘wholesale’ and ‘retail’ 
transactions see note 57 supra.

81 Ibid at 14-17.
82 Ibid at 52-3. The matters to be dealt with include: information to identify the product issuer; 

characteristic features o f the product; expected benefits which a consumer will receive; the risks 
associated with the product; details o f amounts payable; internal inquiry and complaints handling 
mechanisms; taxation considerations; cooling off arrangements; availability o f further information on 
request and any other material information.

83 Ibid at 53.
84 Ibid at 53, 56.
85 Ibid at 52.
86 Corporations Law, ss 66, 92(2), 1017, 1018. The definition of “securities o f a corporation” for the 

purpose o f determining when a prospectus must accompany any offer or invitations to subscribe for 
securities is subject to proposed changes in the Corporate Law Economic Reform Bill 1998 (Cth), 
Chapter 6D.1 and Item 34 of Schedule 3.
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the issu in g  corporation has p o ssess io n  o f  the relevant in form ation .87
B oth  the C LERP 6 p rop osals and the fundraising p rov ision s o f  the Corporate 

L aw  E con om ic R eform  Program  B ill 1998 (C th) share som e com m on  elem en ts  
in relation  to d efin in g  appropriate le v e ls  o f  d isc losu re for retail investors. T he  
B ill p rop oses the introduction o f  p rofile  statem ents, w h ich  are to be u sed  in  
conjunction  w ith  p rosp ectu ses in  fundraising.88 Profile  statem ents are exp ected  
to  be a prim ary source o f  inform ation  for retail in vestors.89 T he contents o f  the 
p rofile  statem ents are sp ec ified  in the Corporations Law but A SIC  is  g iv en  the  
p ow er to approve p rofile  statem ents for o ffers o f  securities o f  a particular k ind .90 
A SIC  w ou ld  on ly  approve industry sp ecific  profile  statem ents after consu ltation  
w ith  that industry. In th is sen se  the p rocess for determ ining the lev e l o f  
d isc losu re required in profile  statem ents is sim ilar to that p roposed  in an FPIS .91

T he lev e l o f  d isc losu re required in  an FPIS and in p rofile  statem ents is  a good  
exam ple o f  flex ib le  procedures centred on n egotiation s b etw een  the regulator  
and regu latees b ein g  u sed  to m eet regulatory goals. T he flex ib ility  a llo w ed  to  
A SIC  to m o d ify  d isc losu re requirem ents after consu ltation  w ith  industry and  
consum er groups ensures that inform ation  is  d isc lo sed  to retail investors in a cost  
effec tiv e  and u sefu l w ay. T here is potential to create a co m p lex  and  
sophisticated  system  o f  regulation  w h ich  m eets the goa ls o f  the regulatory  
system  and the n eed s o f  the m arket participants. It appears to b e the area in  
w h ich  the regulator is  g iven  the broadest m andate to n egotia te  w ith  consum ers  
and industry to produce regulatory outcom es.

(b) Wholesale Customers
T he p roposed  sch em e regulating the d isclosu re o f  inform ation to w h o lesa le  

custom ers ra ises an altogether d ifferent set o f  questions. T he proposal is  a form  
o f  de-regulation: there are no d isc losu re requirem ents im p osed  on financial 
serv ice  providers, or financial m arkets w here their custom ers are w h o lesa le  
cu stom ers.92 O ne question  raised  b y  this proposal is  w hether th is form  o f  d e­
regulation  is  e ffec tiv e  self-regu lation . T he argum ent in th is part o f  the article is  
that re lian ce upon de-regu lation , even  for sophisticated  investors, represents a 
lo st opportunity to d ep loy  a regulatory m ech anism  w h ich  cou ld  im prove the  
effec tiv en ess  o f  the p roposed  regulatory fram ework.

W h o lesa le  financial serv ice  providers w ill have to b e licen sed , but w ill not b e  
required to provide FPIS for their w h o lesa le  custom ers.93 W hen  w h o lesa le  
cu stom ers participate in ‘over-th e-coun ter’ m arkets there w ill be n o  requirem ent

87 For a brief review o f the rationale for the regulation o f fundraising through prospectus disclosure, see 
CLERP Paper 2, Fundraising, Capital Raising Initiatives to Build Enterprise and Employment, 1997 at 
11.

88 Corporate Law Economic Reform Program Bill 1998, proposed ss 709(2), 714, 717.
89 Explanatory Memorandum, Corporate Law Economic Reform Program Bill 1998 at [8.12].
90 Corporate Law Economic Reform Program Bill 1998, proposed ss 709(3) and 714.
91 Text at note 84 supra.
92 Implementing CLERP 6, note 2 supra at 14-17. Retail customers may opt to be treated as “wholesale 

customers” for the purposes o f particular transactions.
93 See text accompanying notes 57-62 supra.
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on the financial serv ice  provider to d isc lo se  inform ation .94 95 T his w ill exten d  to  
‘m arket m aker’ activ ity , w h ich  refers to:

[Activities where both bids and offers are regularly quoted and the person quoting 
holds out that they are^repared to buy or sell a financial product at the bid and offer 
prices that they quote.

T his m eans that w here w h o lesa le  custom ers participate in such  a market, the 
m arket m aker w ill not be required to d isc lo se  inform ation about the sp ec ific  
financial product.96

In addition, it seem s that a “financial product m arket” can be designated  as a 
w h o lesa le  m arket. A  financial product market is a com p lex  concept, requiring  
m ultip le buyers and sellers w here the market operator w ill not, at least in itia lly , 
be a party to the transaction.97 A  w h o lesa le  m arket w ou ld  be one w here on ly  
w h o lesa le  custom ers, or retail custom ers w h o  opt to be treated as w h o lesa le  
custom ers, cou ld  a ccess  the market. A s a con seq u en ce there w ou ld  b e no  
requirem ent for the financial serv ice provider to d isc lo se  inform ation  about the 
financial product b e in g  d isp osed  o f  on the market.

T he rationale for n ot im p osin g  any m andatory d isclosu re requirem ents on  
financial serv ice providers d ealing  w ith  w h o lesa le  custom ers is  to a llo w  
“sop histicated  and regular participants in the financial system  the f lex ib ility  to  
determ ine the lev e l and type o f  d isc losu re and reporting that m eets their  
n eed s” .98 T his is a form  o f  de-regulation  in that it is assum ed that w h o lesa le  
financial product m arkets are e ffic ien t, and that this e ffic ien cy  w ill ensure that 
w h o lesa le  custom ers dem and, and receive, appropriate lev e ls  o f  inform ation. 
T he p rob lem  w ith  this prop osition  is that in some m arkets for financial products, 
regulation  o f  d isc losu re m ay enhance the depth and e ffec tiv en ess  o f  m arkets b y  
reducing the overall le v e l o f  inform ation  costs for interm ediaries and for 
investors.

T he fo llo w in g  part o f  the article ou tlines som e o f  the argum ents that have  
b een  prop osed  to ju stify  m andatory d isclosu re regulation. It is argued b y  
an alogy  that th is debate can be a b asis for cr itic isin g  the CLERP 6 proposal n ot 
to im p ose any ob ligation  to d isc lo se  inform ation to w h o lesa le  investors. There  
are tw o parts to the argum ent.

T he first fo cu ses  on the n otion  that m andatory d isclosu re regulation  m ay  
reduce the overall cost, incurred b y  all m arket participants, o f  obtaining, 
p rocessin g  and ver ify in g  inform ation. It is  a lso  su ggested  that th is form  o f  
regulation  m ay alter the structure o f  securities m arkets b y  increasing the depth o f  
the market, that is, the num ber o f  traders, and the robustness o f  the m arket. On  
th is b asis it is argued that the d ec is io n  not to im p ose any ob ligation  to d isc lo se

94 ‘Over-the-counter’ markets are those where the contract between the parties involves bilateral negotiation 
between counterparties who each accept the counterparty risk, that is, the risk that the counterparty will 
not be able to perform their legal obligations: Implementing CLERP 6, note 2 supra at 66.

95 Implementing CLERP 6, note 2 supra at 146 (Dictionary).
96 Ibid at 14-15, 66. It is proposed that market maker activity not constitute “a financial product market” 

but a person operating as a ‘market maker’ must obtain a licence as financial service provider.
97 Ibid at 66.
98 Ibid at 15.
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inform ation  to w h o lesa le  investors m ay have u nforeseen  effec ts  on  m arkets: 
increasing the overall costs o f  obtaining, p rocessin g  and ver ify in g  inform ation.

T he secon d  part su ggests that the failure to im pose any m andatory d isc losu re  
requirem ents m ay reduce the relative e ffic ien cy  o f  em erging m arkets for n ew  
financial products. In th ese em erging m arkets there is a period  during w h ich  
p rofession a lly  inform ed traders are learning h o w  to obtain, p rocess and ver ify  
relevant inform ation. R egulation  m ay be a trigger to enhance the cap acity  o f  
p rofession a lly  inform ed traders to id entify  relevant inform ation, and as a result 
m ay enhance the d evelop m en t o f  m arkets for inform ation.

(Hi) M andatory D isclosu re R egulation
There has b een  ex ten siv e  debate on the e ffica cy  and e ffic ien cy  o f  regulation  

requiring m andatory d isclosu re o f  inform ation b y  issuers o f  securities. T his  
regulation  has taken tw o  forms: first, the requirem ent to prepare a p rospectus  
w h en  securities are issu ed , and secon d ly , the requirem ent to p eriod ica lly  d isc lo se  
inform ation that is  m aterial in  determ ining the value o f  th ose securities. T he  
problem  has b een  a ssessin g  h o w  this form  o f  regulation  a ffects the operation o f  
m arkets for securities.

O ne respon se to th is prob lem  has b een  that m andatory d isclosu re ru les are 
unnecessary  w here securities m arkets are e ffic ien t."  O ne writer has stated:

The economic assumptions necessary to operationalize the efficient capital markets 
hypothesis are simple. Information has value. This value can be exploited for 
economic gain by securities traders who (1) make human capital investment in 
acquiring the evaluative skills necessary to identify mispriced securities, and (2) 
engage in rivalrous competition with competing traders to implement trading 
strategies that provide profits to the most effective traders while simultaneously 
driving securities prices to their correct or efficient levels. Consequently, rivalrous 
competition among securities professionals drives securities prices to their efficient 
levels. The implications of this analysis are clear. If market forces in the form of 
rivalrous competition among market professionals are driving securities prices to 
their correct Jgryels, then the regulatory regime of mandatory disclosure ... is simply 
unnecessary.

T his argum ent is  sim ilar to one proposed  b y  CLERP 6 for n ot requiring  
m andatory d isc losu re b y  financial serv ice providers w h en  d ealing  w ith  
w h o lesa le  c lien ts .99 100 101 E ach  is based  on the prem ise that p rofession a l investors are 
in a p osition  to obtain, and m ake e ffec tiv e  u se of, inform ation w ith ou t any ru les  
requiring d isc losu re o f  inform ation.

There is no general agreem ent that th is is a su ffic ien t b asis for rem oving  
m andatory d isc losu re rules. Som e argum ents su ggest that there m ay b e va lid

99 “The common definition o f market efficiency is that ‘prices “fully reflect”, all available information’ is 
really shorthand for the empirical claim that ‘available information’ does not support profitable trading 
strategies or arbitrage opportunities”: R Gilson and R Kraakman, “The Mechanisms o f Market 
Efficiency” (1984) 70 Virginia Law Review 549 at 554-5.

100 J Macey, “Administrative Agency Obsolescence and Interest Group Formation: A Case Study o f the SEC 
at 60” (1994) 15 Cardozo Law Review 909 at 928.

101 Note 98 supra.
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reasons for retaining m andatory d isclosu re ru les .102 O ne o f  these is based  on  the 
v ie w  that inform ation  is a public good. A  public good  has tw o characteristics. 
T h ese are: that one p erso n ’s u se o f  the good  d oes not a ffect the total supply  
availab le to others; and that ow ners o f  the inform ation cannot prevent th ose w h o  
have n ot paid  for the good  from  u sin g  it .103 On this b asis it is argued that 
producers w ill tend to produce sub-optim al lev e ls  o f  the good:

The socially optimal amount of a good is supplied when the marginal cost of the 
good is equal to the sum of the individual consumer’s marginal benefit. However, 
due to the inability to exclude certain individuals from consumption, or charge them 
commensurably, the owner will be underpaid by a section of the community (the so- 
called Tree riders’). This latter source of demand is not factored into the owner’s 
supply decision. The result is that marginal benefits to society of extra supply will 
exceed the private marginal costs (or benefits) to the supplier. From a collective 
standpoint this will mean under-production and under-consumption of the good in 
question. Proponents argue that that social welfare can be improved in a Pareto 
sense by government regulations moving the private output closer to the social 
optimum.

W h ile  there are re la tive ly  fe w  com m entators w h o  are prepared to d iscou n t this  
argum ent altogether, its strength is d ifficu lt to a sse ss .104 A  num ber o f  factors  
ind icate that m arkets m ay ensure the production o f  optim al lev e ls  o f  inform ation. 
T hese includ e the im pact o f  com p etitive  m arkets on the supply  o f  inform ation, 
such as w idesp read  u se o f  tech n o logy  w h ich  reduces the co st o f  obtaining, 
p rocessin g  and ver ify in g  inform ation  and the voluntary d isclosu re o f  inform ation  
b y  firm s in respon se to m arket fo r ces .105

A nother m ore prom ising  argum ent, provid ing a rationale for the u se o f  
m andatory d isclosu re, fo cu ses on  the im pact that inform ation costs have on  the 
operation o f  e ffic ien t capital m arkets. T his argum ent su ggests that the u se o f  
m andatory d isc losu re ru les m ay be ju stified  w hether or n ot th ose ru les im prove  
the relative e ff ic ie n c y  o f  m arkets.10 M arkets w ill be “re la tively  e ffic ien t” w h en  
p rices o f  securities rapidly change in respon se to n ew  in form ation .107 T he  
rapidity o f  the respon se to n ew  inform ation w ill depend upon the cap acity  o f  
those w h o  rece ive  it, such  as p ro fession a lly  inform ed traders, to m ove the price  
o f  securities b y  trading on  the b asis o f  the inform ation. In a re la tively  e ffic ien t  
m arket, prices w ill respond to n ew  inform ation even  though the inform ation  is

102 There are a range o f contentious arguments, which support mandatory regulation o f disclosure, by 
challenging the Efficient Capital Markets Hypothesis, see, for example, L Cunningham, “From Random 
Walks to Chaotic Crashes: The Linear Genealogy of the Efficient Capital Markets Hypothesis” (1994) 62 
Georgia Law Review 546 (non-linear dependence between stock prices and the availability o f 
information), and D Langevoort, “Theories, Assumptions, and Securities Regulation: Market Efficiency 
Revisited” (1992) 140 University o f Pennsylvania Law Review 851 (the application o f noise theory to 
securities markets). While each of these criticisms of the Efficient Capital Markets Hypothesis has some 
intuitive appeal there is insufficient agreement about the weight o f these criticisms. The Efficient 
Capital Markets Hypothesis continues to attract a wide degree o f support.

103 M Blair and I Ramsay, “Mandatory Corporate Disclosure Rules and Securities Regulation” in G Walker, 
B Fisse, I Ramsay (eds), Securities Regulation in Australia and New Zealand, LBC Information Services 
(1998) 74.

104 Note 100 supra at 927-8; ibid at 74-6.
105 Note 103 supra at 75-6; note 99 supra at 641, n 243.
106 Note 99 supra at 638.
107 Ibid at 559-61.
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on ly  availab le to a sm all proportion o f  traders, the p ro fession a lly  inform ed  
traders.108

O ne e ffec t o f  m andatory d isclosu re regulation  is that it sh ifts the costs  o f  
obtaining, p rocessin g  and ver ify in g  inform ation from  p rofession a l traders to the  
entities that issu e  the securities. In som e instances this cou ld  am ount to a sim p le  
re-distribution o f  w ealth  in favour o f  p rofession al traders.109 H ow ever, there is  
som e ev id en ce  to su ggest that the total inform ation-related co sts  m ay b e reduced  
w h en  im p osed  on  issuers o f  the secu r ities .110 T he total costs to  the issuers o f  
p rovid ing inform ation  m ay b e re la tively  sm aller than the total co sts  to  
p rofession a lly  in form ed  traders w h o w ou ld  b e required to initiate the search for 
inform ation. In particular the co sts  o f  ver ify in g  inform ation m ay be sign ifican tly  
reduced  w here th ey  are im p osed  on the issuer rather than on ind ividual traders.11

M andatory d isc losu re regulation  m ay therefore reduce the overall co st o f  
inform ation incurred b y  all m arket participants. E qually im portant, th is form  o f  
regulation  m ay change the structure o f  the market. T he reduced  costs  o f  
obtaining, p rocessin g  and ver ify in g  inform ation w ill p oten tia lly  increase the 
num ber o f  p ro fessio n a lly  inform ed traders and m ay a lso  therefore increase the 
overall le v e l o f  trading on the m arket.112 T he im pact o f  th ese  chan ges m ay be the 
creation o f  deeper, m ore robust capital m arkets w h ich  in turn m ay prom ote  
additional pub lic  p o lic y  goals.

(iv) The Regulation o f Disclosure
T his an alysis o f  the im pact o f  d isc losu re regulation  on inform ation  co sts  has  

profound co n seq u en ces on the ab ility  o f  m andatory d isc losu re to prom ote broad  
regulatory goals. In the first instance this rationale for regulation  is  b ased  on the  
b en efits  to  capital m arkets that arise as a con seq u en ce o f  redu cin g  the  
inform ation costs  o f  p ro fession a lly  inform ed traders. T his d istinct p o ss ib ility  
that regulation  o f  d isc losu re cou ld  a ffect the structure o f  capital m arkets w as not  
con sidered  by CLER P. T he m ere ex isten ce  o f  a m arket m ade up o f  
p rofession a lly  in form ed  traders w ill not n ecessarily  ensure a reduction  in the 
overall co sts  o f  inform ation.

A  secon d  con seq u en ce  o f  re ly in g  on  this rationale is the im pact on the  
regulatory fram ework. In order to determ ine w h en  m andatory d isc losu re w ou ld  
be ju stified  it w o u ld  b e n ecessary  to a ssess  the characteristics o f  ind ividual 
m arkets. T his w ou ld  in clud e an assessm en t o f  the costs o f  obtaining, p rocessin g  
and ver ify in g  inform ation  to various m arket participants as w e ll as the depth and  
robustness o f  the m arket, and the im pact o f  the im p osition  o f  d isc losu re  
regulation . T h is p rocess w ou ld  b e applied  to each  particular m arket w ith in  the

108 Ibid at 565-72. This is particularly important in relation to new firm specific information.
109 Note 103 supra at 76-8 (public choice theory as an explanation of the regulation o f disclosure).
110 Ibid at 69.
111 Note 99 supra at 602-9, 635-42; ibid at 81-3; F Easterbrook and D Fischel, The Economic Structure of 

Corporate Law, Harvard University Press (1991) pp 309-14.
112 In assessing the strength o f this argument it would be important to take into account the reduction in the 

number o f securities issued which would arise because o f the extra costs to issuers associated with 
mandatory disclosure regulation.
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overall regulatory fram ework. T his p rocess w ou ld  ordinarily fa ll to an 
independent regulator, w h ich  w ou ld  rely  on its pow ers to exem p t or m od ify  the 
operation o f  the law  in particular circum stances. T his com p lex , ca se -b y -case  
approach to regulation  is in contrast w ith  the ‘bright lin e ’ rule preferred by  
CLERP 6. That rule p rovides that deregulation  o f  the m arket for inform ation  
w ill produce e ffic ien t and e ffec tiv e  ou tcom es b ecau se o f  the p resence o f  
sophisticated  in v esto rs.113

A t another lev e l, th is rationale for d isclosu re regulation raises som e deeper  
and perhaps m ore im portant q uestions. E ffic ien t capital m arkets e ffe c tiv e ly  
integrate the n eed s o f  p ro fession a lly  inform ed traders for sp ec ific  k inds o f  
inform ation  w ith  the sources o f  supply o f  that in form ation .114 A s th ese m arkets 
have d evelop ed , p ro fession a lly  inform ed traders have learnt h o w  to obtain, 
p rocess and ver ify  relevant inform ation. A ccom p anyin g  this p rocess has b een  
the d evelop m en t o f  a sop histicated  market for inform ation. T he legal regulation  
o f  d isclosu re requirem ents has supported the develop m en t o f  th is m arket b y  
im proving the learning capacity  o f  p ro fession a lly  inform ed traders. It is  
p lau sib le therefore that the e ffec tiv e  integration o f  the p ro fession a lly  inform ed  
trading m ech anism  w ith  the m arket for inform ation is a com p lex  p rocess ab le to  
be slo w ed  or inhib ited  b y  de-regulation  o f  inform ation d isclosu re requirem ents.

In th ose em erging m arkets that are grow ing up a longsid e traditional securities  
m arkets, such  as m arkets for derivative products includ ing ‘over-th e-coun ter’ 
m arkets, p ro fession a lly  inform ed traders are in the p rocess o f  d evelop in g  an 
understanding o f  h o w  to obtain, p rocess and verify  relevant p ie ces  o f  
inform ation. A t the sam e tim e as these traders are b ecom in g  m ore sop histicated  
in  their understanding o f  the inform ation n ecessary  to trade on particular 
m arkets, pathw ays are b ein g  form ed for the purpose o f  obtain ing this  
inform ation  in a tim ely  and cost e ffec tiv e  w ay.

A gain st this background it is arguable that a form  o f  self-regu lation  m ay  
increase the relative e ffic ien cy  o f  som e o f  these em erging m arkets b y  assistin g  
p rofession a l traders to learn about inform ation. T his form  o f  regulation  w ou ld  
be one that required the financial serv ice provider to d isc lo se  m aterial 
inform ation  con cern in g  the particular financial product. H ow ever, there w ou ld  
be n egotia tion  b etw een  the regulatees and the regulator as to the form  and  
content o f  inform ation  to be provided  b y  the financial serv ice provider.115 T his  
approach to regulation  m ay increase the relative e ffic ien cy  and rob ustness o f  
m arkets b y  im proving the integration b etw een  the particular em erging m arkets 
and the m arket for inform ation. In this sen se regulation  w ou ld  be a trigger to  
im prove the cap acity  o f  m arket participants to learn about and to respond to the

113 See text accompanying notes 92-97 supra.
114 This comment focuses on the role o f professionally informed traders who play an important role in 

creating efficient markets. There are other trading mechanisms, for example, universally informed 
trading, uninformed trading, and derivatively informed trading. Each o f these trading mechanisms plays 
a role in maintaining the efficiency of capital markets and each is based upon different informational 
requirements: note 99 supra at 565-92. For the purposes o f the argument in this article it is not necessary 
to focus on these trading mechanisms.

115 A model for this could be the approach to the regulation of disclosure for retail investors, text 
accompanying notes 80-84 supra.
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particular risks and opportunities created in particular m arkets.116

(v) A L im ited  C oncept o f  Self-Regulation
T his part o f  the article has sought to estab lish  tw o p ropositions. First, that 

there are som e g ood  reasons for regulating the d isclosu re o f  in form ation  to  
w h o lesa le  investors in som e circum stances. S econ d ly , that regulation  o f  the  
d isc losu re o f  in form ation  is a form  o f  regulation  that is  con sisten t w ith  the use o f  
self-regu lation . C L E R P has fa iled  to ser iou sly  consider w hether d isc losu re  
regulation  in this con text w ou ld  assist w ith  the d esign  o f  a regulation  system  that 
w ou ld  m eet the pub lic  p o lic y  goa ls set out by CLERP. T he failure to ser iou sly  
con sider u sin g  th is form  o f  regulation  m ay be exp lained  by reference to the  
lim ited  form  o f  se lf-regu lation  w h ich  inform s the CLERP proposals. T he  
associa tion  o f  ‘d eregu la tion ’ w ith  ‘se lf-regu la tion ’ m ay exp la in  w h y  the 
opportunity to u se d isc losu re regulation  to d evelop  an inn ovative approach to  
regulating financial product m arkets w as not taken up.

C. Overview of the CLERP Model of Self-Regulation
T he p reced in g  part o f  this article an alysed  som e exam ples o f  inn ovative u ses  

o f  self-regu latory m ech anism s in the CLERP 6 regulatory fram ework. T he  
con clu sion  in this Part w as that ev en  in these areas the CLERP 6 p roposals  
adopted a lim ited  and constrained  form  o f  self-regu lation . In som e w ays this 
seem s to arise from  p erceived  problem s w ith  integrating self-regu lation  w ith  a 
traditional understanding o f  the lim its on the exercise  o f  public p ow er. In 
particular there are a num ber o f  exam p les in the CLERP 6 proposals w here it 
w as d ecid ed  n ot to  grant broad discretionary p ow er to A SIC  to form ulate ru les or 
to u se exem p tion  or m od ifica tion  p ow ers. T he reason for rejecting  the grant o f  
these functions to A S IC  appears to be that the exerc ise  o f  this kind o f  d iscretion  
should  b e  subject to  the sam e lev e l o f  accountab ility  as other ex erc ises  o f  public  
pow er.

O n the one hand, se lf-regu lation  has the potential to  redefine the p rocess o f  
rule-m aking w ith in  the lega l system . It w ou ld  a llo w  n egotia tion  b etw een  
regu latees and regulators over the form ulation o f  sp ec ific  rules that apply  to  
lim ited  areas o f  operation. T his p rocess o f  n egotiation  is  o ften  accom p anied  b y  
the grant o f  broad d iscretion  to the regulator. O n the other hand, a traditional 
v ie w  o f  the ex erc ise  o f  pub lic  p ow er requires that rule-m aking b e the result o f  a 
form al lega l p rocess. CLERP 6 appears to have reso lved  this co n flic t  b y  
endorsing the v ie w  that ru le-m aking in v o lv es the exerc ise  o f  public p ow er and  
should  therefore b e subject to  form al accountab ility  p rocesses . A s a 
con seq u en ce, the opportunity for introducing a m ore system atic form  o f  s e lf ­
regulation  has b een  lost.

T h is part o f  the article is  a short rev iew  o f  the CLERP 6 p roposals for reform  
against th is backdrop. First, there is  a b r ie f overv iew  o f  the range o f  in stances in  
w h ich  CLERP 6 has re lied  on  a com m and and control sty le o f  regulation.

116 This approach to the regulation o f disclosure overcomes some of the difficulties created by traditional 
command and control approaches to regulation o f disclosure, see A Corbett, note 20 supra at 314-16.
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Secondly, there is a brief account of the failure to maximise the potential of 
proposed self-regulatory mechanisms.

(i) R e lia n c e  on  a  C o m m a n d  a n d  C o n tr o l S ty le  o f  R e g u la tio n
There are at least three major areas in the CLERP 6 proposals, central to the 

regulatory framework, which involve the exercise of discretion by a regulatory 
authority. These are:

• The definition of “financial product”;
• The licensing of financial product markets; and
• The licensing of clearing and settlement facilities.

The proposed definition of “financial product” represents the first instance in 
which CLERP 6 relies on a traditional understanding of the exercise of public 
power (and as a result returns to a command and control style of regulation). 
The definition of “financial product” is a central part of the proposed scheme of 
regulation. It defines the boundary of the proposed regulatory framework. The 
proposed regulatory framework applies to all products falling within this 
definition. This definition is an open one, ensuring that new products and 
derivatives are included in the regulatory system without the need to use 
legislation to amend the law. The proposed definition includes four parts. There 
is a broad functional definition of “financial product”, a list of products that are 
included, and excluded, and a regulation-making power to include or exclude 
particular products.117

The Financial System Inquiry had recommended that the discretion to include 
or exclude particular products be granted to ASIC.118 119 In rejecting this approach 
the Implementing CLERP 6 paper stated:

A  number o f  subm issions suggested that A SIC  should be g iven  a broad pow er to 
include or exclude products to ensure that the regulatory framework applies flexib ly  
to m eet developm ents in financial m arkets... The functional definition o f  financial 
product w ill be sufficiently broad to address the concerns that the new  regulatory 
framework w ill not be able to keep up with developm ents in the financial markets. 
A ny additions to the coverage o f  the regulatory framework should be subject to 
Parliamentary scm tiny either through regulations or by amendments to legislation. 
This w ill also provide greyer  certainty for the financial markets as to the scope o f  
the regulatory fram ework.1

This passage clearly articulates the rationale for limiting the discretion granted 
to a regulator such as ASIC. This rationale is founded on a traditional 
understanding of appropriate limits on the exercise of public power.

The significance of this proposal to limit ASIC’s power to include or exclude 
particular products from the definition of “financial product” is that it re­
introduces a command and control style of regulation. It moves the rule-making 
function towards formal law-making processes, and further away from the 
participants in the markets that the regulatory framework is designed to regulate.

117 Im p lem en tin g  C L E R P 6 , n o te  2 supra at 9 -1 4 .
118  N o te  1 supra at 2 7 9  (R eco m m en d a tio n  19).
119 Im p lem en tin g  C L E R P 6 , n o te  2 supra at 14.
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This increased distance between the source of rule-making and regulatees in the 
market removes a regulatory mechanism used to encourage regulatees to adopt 
and internalise the goals of the regulatory system. The use of this command 
style of regulation limits the self-regulatory capacity of the regulatory framework 
proposed by CLERP 6.

In two other areas involving the exercise o f discretion, CLERP 6 followed a 
similar approach thus creating a similar impact in limiting the self-regulatory 
capacity o f the proposed regulatory framework in relation to the definition o f 
“financial product”. These two areas are the licensing o f financial product 
markets and the licensing of clearing and settlement facilities. Financial product 
markets and clearing and settlement facilities are crucial elements supporting the 
operation of financial markets. In each case it is proposed that a person wishing 
to operate one of these facilities must meet a selection of defined criteria. In 
each case the Financial System Inquiry recommended that ASIC be authorised to 
alter or modify the definition of “financial product” or to licence the operation o f 
these facilities.120 In each case CLERP 6 has proposed that the criteria for the 
grant o f these licences be included in legislation and that the Minister be 
responsible for granting licences.121

(ii) Failure to Integrate Mechanisms o f Regulation
At the same time as CLERP 6 has tended toward the adoption of a command 

style of regulation, it also proposed the deployment o f self-regulatory 
mechanisms, including the use of codes of conduct,122 compliance systems123 and 
complaints handling procedures.124 125 It is proposed that industry based codes of 
conduct be developed in consultation with ASIC, that these codes establish best 
practice standards and that there be the option of these codes being approved by 
ASIC.

The proposals recommending the use o f these self-regulatory mechanisms are 
important. While there is great potential for each of these mechanisms to 
become an important site of self-regulation, difficult issues must first be 
resolved. For example, there are a number of ways in which compliance systems 
can be used as part o f a regulatory framework. A compliance system may be a 
set o f procedures designed to ensure that the organisation complies with an 
existing set o f rules.1 5 Alternatively, compliance may be concerned with 
ensuring that an organisation adopts the most effective and efficient systems to

120  N o te  1 supra at 2 8 2  (R eco m m en d a tio n  2 1 ) , at 2 8 5  (R ecom m en d ation  2 4 ).
121 Im p lem en tin g  C L E R P 6 , n o te  2 supra at 6 7 -9 , 8 6 -8 .
122 Ibid at 61 -4  (C hap ter 5 ).
123 Ibid at 2 3 -5  (e sta b lish m en t o f  proced ures to  ensure c o m p lia n ce  w ith  the la w  is  o n e  o f  the criteria for the  

grant o f  lic e n c e s  for fin an c ia l serv ice  p rov id ers), at 6 7 -9  (fin an c ia l p rod u ct m arkets), at 8 6 -8  (c lear in g  
and settlem en t fa c ilit ie s ) .

124 Ibid at 2 3 -5  (the ad op tion  o f  p roced ures to in v estig a tin g  and r e so lv in g  com p la in ts  is  o n e  o f  the criteria  
for the grant o f  lic e n c e s  for fin an c ia l serv ice  p rov id ers), at 6 7 -9  (fin an c ia l prod u ct m ark ets), at 8 6 -8  
(c lear in g  and settlem en t fa c ilit ie s ) .

125 Ibid at 2 4 . T he u se  o f  e ffe c tiv e  co m p lia n ce  proced u res is  o n e  o f  the criteria for the grant o f  a fin an c ia l 
serv ice  p rov id er’s l ic e n c e ) . T he term s in  w h ic h  c o m p lia n ce  is  d iscu ssed  in  C L E R P 6  su g g e sts  that it is  
an ex a m p le  o f  the u se  o f  a com m an d  and control s ty le  o f  regu lation .
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comply with regulatory standards or goals. Compliance in this latter sense may 
involve negotiation with a regulator about how to achieve a particular standard 
or goal. The regulator may in effect delegate the discretion in checking 
compliance with a standard or principle to the organisation: the regulator’s 
concern is outcomes, not processes.

The innovative use of self-regulation will involve analysis of how codes of 
conduct, compliance systems and complaints handling procedures are integrated 
into the overall regulatory framework. In particular there will need to be 
analysis of how these mechanisms interact with rule-making processes. For 
example, is there the option for the regulator to use exemption or modification 
powers in relation to legislative rules in those circumstances where the regulator 
forms the view that a particular organisation or industry is better placed to 
formulate regulatory rules? There will also need to be analysis of the way these 
self-regulatory mechanisms will interact with the enforcement strategies 
available to the regulator.

CLERP 6 does not seriously address any of these issues in its proposal to 
include these self-regulatory mechanisms in the regulatory framework. The 
failure to consider these issues is indicative of the command style of regulation, 
which forms a central part of the proposed regulatory framework. The failure to 
address these issues may also indicate that these proposals are designed to have a 
relatively limited scope of operation.

V. CONCLUSION

The title of this article characterises the CLERP process as a missed 
opportunity to adopt innovative regulatory reform. The body of the article has 
qualified and expanded on this argument. The argument is qualified by the 
acknowledgment that in some areas, for instance in the regulation of disclosure 
to retail investors and possibly in the grant of financial service providers’ 
licences, the proposed regulatory framework does make use of some innovative 
regulatory mechanisms. The reforms in this area are an example of the way in 
which self-regulation can be used to achieve regulatory goals.

Despite this qualification, the central argument in this article is that the failure 
to integrate the elements of the proposed regulatory framework into a system of 
self-regulation does represent a missed opportunity for innovative regulatory 
reform. It is a missed opportunity because the proposed regulatory framework 
does not include a clear understanding of either the limits of regulation, or of the 
potential for a system of self-regulation to be an effective form of regulation. 
The main theme of this article is that the CLERP 6 proposals do not lay the 
foundation for the creation of an effective system of self-regulation.

The starting point for this argument is that in a general sense the CLERP 6 
proposals do not integrate the elements of the proposed regulatory framework 
into a system of self-regulation. The proposed regulatory framework focuses 
primarily on the rule-making function of regulation. There is little consideration 
of how strategies of enforcement could either enhance the effectiveness of the



534 Self-Regulation, CLERP and Financial Markets Volume 22(2)

proposed framework or of how enforcement strategies may affect the approach 
taken to developing rule-making processes. In addition, where there are 
proposals for the introduction of self-regulatory mechanisms, for example, the 
requirement to adopt compliance systems or to develop industry-based codes of 
conduct, there is little consideration of the problems associated with successfully 
integrating these mechanisms of regulation into a system of self-regulation.

The main body o f the article takes this general analysis further by focusing on 
two particular examples of the failure by CLERP 6 to adopt a systematic 
approach to self-regulation. The first is the tendency for the proposed regulatory 
framework to adopt a command style of regulation when specifying the relevant 
rule-making processes. There is a tendency to adopt a top-down approach to 
rule-making with the result that responsibility for rule-making is moved into 
traditional law-making forums and away from institutions which are closer to 
those being regulated. The second example focuses on the failure to make full 
use of those regulatory strategies that can be used to support a system of self­
regulation. The proposal for the regulation of the information disclosure to 
wholesale investors relies on a form of de-regulation. It is a form of regulation 
where there is no direct regulation of what information should be disclosed to 
wholesale investors. As a result o f reliance on this form of de-regulation, 
CLERP 6 missed the opportunity to use innovative approaches to the regulation 
of disclosure to improve the integrity and robustness of financial product 
markets.

There are a number of reasons why this failure to integrate the elements of the 
proposed regulatory framework into a system of self-regulation may be regarded 
as important. One reason is that it will increase the likelihood that the CLERP 6 
proposals will be of limited effectiveness in achieving the overall goals o f 
regulation. Perhaps more importantly, though, the failure to effectively integrate 
all o f the elements of the proposed regulatory framework into a system of 
regulation highlights the key area in which CLERP 6 is a missed opportunity for 
innovative regulatory reform. This is the failure to accept and work within the 
limits of regulation. The recognition that there were real limits to the capacity of 
regulation to alter complex forms of human activity was one of the driving forces 
leading to greater reliance upon self-regulation. The failure to recognise and 
work within these limits represents a lost opportunity to foster and enhance 
discussion and analysis of the limits of regulation and of the role of self­
regulation.


