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Global Financial Sector Reform: The Single Financial
Regulator Model Based on the United Kingdom FSA
Experience—A Critical Reevaluation

Josern J. NorTON"

I. Introduction

There exists a current global trend among developed and developing countries to adopt
or to consider the adoption of a unified (“mega”) financial regulator structure, based largely
upon the perceived success of the recent United Kingdom (UK) experience. The primary
purpose of this article is to attempt, from a policy and retrospective vantage point, to re-
evaluate the efficiency, efficacy, and relevance of the UK’s mega-regulator for financial
institudons, the Financial Services Authority (FSA), as a viable international regulatory
model of choice with respect to global financial sector reform structures. In doing so, this
article also will consider the “completeness” (or, more accurately the “incompleteness™) of
the UK’s regulatory approach vis-2-vis two important collateral regulatory issues: (1) the
unitary versus functional regulation debate; and (2) the interfacing of a mega-regulator model
with the need for 2 modern deposit insurance/compensation scheme that is designed not
just for protecting depositors but also for bolstering financial stability. The main proposition
presented by the author is that the adoption of the UK-FSA, for global financial sector
reform purposes, needs to be understood within and largely limited to the particularides
of the UK historical backdrop, and that this regulatory model (while not without its virtues)
should ot be uncridcally looked to (in any wholesale transplantation mode) as an inter-
national benchmark for future global financial sector reform. As to the debate of unitary
versus functional regulation, again there appears to be no one conclusive answer or ap-
proach—with a range of variant approaches possible. With respect to deposit insurance, a

*SJD, DPhil, LLD (h.c.), James L. Walsh Professor of Financial Institutions Law, SMU Dedman School of
Law, Dallas, Texas; and Sir John Lubbock Professor of Banking Law (1993-2004) University of London. This
article is derived from a presentation of the author presented at the International Association of Deposit
Insurers’ Third Annual Conference, Brunnen, Switzerland, October 26-27, 2004. The author expresses his
appreciation to Dr. Mamiko Yokoi-Arai and Mr. Matt Restrepo for their substantial input and also for the
invaluable input received from Dr. G.A. Walker and Ms. E. Johansson. Appreciation is also expressed to the
Dean of the SMU Dedman School of Law (John B. Attanasio), to J.P. Sabourin and R. Labrosse of the IADI
and CDIC and to D. Walker of the CDIC for their support and encouragement.
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separate and independent “modern” scheme is advocated, unlike that currently employed
by the UK; albeit, developing, emerging and transitioning countries should look at this
issue in a “sequenced” manner.

The audience for this article is intended to be lawmakers, policymakers and concerned
industry participants with respect to the financial industries sector in developed and devel-
oping economies who may be presently considering or who may come to consider in the
fature the adoption of a UK-FSA type of unified regulatory framework. It is hoped that
this article will provide helpful background and policy information for these governmental
authorities and industry participants when considering the pros and cons of the adoption of
an FSA mega-regulator structure.

For background purposes, selective introductory observations are provided in Part II of
this article as to the general regulatory policy issues involved, and in Part III as to the legal
and organizational nature of the FSA. In making his evaluations, this author focuses in Part
IV on the respective practical experiences of the UK-FSA. Part V then touches upon the
two collateral regulatory issues referred to above. In concluding, Part VI endeavours to
provide a set of meaningful conclusions drawn from and “lessons to be learned” with regard
to the new UK regulatory scheme generally and with regard to the two collateral issues
considered in this article.

II. The Backdrop
A. Tue Susject IN GENERAL

In recent times, the formation of a unified mega-financial regulator has become increas-
ingly common in a2 number of countries. Most often, this radical “regulatory jump” has
arisen as a reactionary response to significant, local financial and political factors, including
the demands arising from a perceived integration of financial markets and perceived defi-
ciencies in traditional supervisory and regulatory systems demonstrated by recent financial
crises. This trend of creating single mega-regulators started on a limited and particularized
basis (keeping the deposit insurer separate) in Scandinavia in the mid 1980s;! but, the pri-
mary structural catalyst and focus for the recent proliferation of this mega-regulatory struc-
tural reform has been the creation of the UK-FSA in 1997.2 As will be discussed hereafter,
the UK experiment was without the benefit of any comprehensive policy study and debate
as to the efficiency, efficacy and cost-benefit of such a radical regulatory venture or as to

1. Norway established an independent unified banking and insurance regulator in 1986; Denmark in 1988;
and Sweden in 1991. Finland followed in 1993, but linked their FSA to the central bank, Bank of Finland. The
Nordic countries have small and consolidated financial markets, have some prior experience with regulatory
consolidation, and suffered a series of financial crises in the 1980 and early 1990s. In terms of the impact on
the deposit insurer, in Norway the Guarantee Fund is a legally separate organization from other public and
private bodies; the Danish Fund is a self-governing body, supervised by its FSA; the Swedish Deposit Guarantee
Board is independent from its FSA; and the Finnish Fund is operationally independent, though supervised by
its FSA. See Michael Taylor & Alex Fleming, Integrated Financial Supervision Lessons of Northern European Ex-
perience, World Bank (September 1999). See also ALioNING FiNaNCIAL SUPERVISORY STRUCTURE WiITH COUNTRY
Neeps (Alexander Fleming, David T. Llewellyn, & Jeffrey Carmichael eds., 2003) {hereinafter World Bank
2003 Financial Structure Program). See generally, International Association of Deposit Insurers (IADI), 2t heep://
www.iadi.org.

2. As discussed infra, the UK-FSA has become one of the largest and most complex unified financial regu-
lators in the world, having regard to the size of London’s financial markets.
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the relation of such a scheme as to such major modern areas of regulatory concern as the
role of the deposit insurer and the relevance of a general functional versus entity approach
to financial regulatory supervision.

B. DevieLoring COUNTRIES

It should be kept in mind that the UK-FSA was never intended or designed to serve as
an international model.’ Notwithstanding this, the UK-FSA (although designed for a highly
developed and concentrated financial system) has come to be viewed by a number of gov-
ernmental and intergovernmental authorides in developing countries as a feasible and viable
regulatory model. In fact, the primary subjects of this post-1997 reform trend to consider
a mega-regulator model have been developing, emerging, and transitioning economies.*
Most of these countries (totally unlike the UK) were starting at a near ‘ground-zero’ basis
as to financial sector development and/or in reaction to recently occurring major financial
market/sector and/or political crises: the starting-point, model-of-choice for these coun-
tries, most often, however has been to consider the UK-FSA model.*

In the financial sector law reform experience of this author in a range of developing,
emerging, and transitioning countries since 1997, the UK model has been of considerable
interest to these type of countries, in large measure, because it is a recent (unconnected
with, but following closely on the heels of the Asian Financial Crisis) and is a consolidated
model, with a unified rulebook (Handbook) that, at least superficially, implies a degree of
manageability, if not simplicity. Also, it is a model that appeals not just to the developing
country but to the international financial institution (IFT) and regional financial institution
(RFT) experts providing these countries with technical assistance under some form of “con-
ditionality,” “EU acquis” arrangement or mutually agreed cooperative arrangement. In ef-
fect, from a bureaucratic standpoint, the UK model appears easy to deal with in the initial
adoption stage of the reform process, as it presents itself as a “pre-packaged model.” For
example, while the IFIs and RFIs will never overtly require a specific model, the UK mega-

3. See e.g., Michael Foot, UK-FSA Managing Director (Deposit Takers and Markets Directorate) has re-
cently stated: “We have never said that the UK model was one that other countries should follow. And we
recognise that there are features of the UK (such as the fact that most of the financial service sector is concen-
trated in London) that has helped the creation of the FSA. . ..” Foot also acknowledges that in adopting any
FSA model there cannot be a takeover by one of the existing regulators but there needs to be a new organisation;
that there are no “quick (regulatory) fixes”; and that “it will take years to get all the potendial benefits from the
new organisation.” FSA-UK Managing Director shares his views on integrated supervision and deposit pro-
tection, PDIC Forum, Vol. 2, No. 1, available at http://www.pdic.gov.ph/dab/Forum-2nd _issue_june2004.pdf
(June 2004). Cf. Howard Davies, Integrated Regulation in the UK and Lessons for Otbers, in World Bank 2003
Financial Strucrure Program, supra note 1, who suggests that, subject to a series of preconditions to be met,
the UK model may have broader international appeal and relevance. It should be noted that most of his
“preconditions” would not be met by most developing countries.

4, Many emerging economies that have experienced financial crises have recently reformed their financial
regulators into a single regulator, including South Korea, Singapore, Colombia, El Salvador, Malaysia, Maur-
itius, Mexico, Paraguay, Peru, and Venezuela. Others considering a unified financial regulator are Bulgaria,
Kazakhstan, Poland, Slovakia, Slovenia, South Africa, Ukraine and Indonesia: Estonia (see discussion infra note
7) adopted a rather unique variation in 2002. See José de Luna Martinez & Thomas A. Rose, International
Survey of Integrated Financial Sector Supervision, World Bank Policy Research Working Paper 3096 (July 2003).

S. See generally JoserH J. NorroN, FiNanciaL SecTor Law Rerorm 1N EMERGING EcoNOMIES (2000) {here-
inafter NorTroN-EmercING EconoMiEs] (specifically chapter 3).
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regulator model is technically easier for these experts to deal with for these institutions, so
the external experts will often “lead” the country to this “watering-hole.”

The adopdon of the FSA model can be done wholesale or on a modified or highly
individualized basis. For example, a small transitioning country seeking EU entry, Estonia,
opted for a FSA-like approach, but one which remained encapsulated within the country’s
Central Bank framework; though in case of a bank failure the end-payer will be the Estonian
taxpayer and not the Central Bank. Estonia has small, incipient financial markets, with the
Central Bank having the repository of the limited, skilled bureaucratic personnel existing
in the country. While keeping the new regulatory framework within the overall Central
Bank structure, the Estonians have tried to put the new unified regulator within a segregated
and “fire-walled” structure with the Bank.”

As a practical matter, the key ongoing structural role of the Central Bank in developing
countries is most often the most sensible alternative to take; though, at least from the UK-
FSA perspective, it needs to be borne in mind that a primary objective of the UK model is
to dislodge bank and financial supervision from the Central Bank.®! Whether the mega-
regulator model or the FSA model is appropriate for emerging market countries will be
the subject of subsection V.A.3.

C. InpusTrIALIZED COUNTRIES

It is also true a number of industrialized countries have opted for some form of UK-FSA
type model. For example, Japan has recently adopted a modified FSA-type model; however,
it has adopted a much different scheme as to dealing with its deposit insurer than did the
U.K.? In addition, the apparent “follow-the-leader” approach taken by Germany recently
when pressured by the European Union (EU) and the European Central Bank System
(ECBS) to restructure its bank supervisory framework and to insulate further the Bundes-
bank in its monetary policy functions has led to the adoption of a far less comprehensive
and less regulatory intrusive single-regulator from the UK pattern and to one that effec-
tively left its prior compensation scheme approach intact.! Further, an industrialized coun-
try such as the United States (having the most developed and comprehensive financial
system in the world), in the mid-late 1990s, went through a period of major regulatory
reform debate that specifically rejected regulatory consolidation in favour of maintaining
segregated, but coordinated functional regulation (i.e., regulation geared to the specific ac-
tivities such as banking, insurance, or securities, and often exercised by a separate specialized
regulator) and the maintenance of a strong, comprehensive and independent deposit in-

6. We have witnessed several examples where U.S. experts have encouraged this model to emerging econ-
omies, while at home the United States has strongly rejected the unitary model in favour of separate, functional
regulation.

7. See Financial Supervision Authority Act (Estonia) passed May 9, 2001. For a discussion of this Act, see
Andres Trink, Challenges for the Estonian Unified Financial Sector Supervision, Eesti Pank BuLLeTin No. 7 (2001);
Creating on Effective Regulatory Culture: the Case of Estonia in World Bank 2003 Financial Structure Program,
supra note 1.

8. See NorToN-EMERGING EconoMiEs, supra note 5, sec. 4.3.

9. On Japan’s adoption of an FSA-like regulatory framework, see companion article authored by Dr. M.
Yokoi-Arai contained in the Symposium section of this journal’s instant issue.

10. On Germany’s recent adoptons of a form of FSA, see companion article authored by Dr. J-H Binder
and contained in the Symposium section of this journal’s instant issue.
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surer.!! Moreover, Australia has come up with its own very interesting (“Twin Peaks” variant)
regulatory reform model based on a concept of objective-based regulation (i.e., regulation
geared to specific governmental objectives such as financial stability, consumer protection,
market abuse/integrity).!?

D. GeNErAL Poricy RATIONALE

In any event, it needs to be kept clearly in mind at the outset that, in fact, no theoretically
absolute or otherwise clear and compelling criteria exist, at the present, in determining the
choice between single or multiple, functional regulators (or, for that matter for an “um-
brella” regulation within which functional regulation occurs). For all of the main policy,
institutional, and operational arguments that can be mustered in favour of a single regulator,
a corresponding, countervailing series of disadvantages can be identified. Further, each
country situation is sui generis, with the best, informed decision dependent on and taking
regard of local historical, social, economic, financial market, regulatory, and polidcal factors
and conditions.?

While the particular reason(s) for the establishment or non-establishment of a unified
financial regulator may be different for each country, it appears to be a superficially prev-
alent belief that a unified financial regulator can enable a country to better rationalise its
financial regulation and to better preserve greater financial stability. For emerging econo-
mies, it is also hoped that such perceived effects will result in an attraction of increased
foreign investment. Nevertheless, the relative arguments for and against the construction
of a single regulator are complex and individualized. Moreover, as will be explained through-
out this article, the actual UK domestic experience with the FSA, by itself, fails to present
a compellingly convincing practical case for other countries to undertake such major reg-
ulatory consolidation: the verdict from the UK and other adopting country experiences is
still pending.

However, the issue of whether there should be a single regulator for all financial sectors
is only a threshold consideration that leads to a number of collateral policy issues. For instance,
the choice of a mega-regulatory structure does not necessarily determine: (1) whether the
exercise of regulatory authority under the mega-regulator umbrella should be on a unitary
or functional basis as to the differing financial sectors; (2) whether all the financial sectors
should be governed by unified rules; or (3) whether the mega-structure should subsume
and determine the nature and structure of the related deposit insurance scheme (or for that
matter, as to this latter point, whether there should be a common compensation scheme

11. See Gramm-Leach Bliley Act, Pub. L. No. 106-102, 113 Stat. 1338 (1999) (codified in scattered sections
of 12 U.S.C. and 15 U.S.C.). See also discussion infra in section V Al of this article.

12. See Financial System Inquiry Final Report, Commonwealth of Australia (Mar. 1997) [hereinafter the Wallis
Report). For further discussion of the Australian approach, see Jeffrey Carmichael, The framework for financial
supervision: macro and micro issues, BIS Policy Paper (Nov. 1999); Australia’s Approach to Regulatory Reform, World
Bank 2003 Financial Structure Program, supra note 1.

13. The papers presented at the World Bank 2003 Financial Structure Program, supra note 1, contain a
range of policy views and country experiences with regulatory integration. See also G. A. Walker, United Kingdom
Regulatory Reform: A New Beginning in Policy and Programme Construction, in FinanciaL ReuLaTION: A GUIDE
To STRUCTURAL REFORM (Douglas W. Amer & Jan-juy Lin eds., 2003). The key issue most often becomes one
of subsequent or consequent corrective adjustment based upon a careful policy and practical analyses of such
conditions and factors.
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for all the financial sectors). Determinations as to these options should be considered sep-
arately in attempting to develop any meaningful final conclusions with regard to the effi-
ciency or efficacy of any particular system and set of supporting domestic arrangements.
Sections V A-C of this article will address collateral issues (1) and (2) above and Section V
D will consider collateral issue (3) above.

Substantially differing policy and practical considerations are entailed in each of these
collateral governmental consideratons.'* Generally speaking, a number of separate policy,
institutional, and operational factors can be compared in assessing whether a single or
multiple sector-based regulatory solution would be more appropriate. Against the advan-
tages of policy integration, consistency, simplicity, ease of review, and flexibility of policy
development have to be considered separate sector risk requirements, possible lender-of-
last resort (LLR) and moral hazard confusion, a consequent lack of reputational incentives
and conflicts, loss of specialist service providers, and the need for additional protection for
dedicated interest groups. In institutional terms, improved administrative control, increased
contact and communication, better allocation and use of resources, improved training, and
enhanced internal and external accountability have to be balanced with possibly excessive
size and administrative complexity, potendal conflicts of interest and regulatory culture,
abuse of power, additional and specialist training demands, and confused or reduced ac-
countability.!’ As to the latter collateral issue of how to treat the deposit insurer, a country
needs to determine initially what it expects of its deposit insurer and should also consider
the prevailing international trends for a modern deposit insurance system.!¢

With regard to operational or implementation issues, operational efficiency (including
economies of scope and scale, simplified management and administrative structures, and
improved expertise and experience), increased responsiveness, flexibility, reduced cost, and
the elimination of cross-sector competition have to be considered against inherent opera-
tional inefficiency, supporting slow decision-taking and response times, the danger of over-
standardised responses, increased costs in certain areas and more general loss of regulatory
competition, and consequent incentives and internal accountability as well as high levels of

14. For further discussion of these general policy tensions, see generally Michael Taylor, “Twin Peaks™: A
regulatory structure for the new century, Centre for the Study of Financial Innovation (CFSI) Dec. 1995 [here-
inafter Taylor, Twin Peaks); Michael Taylor, Peak Practice: How to reform the UK’s regulatory system, Centre for
the Study of Financial Innovation (CSFI) October 1996; Michael Taylor, RecuLaTory LEviaTHAN: WiLL SUPER-
SIB Work? (1997); and M. Hall, A/ Change at the Bank of England, 7 JIBFL 295 (1997). See also R. Monro-
Davies, Where Angels Fear to Tread?, 6 JIBFL 241 (1997); D. Turing & M. Sah, NEWRO: Gerting it Right, 9
JIBFL 4.11 (1997). See also, Andrew Hilton, UK Financial Supervision: A Blueprint for Change, Centre for the
Study of Financial Innocation (CFSI), May 1994; CrariEs A. E. GooDHART, ET AL., FinanciaL RecuraTion:
Why, How anp WhERe Now? (1997); Clive Briault, The Rationale for a Single National Financial Services Reg-
ulator, FSA Occasional Paper 2, May 1999; Clive Briault, Revisiting the rationale for a single national financial
services regulator, FSA Occasional Paper 16, Feb. 2002. See, e.g., Dirk Schoenmaker, Institutional Separation
between Supervisory and Monetary Agencies, Financial Markets Group (FMG) (Jan. 1992). See also, on the general
debate, Christine Fay & Nicolas Parent, The Organizational Structure of Financial Market Regulation: Highlights
from the Literature, in Bank of Canada, Financial System Review, at 58: “[I]t is apparent that the literature on
the organizational structure of financial markets offers many different points of view on the optimal means of
regulation. While it helps to put the current debate surrounding the regulation . . . in perspective, the literature
does not point to a single ‘optimal’ solution.”

15. See infra subsection V A.1.

16. See infra section V B.
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consequent regulatory concentration.'” Arguments can again be developed for and against
an integrated LLR and financial regulator. The arguments against monetary and regulatory
policy separation include the need to maintain an essential link between the LLR function
and the conduct of supervisory policy, consequent payment system support with the central
bank generally also being responsible for payment system stability, and the need for basic
policy consistency in both areas. The arguments against an integrated monetary and reg-
ulatory policy include potential conflicts of interest or policy objectives, consequent cred-
ibility problems with the maintenance of price stability as the key objective of the central
bank, and functional diversity in product or service development.'®

E. A Brier NoTE oN LEGAL TRANSPLANTS

The multiple dilemmas presented by the introduction of new and “foreign” regulatory
structures and rules into the financial sector area of a domestic jurisdiction are often brushed
aside. It is nearly as if modern financial sector reform issues present subject-matter not
previously addressed by the domestic system(s) and therefore create a “void” within which
new regulatory reforms and models can be imposed in a near “top-down,” wholesale man-
ner.”® However, what appears to be often forgotten for the policymaker and lawmaker is
that such reforms need to mesh with the existing regulatory, economic, social, and cultural
environments of the particular domestic jurisdiction. For example, imposing modern re-
forms will presuppose the existence of a similarly developed working and complimentary
financial sector legal infrastructure: this would include current levels of sound regulatory/
supervisory development and sophistication, the existence of quality transparent and fair
administration procedures, the presence of a sound enforcement system, and the embedding
of a well-trained and developed judiciary.?°

Thus, modern financial sector reforms really should not be transplanted wholesale simply
because there is perceived to be some form of “blank slate” or “vacuum” present on or in
which the new structures can be integrated. Stepping back, one needs to realize that the
introduction of a “mega-regulatory” model presumes the existence of a highly developed
financial sector as well as established legal, administrative and judicial environments-
nevermind, of relevant bank and other financial markets that are at a developmental stage
where a confluence or convergence of financial markets, service, and institutions is appear-
ing and might lend itself to a unitary regulatory structure.? Moreover, even if such pre-
conditions can be assumed, there is still no inevitability that a jurisdiction will “well-receive”
a UK-FSA model (e.g., consider the U.S. financial sector system).

17. See, inter alia, Richard K. Abrams & Michael W. Taylor, Assessing the Case for Unified Financial Sector
Supervision, in FinanciaL RecuLaTion: A GuIDE To STRUCTURAL REFORM, supra note 13.

18. Michael Taylor, ‘Chapter 2 The Policy Background’ in BLACKSTONE’s GUIDE To THE FINANCIAL SERVICES
& MarkeTs Act 2000 (Michael Blair et al. eds., 2001). See generally, G. A. Walker, Deposit Protection in the
United Kingdom in JosepH ]. NorTON ET AL., LEGAL AspecTs oF DEposITOR ProTECTION SCHEMES: COMPARATIVE
PersPECTIVES. Paper presented at Internadional Seminar on Legal and Regulatory Aspects of Financial Stability
(Jan. 21-23, 2002).

19. See Katharina Pistor, The Standardization of Law and Its Effect on Developing Economies, G-24 Discussion
Paper Series No. 4., June 2000.

20. See generally NorronN-EmerciNg EconoMiEs, supra note 5.

21. Id.
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This question of “reception” of foreign legal elements is indeed an ancient debate.?? The
point being made, for present purposes, is that an analysis of the “receptability” issue for
the FSA model or for any other major financial sector reform relying on “foreign” (which
includes international) models and standards should not be neglected, as at minimum the
local environment will determine the ultimate degree of reception and of the final shape of
the imposed reform and its implementation.?

ITI. Overview of the UK-FSA Regulatory Structure
A. Historicar/Poricy Backerounn To UK-FSA

Prior to the enactment of the Banking Act in 1979, the UK lacked a formal authorisation
regime for its banking sector, relying on the “moral suasion” exercised by the Bank of
England and self-regulation of organised bodies such as the Accepting Houses Committees
and the London Discount Market Association. The Banking Act of 1979 was enacted in
response to the ‘secondary banking crisis’ during 1972-73 and to the need for the UK to
set up a formal regulatory regime in the banking area under the First European Community
Banking Directive in 1977. The 1979 Act nevertheless attempted to preserve the relation-
ship of the Bank of England and the banking sector while incorporating authorisation and
supervision of the secondary sector. The Banking Act of 1979 accordingly retained the
distinction between “recognised banks” (the primary sector) and “licensed deposit takers”
(the secondary sector institutions). The Banking Act of 1979 was subsequently replaced by
the Banking Act of 1987, with the earlier inefficiencies of the former dual approach towards
recognised banks being abolished.”* Despite the extensive new powers that were conferred
on the Bank of England, it was perceived that the Bank was stll struggling to discharge its
statutory responsibilities.?

The separate review of investor protection conducted by Professor Gower also prompted
the Government to introduce changes to the self-regulatory regime that operated in the
securities area. The Government then introduced a bill, which subsequently became the
Financial Services Act 1986, to preempt some of the more extreme proposals made by
Professor Gower. The Financial Services Act of 1987 delegated powers to a new Securities
and Investment Board (SIB), the function of which was to oversee the recognition and
operation of a number of self-regulatory organisations (SROs) that would regulate partic-
ular aspects of the securities markets within the UK.

UK banking regulation also had become subject to increasingly prescriptive regulation
under the further European Community Directives that were being adopted under its “sin-
gle market programme,”?¢ while the UK securities regulators developed increasingly more

22. See, e.g., ALan WaTsoN, LecaL TranspLanTs (2d ed. 1993) (particularly chapter 4).

23. Compare divergent, but subsequently narrowed perspectives of Otto Kahn-Freund, On Uses and Misuses
of Comparative Law, 37 Mop. L. Rev. 1 (1974) with Alan Watson, Legal Transplants and Law Reform, 92 L. Q.
Rev. 79 (1976) (who has tempered his split with Kahn-Freund in Watson, supra note 22, “Afterward”).

24. See, e.g., Joseph J. Norton, The Bank of England’s Lament, in BANK REGULATION AND SUPERVISION IN THE
1990s (Joseph J. Norton ed., 1991).

25. Namely, the failure of Johnson Matthey Bankers, a recognised bank under the 1979 Banking Act revealed
the limitation of Bank of England’s information gather powers of recognised banks. The Bingham Report on
the collapse of the Bank of Credit and Commerce International (BCCI), also discussed the failures of the BCCI
and of Barings in 1995 as occasions where the appropriateness of the Bank’s supervision was questioned.

26. Council Directive 77/780/EEC, 1997 O.J. (L322) 30 (“First Banking Co-ordination Directive™).
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complex ‘rulebooks’ under the authority conferred under the 1986 Financial Services Act
to govern the behaviour of securities firms.

The most fundamental reform of financial regulaton within the UK came to be an-
nounced immediately after the May 1997 general election by the new incoming Labour
Government. The new Chancellor of the Exchequer, Gordon Brown MP, announced on
May 20, 1997, in a statement to the House of Commons that “. . . the distinctions between
different types of financial institution—banks, securities firms and insurance companies—
are becoming increasingly blurred.””” This broad rationale, based on the realities of per-
ceived modern financial market integration tendencies, would be used to justify the Gov-
ernment’s radical and unexpected initiative for creating a single regulatory authority over
summer 1997; though, underneath this was governmentat dissatisfaction with the role of
the Bank of England in handling such earlier crises as Johnson Mathey, BCCI, and Barings.
While the Labour Manifesto®® had promised reform and strengthening of financial regula-
tion and a simplification of the structure and nature of the financial system, it had not set
out how this would be achieved.

With the increasing criticism of the regulatory structure of the UK financial sector, this
traditional (but largely non-transparent and discretion-based) structure had been slowly
and carefully developed over a long time. The Government’s announcement, which was
announced subsequent to and separate from the decision to grant the Bank full monetary
independence, was particularly monumental in that it would annul ancient City traditions
in favour of a comprehensive and prescriptive statutory-based regulatory regime. The de-
cision was also radical in that, while establishing central bank independence for the Bank
of England, it would now remove the supervisory ambit from the Bank supposedly to
insulate the Bank’s monetary independence from any further financial crises or scandals. In
the background, there was also the need to combat financial crime, as to which adequate
powers did not exist, and to make the regulatory environment more transparent for all
involved and affected parties.” Thus, a threshold precipitating factor for the UK reform
was the policy decision to separate bank regulation, supervision and enforcement from the
central bank, leaving a major regulatory structural vacuum to fill.

In hindsight, the financial regulatory structure, prior to the establishment of the FSA,
was seriously deficient in various ways. The former regulatory regime was fragmented with
the risk of inconsistent regulation and regulatory arbitrage, and it could not respond to the
fast-moving financial services market where functional industry/product distinctions were
eroding.® The lines of responsibility were unclear, creating jurisdictional issues; and, there
was little effective co-ordination among the various agencies.*!

On the other hand, the relationship between the Bank of England and the effective
operation of its lender-of-last resort function may have been better positioned previously

27. Gordon Brown, The Chancellor’s Statement to the House of Commons on the Bank of England (May
20, 1997).

28. Labour Party, New Labour, New Life for Britain (1996).

29. Taylor, Twin Peaks, supra note 14, at 15.

30. OECD, OECD Reviews of ReguLatory Rerorm: Unrtep Kinepom: CHALLENGES aT THE CUTTING
Epce 38 (OECD 2002).

31. Christos Hadjiemmanuil, Institutional Structure of Financial Regulation: A Trend Towards ‘Megaregulators’?,
i FinanciaL RecuraTion: A GUIDE To STRUCTURAL REFORM 184 (D. Amer & J.J. Lin eds., Thomson, Sweet
& Maxwell Asia, 2003).
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when the Bank of England was the banking regulator. This may have facilitated better
informed decisions on liquidity support.32

When considering the pre-FSA regulatory structure against the measures for regulatory
efficiency, the following observatdons can be made:

* Clear objectives: While the investor protection objective was becoming increasingly
important, this was not incorporated into the objective of regulation, but was lead by
self-regulating bodies (the SROs).
Independence, accountability, integrity and adequate resources: The Financial
Services Act of 1987 assisted in improving the independence and accountability of the
SROs. However, the SROs were primarily industry-based and the disinterested credi-
bility of such organisations operating with independent integrity was marginal, at best.»
+ Transparency: Various financial debacles exposed the lack of transparency of the reg-
ulatory system. The failure of BCCI, Johnson Mathey, Barings and the Maxwell Group
exposed time and time again the lack of transparency of the regulatory bodies.’*
* Limited Legitimacy: Resulting from the fact that the SROs could only bind their
members by contract, limited legitimacy created legal difficulties with respect to third
parties and generally obstructed effective enforcement.?
Comprehensiveness of regulation: The lack of comprehensiveness was perhaps one
of the greatest problems of the pre-FSA regulatory structure. The fragmentation of the
framework and the preferred reliance on informal ‘moral suasion’ and self-reguladon

created regulatory gaps and inconsistencies.’

Effective Implementation: Regulatory and Judicial Enforcement Timidity: At the
end of this day, a regulatory structure, as a practical matter, will be no more effective
than the strength of the structure and its personnel regulator’s commitment to vigor-
ously stand behind, administer (implement) and enforce the new structure. Related to
this will be the capacity and willingness of the judicial system to oversee (judicial review)
and enforce the new structure. This element appears to have been lacking in the pre-
FSA situation. In fact, it seems the SROs were more committed to avoiding strict
enforcement, judicial confrontation, and the resulting publicity.

Cost-effective regulation: One of the virtues of the pre-FSA regulatory structure was
the cost element. The system was designed to facilitate flexibility in regulation. This
limited the cost of forming regulations, although when an overall cost-benefit analysis is
conducted, it is likely that the cost-effectiveness of the prior regulatory system would
have been wanting.*’

32. OECD, supra note 30, at 39.

33. See Hadjiemmanuil, supra note 31, at 183.

34. In the inquiry of the BCCI failure, the Bingham Report criticised the manner in which information of
the failing bank was handled too late. ‘Inquiry into the Supervision of The Bank of Credit and Commerce
International’ (Return to an Address of the House of Commons, Oct. 22, 1992).

35. See Hadjiemmanuil, supra note 31, at 183.

36. See Norton, supra note 24.

37. It was considered that the large number of different supervisors involved in the control of the main
financial centres resulted in increased costs and reduced effectiveness of supervision. George Walker, United
Kingdom Regulatory Reform: A New Beginning in Policy and Programme Construction?, in FINANCIAL REGULATION:
A GuiDE TO STRUCTURAL ReFoRrM 205 (D. Arner & J.J. Lin eds., Thomson, Sweet & Maxwell Asia, 2003).
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B. FSA: OBJECTIVES, ACCOUNTABILITY AND INDEPENDENCE

The protracted (over 2-1/2 years of Parliamentary consideration as to implementation
and not to any critical analyses of the supposed policy objectives of the legislation) and
incredibly complicated development of the legislation in relation to the establishment of
the UK FSA was carried out by the Securities Investment Board (SIB), which was to be
renamed the FSA on its formal launch on 28 October 1997. The SIB had been a private
company limited by guarantee, to which Ministers had transferred powers conferred on
them under the 1997 Financial Services Act with the agreement of Parliament. The SIB
was to assume direct responsibility for the banking and financial services regime following
enactment of the Bill on financial regulatory reform.

The new Labour Chancellor asked Howard Davies, the then Deputy Governor of the
Bank of England, to be the first chairman of the new FSA. The Chancellor also asked the
retiring chairman of the SIB, Sir Andrew Large, to bring forward a plan to implement the
policy for reform of financial regulation which was subsequently published in July 1997.%
The Large Report envisaged that the new regulatory body would be responsible for pru-
dential conduct (to maintain confidence in the financial system), conduct of business (to
protect consumers of financial services) and market standards (to promote clean and orderly
markets).?® These are the bases of the objectives included in the subsequent Financial Ser-
vices and Markets Act 2000.%

The handing-over of bank supervisory responsibilities was less expected than the unifi-
cation of financial regulation. It appears, on the surface, that the impetus for this reform
was prompted by the need to protect the Bank of England in discharging its new monetary
responsibilities effectively without any potential disruptions being caused by further bank-
ing failures. The Bank accepted somewhat begrudgingly (actually the Bank appears to have
had little, if any, say in the matter) that its role in the preservation of financial stability was
more important than the preservation of its supervisory responsibilities.

The Treasury proposed the draft Financial Services and Markets Bill in July 1998 and
eventually received its Royal Assent in June 2000.*' The Financial Services and Markets
Act (FSMA) is a highly complex and substantial piece of legislation, although it only pro-
vides a skeletal statutory framework.*

1. Statutory Objectives

The principles and objectives stated in the FSMA reflect largely those that were proposed
in the Large Report.** These provide the criteria by which the FSA’s performance is to be
judged and are thus an important consideration to this article. The FSMA differs from its

38. SIB, Report to the Chancellor on the Reform of the Financial Regulatory System (Large Report) July
1997.

39. ld.

40. See Financial Services and Markets Act 2000 (Eng.) (FSMA 2000).

41. The Bill underwent two report stages in 1999 and was introduced to the House of Commons in June
1999. The Bill was carried over into the next session of Parliament in October 1999. The Bill was considered
for a final time in the House of Lords in June 2000 leading to its Royal Assent two days later.

42. Part | of the FSMA put in place the framework for FSA’s accountability. The regulatory objectives of
the FSA are stpulated in sections 3 to 6. The institutional mechanism for accountability is specified in a series
of provisions relating to the constitution and governance arrangements in sections 7 to 18.

43. See supra note 38.
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preceding Acts in that the objectives are clearly defined and prominently displayed, enabling
the discharge of its roles and functions to be identified more easily.*
There are four statutory objectives of the FSA:*

+ Maintaining market confidence;*
+ Promoting public awareness;¥

* Protecting consumers;* and

* Reducing financial crime.*

The fourth objective is especially novel to the UK in that the previous regulatory bodies
did not have the mandate or power to carry out this objective. The objectives are carried
out in conjuncton with the general functions of the FSA,* including rule-making,’* the
preparation and issuing of codes,’? and the regulator’s general policies.*

The ‘market confidence’ objective is defined as ‘maintaining confidence in the financial
system,’** including financial markets, exchanges, regulated activities and connected activ-
ities. While this objective aims to promote ‘fair, efficient and transparent’ markets in tandem
with the IOSCO Objective and Principles,’ it goes further in reflecting the global emphasis
of financial stability.5¢ The presence of systemic risk is the greatest threat to financial sta-
bility and is the primary objective of the reformed Bank of England.*” Given the importance
that financial stability has been attributed in the past decade,’® it is surprising that it was
not explicitly stated in FSMA. This was also the view of the Joint Committee on Financial
Services and Markets, which discussed the Act. The objective was not defined as financial
stability as this is the primary objective of the Bank of England and it could compromise
the effective prudendal supervision of individual institutions. As mentioned above, this was
one of the reasons that banking supervision was removed from the Bank of England.

The solution to this has been for the FSA, Bank of England and the Treasury to exchange
a Memorandum of Understanding (MOU) on systemic stability.** This MOU delineates
the responsibilities as: the Bank is responsible for the ‘overall stability of the financial system
as a whole’.® The FSA is responsible for individual institutions, markets and clearing and

44. Generally stated in Financial Services and Market Act 2000 § 2(2).

45. See generally FSMA 2000 §§ 2(2), 3-6.

46. Id. §3.

47. Id. §4.

48. Id. § 5.

49. Id. § 6.

50. See generally id. § 2(4) and further sections.

S1. Id. § 138.

52. Id. §§ 143-147.

53. I, §§ 124-125.

54. Id. § 3(1).

55. I0SCO, OssecTIvE AND PrINCIPLES OF SECURITIES REGULATION, 4t para 4.2.2 (May 2003).

56. FSA, A New ReGuLATOR FOR THE NEW MILLENNIUM, 4t 5 (Jan. 2000).

57. Financial stability is not a statutory objective of the Bank of England, however, it was laid out in the
Chancellor’s Statement on May 20, 1997, and subsequently agreed between the Bank, Treasury and the FSA
on October 1997.

58. Culminating most importantly in the Financial Stability Forum. See http://www.fsforum.org/home/
home.htmnl (last updated Apr. 11, 2005).

59. See HM Treasury, Bank oF ENGLAND AND FINANCIAL SERVICES AUTHORITY, MEMORANDUM OF UNDER-
sTANDING BETWEEN HM TREAsuRy, Bank oF ENcLaND anD FiNanciAL Services Autnority (Oct. 28, 1997).

60. Id., para. 2.
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settlement systems. Nevertheless, as the past experience of the UK in financial crisis dis-
plays, the problems of individual institutions and systemic problems often become difficult
to distinguish.

The objectives of promotion of public awareness and consumer protection need to be
considered in conjunction with each other as these issues come hand in hand. The rationale
for promotion of public awareness is to correct the information asymmetry that exists be-
tween market participants, in particular for individual investors. Information asymmetry is
perhaps the strongest cause of market failure and greater information disclosure, and avail-
ability to financial consumers would assist to rectify this problem. As a result of greater
information, consumers would be better protected from financial risks of which they may
not be aware.

The essence of disclosure of information to consumers is to alert users and potential users
as to the risks associated with financial transactions. The UK financial market has tradi-
tionally dealt with this in the form of caveat emptor-let the buyer beware—whereby the
producers and consumers are free to enter into financial transactions as long as the con-
sumer is given full and accurate disclosure.*!

However, the complexity of financial contracts and the various scandals of miss-selling
in recent years have lead many to believe that this principle is insufficient. The concerns
were resolved by including paragraph (c) in Section 5(2) of the Bill, which stipulates ‘the
needs that consumers may have for advice and accurate information’ that is appropriate to
the consumer.5

The reduction of financial crime includes crimes related to ‘fraud or dishonesty’s and
‘misconduct in, or misuse of information relating to, a financial market.”#* The prevention
of money laundering (and now of terrorism) has also become an important function of
financial regulators in recent years.

2. Independence, Accountability and Transparency

The FSA is unique as a regulatory body in that it is a private company discharging a
public function.®s This quality has important implicadons towards its independence and
accountability arrangements. The FSA is generally responsible for the conduct of its activ-
ities to the Treasury, instead of being subject to direct Parliamentary control. This reflects
the traditional practice that incorporated bodies should not be directly answerable to Par-
liament and that it is for ministers to answer for the exercise or non-exercise of whatever
powers they may possess. One, however, may query whether accountability to the Treasury,
in fact, strengthens or diminishes the FSA’s independence.

The Treasury appoints the Chairman and other members of the governing body of the
FSA.% The FSA is required to make a report to the Treasury, at least annually, on the

61. Michael Taylor, Accountability and Objectives of the FSA in MicHAEL BLair, LoRETTA MINGHELLA, MICHAEL
TavLoRr, MaRK THRIEPLAND & GEORGE WALKER, BLACKSTONE’S GUIDE TO THE FINANCIAL SERVICES & MARKETS
Act 2000 29 (2001).

62. The approach of distinguishing between retail and wholesale consumers, as taken in the US, was not
adopted in the UK due to the unnecessary and burdensome conduct of business rules that would ensue. Instead,
the consumer protection objective requires that the degree of protection take into account “the differing degrees
of experience and expertise that different consumers may have . ..” FSMA 2000 § 5(2)(b).

63. 1d. §. 6(3)a).

64. Id. §. 6(3)(b).

65. Id. sch. 1, paras. 13, 14.

66. Id. sch. 1, para 2(3).
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discharge of its functions, the extent to which its regulatory objectives and supervisory
principles have been secured, and any other matter the Treasury may direct.” A separate
report must also be prepared by the non-executive members of the governing board on the
discharge of their functions.®® Further, the Treasury is empowered to commission reviews
and inquiries into aspects of the FSA’s operations.® This has in fact taken place in the form,
for example, of the Penrose Report.”

Another company-like characteristic of the FSA is the annual public meetings it must
hold within three months of the report being made to the Treasury.”* The purpose of the
public meeting is to allow general discussion of the contents of the report and provide a
reasonable opportunity for the FSA to be questioned as to the manner in which it has
discharged or failed to discharge its functions during the period to which the report relates.”

The FSA is also accountable to consumers and to the regulated industries in the form of
two statutory bodies, the Consumer Panel” and a Practitioners Panel.”* The membership
of both Panels is determined by the FSA, although Treasury consent is required for the
appointment or removal of the chairmen.” The Consumer Panel exists to advise the FSA
on the interests and concerns of consumers and to report on the FSA’s effectiveness in
meeting its consumer protection and public awareness statutory objectives. The Practition-
ers Panel comprises senior representatives of the businesses that are regulated by the FSA.
Both Panels make representadons to the FSA and if the FSA disagrees with the view ex-
pressed or the proposal made, it must give the panel a statement in writing, and this state-
ment may be made public.”

The only explicit menton of ‘accountability to Parliament’ is the requirement that FSA’s
report to the Treasury and the reports commissioned under Section 12, should be laid
before Parliament, and inquiries commissioned under Section 14 may also be laid. For
instance, the FSA Annual Report is presented to the Chancellor of the Exchequer, who then
puts this report before both Houses of Parliament The lack of formal Parliamentary ac-
countability was debated during the Bill stage of the law. However, the FSMA does not
envisage a role for Parliamentary accountability in line with the traditional UK constitu-
tional doctrine of accountability through ministers. In addition, because the FSA is funded
by a levy on the financial industry, it is not subject to oversight by the National Audit Office.

Under perceived applicable UK constitutional requirements, the FSA must set up an
internal complaints scheme with an independent investigator being responsible for the
conduct of investigations.”” Complaints must be investigated quickly in so far as reasonably

67. Id. para 10(1).

68. Id. para 10(2).

69. Id. §§ 12-18.

70. RH Lord Penrose, Report of the Equitable Life Inquiry (HC 290, Return to an order of the House of
Commons, Mar. 8, 2004) (Penrose Report).

71. FSMA sch. 1, para 11(1).

72. Id. para. 11Q2).

73. Id. §. 10.

74. 1d. § 9.

75. Id. §§ 9(3), 10(3).

76. Id. § 11.

77. Id. sch. 1, para. 7(1).
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practicable.” Complaints may also be referred to the Financial Services Tribunal or dealt
with through legal proceedings at the FSA’s discretion.”™

Finally, the actions of FSA will be subject to judicial review to the extent that it is per-
forming a public function under statute. Possible liability may also arise under an action
for misfeasance in public office where it can either be established that the FSA has acted
with ‘targeted malice’ or ‘untargeted malice’ in certain circumstances and loss has arisen.®

C. STRUCTURE

The structure in which the FSA operates is determined by “principles of good regulation”
which are set out in Section 2(3) of the FSMA, and are intended to provide guidance on
the way in which the FSA discharges its functions:

+ Allocation and deployment of resources should be done in the most efficient and eco-
nomic way;8!

FSA should have regard for the responsibilides of those who manage the affairs of
authorised persons;#

Regulation should be proportionate to the benefits that are expected to result from i;®
and

FSA should have regard for the desirability of facilitating innovation,? the international
character of financial services and markets® and maintaining the competitive position
of the United Kingdom.$¢

The first three principles are based on a ‘Jeast-cost’ solution consideration thatis becoming
increasingly important in the management of regulation. This has been an important con-
dition in financial regulation since the Federal Deposit Insurance Corporation Improve-
ment Act of 1991 was passed in the United States.?” Provision of public services needs to
be carried out based on a ‘cost-benefit’ analysis, and the cost effectiveness of regulation is
an essential factor.

As the regulatory principles indicate, competition has become a prominent consideration
in the formulation of financial regulation. The regulatory objective of consumer protection
needs to be balanced with the need of the financial services industry to be able to continue
to strive in the global context. This is also spurred by the wide-spread belief that the City
of London has been able to flourish as a result of its relatively light regulatory burden.

Another structural point to stress is that the new regulatory regime is very much rz/e-
based, with the FSA being granted express statutory power to issue rules and guidance under
the FSMA (ss 138 and 157). The FSA has used this to produce a substantial Handbook of

78. Id. para. 7Q2).

79. Id. para 8(1).

80. See, e.g., Three Rivers District Council v. Governor and Company of the Bank of England {2001} UKHL
16. This litigation is still underway at the writing of this article.

81. FSMA § 2(3)(a).

82. I4. § 2G3)(b).

83. Id. § 23)(©).

84. Id. § 2(3)(d).

85. Id. § 2(3)(e).

86. Id. §§ 2(3)(e), (f), (®)-

87. Federal Deposit Insurance Corporation Improvement Act, 12 U.S.C.A. § 1823(c)(4) (1991).
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Rules and Guidance (Handbook) in six major blocks. The main regulatory obligations imposed
on firms are not set out in the FSMA directly, but in the separate supporting Handbook.
This, in particular, includes a separate sourcebook on financial compensation (COMP).58
From this, we see a major shift in regulatory style as the FSA created a highly legalistic
framework within which it operates.

D. Co-orpinaTiON WiTH OTHER BODIES

As already discussed above, the FSA coordinates with various other bodies in order to
discharge its functions, such as with the Treasury and the Bank of England and the consul-
tation required with the Consumer Panel and Practidoners Panel. Besides these, the FSA is
engaged, statutorily, with the Financial Services Compensation Scheme (FSCS), the Financial
Ombudsman Scheme (FOS) and the Financial Services and Markets Tribunal (FSMT). The
relationship between the FSA and the FSCS will be discussed more fully below.*

In response to the consumer protection objective, the FSA set up the Financial Om-
budsman Service Ltd. (FOS) to provide an alternate dispute settlement system for consum-
ers of financial products as means of redress. Various statutory, regulatory, or voluntary
ombudsmen were merged to establish FOS. The FOS on the other hand is a statutory
institution, which is privately incorporated.®

E. ENFORCEMENT

The enforcement power of the FSA also constitutes an important element of its structure.
Contraventon of the regulatory requirements triggers enforcement action by the FSA,
which make take the form of disciplinary measures such as public censure or administrative
fines,”* or the FSA may initiate court proceedings leading to injunctions or restitution
orders.”” The FSA can also begin insolvency proceedings against regulated institutions®
and can prosecute offences under the FSMA and subordinate legislation.*

88. For the full Handbook, see http://www.fsa.gov.uk/handbook.

89. See infra Parts IV and V.

90. The accountability of FOS is elaborated in the Memorandum of Understanding (MOU) that was ex-
changed berween the FSA and FOS. According to the FSMA, sch 17, FSA has an obligation to establish a
corporate to operate an ombudsman scheme, and to appoint a chairman and a board of directors who are liable
to removal by FSA (the Chairman with the approval of Treasury). The terms of their appointment will be
determined to maintain their independence from FSA. On the other hand, ombudsmen are appointed by FOS
with terms that secure their independence. The funding of FOS comprises of annual fees (or general levy) on
firms subject to the FOS’s jurisdiction and case fees (users’ pay) levied upon the financial institution for each
complaint handled by the FOS. This enables the system to be used free by consumers. The FSMT was estab-
lished by the FSMA to ensure the independence in connection with the conduct of hearings and appeals. The
FSMT is independent of the FSA and is administered by the Lord Chancellor’s Department. The Lord Chan-
cellor is given power to make rules concerning the conduct of proceedings before the Tribunal, with consti-
tutional and procedural matters being dealt with under the Act. The FSMT has both a first instance and
appellate jurisdiction. The function of the FSMT is generally to determine the appropriate action to be taken
by the FSA with its decisions being remitted back to the FSA for action. The FSA is required to act in accordance
with any determination or direction of the FSMT.

91. Id. §§ 205-11.

92. 1d. §§ 380-86.

93. Id. §§ 355-79.

94, 1d. §§ 397-403.
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Concern was given to whether the FSA would be acting as prosecutor, judge and jury in
connection with any enforcement action. There was also concern as to whether specific
offences such as market abuse and within the disciplinary regime as a whole complied with
the European Convention on Human Rights.” As such, the FSA was required to establish
regular procedures for taking disciplinary action and to act in accordance with them.* For
example, a clear separation of roles has been instituted within the FSA between those who
investigate a case and those who take the decision on potential enforcement action. The
Regulatory Decisions Committee (RDC) was established at the initiative of the FSA, al-
though not provided for in the FSMA, to decide on enforcement actions.

IV. Assessment of the FSA Experience to Date
A. LiteraTure Review oF THE UNiFiep UK-FSA STRUCTURE

While various evaluative commentaries have been made regarding the FSA, there is a
consensus that the real test will be made when the FSA faces large scale financial distress
within the financial system.”” This section presents some of the comments made to date.”

1. The Enterprise In Itself

The fact that the FSA created the largest unified regulator in the world, operating with
a minimal staff of 2,400 is a regulatory phenomenon to behold.” On a superficial level, one
could say that what the FSA did was to move the sundry pre-existing bureaucracy to a single
premise at Canary Wharf in London. Such a conclusion, while true in part, fails to recognize
that the new FSA organization structure is not a mere patchwork but is a genuine and major
organizational attempt to assemble and develop an integrated structure. Whether the FSA
and the UK government have been successful in achieving this objective remains subject to
debate.

2. Regulatory Costs

One of the concerns that are especially important in relaton to this article is the claim
that regulatory cost has increased as a result of the FSA. This is strongly related to the
regulatory objectives of the FSA and the evolving regulatory tradition of the FSA. As ex-
plained above, the UK financial markets have traditionally relied on self-regulation and
caveat emptor as a rule. However, the FSA has brought in a new culture of prescriptive
regulation and lengthy consultation processes.

The burdensome consultation requirements, the proceduralisation of the FSA’s internal
operations, by way of detailed and quasi-formal diversification of functions within the or-

95. The European Convention on Human Rights requires that to the extent that proceedings were consid-
ered to be criminal in nature, under Article 6, a number of additional safeguards would have to be provided
including a clear presumption of innocence and privilege against self-incrimination in disciplinary proceedings.
The Article also requires that there is an independent and impartial court and a fair trial with a right to proper
legal assistance to the extent necessary. Convention for Protection of Human Rights and Fundamental Free-
doms, May 6, 1963.

96. FSMA 2000, supra note 40, §§ 395-96.

97. Heidi Mandanis Schooner & Michael Taylor, United Kingdom and United States Response to the Regulatory
Challenges of Modern Financial Markets 38 Tex. InT'L LJ. 317, 344 (2003). See also OECD, supra note 29, at 40.

98. See generally the FSA Consultation Papers on the Financial Services Scheme.

99. Cf. Too Big for its Suits? 361 EconomisT 8248, Nov. 17, 2001, at 67.
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ganisation and the general normalisation of the regulatory process, may actually result in
escalating costs, bureaucratic behaviour and a significant reduction of the system’s suppos-
edly highly valued flexibility.!® It is accused of becoming “daily more autocratic, more
bureaucratic and costs us more.”"' Moreover, the FSA may prove less effective than antic-
ipated if its very broad scope overloads senior management.'9? Also, a spread of a legalistic
culture is taking place as a result of the overwhelmingly comprehensive Handbook.03

From a U.S. perspective, where a highly legalistic environment has long been in place,
this feature of the FSA does not seem terribly disconcerting. However, for the UK, where
a “light touch” approach (i.e., use of broad principles and guidances with close, but informal
collaboration with the industry) has been the hallmark of the London financial markets,
such a shift is not only sudden but is radical.

Compliance costs arising from such a wide ranging regime which covers all firms have
also become a potential concern. The Government has tried to put mechanisms in place
to constrain these: the FSA is obliged to consider whether the costs of a rule change are
proportionate to the expected benefit. It must also consult, by publishing all proposed rule
changes for comment.'* The Chairman of the FSA’s Practitioners’ Panel comments: “The
FSA needs to concentrate on must-dos rather than nice-to-do things. There is an issue
about the increased complexity of regulation and costs.”'% The Director of Public Affairs
at the Association of Independent Financial Advisers said: “There are too many consultation
documents—there are around sixteen on the go at the moment. The industry has not been
given the chance to settle down and it seems we are on a treadmill.”"%

There is also rising concern over the increasing regulatory cost of the FSA as fourteen
new EU directives are introduced.'%” The Practitioners’ Panel said this could “pose a serious
threat to the international competitive standing of the UK financial services market.”!%
The FSA is credited with doing a reasonable job in keeping on top of the EU financial
regulation, but will need to dedicate more resources to cooperate with the Treasury in
lobbying Brussels.!®® This increasingly complex supra-environment created by the EU re-
quirements is one aspect that makes the UK-FSA environment different from non-EU
countries.

The FSA has further gained greater power with the inclusion of general insurance and
mortgages within its ambit of regulation from 2004. This will increase the number of
regulated firms from 12,000 to 50,000.

3. Conflict Between Objectives

The FSA’s principle of regulation is said to be “risk-based” supervision as opposed to
“rule-based.”"'® But no regulatory authority has yet been able to develop a risk assessment

100. Tiner’s tightrope, EcoNomisT, Sept. 20, 2003, at 53. See also Hadjiemmanuil, supra note 30, at 158.

101. Letter from Marie Jennings MBE, Money Management Council. Letter of Month MONEY MANAGEMENT.
Sept. 2003, at 14.

102. Schooner & Taylor, supra note 97, at 344.

103. Too Big for its Suits?, supra note 99.

104. OECD, supra note 29, at 40.

105. Jane Croft, Restoring Industry’s Reputation is Priority, Fin. Timgs, Apr. 2, 2003.

106. Id.

107. Concerns over Rising Cost of ZNew FSA Regulation, Fin. Times, Mar. 23, 2004.

108. Id.

109. Croft, supra note 105.

110. Too Big for its Suits?, supra note 99.
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framework that is suitable for assessing the risks in diversified financial conglomerate
groups, although this is the focus of a “complex groups” division created within the FSA.!"!
This approach is thought by many in the industry to require a “light touch,” which may
be in conflict with the lengthy consultation process and enormous Handbook the FSA has
created.!? While the FSA claims that the “risk-based” approach of supervision enables the
FSA to “work with the markets giving consumer protection without disrupting them,” this
depends on their ability to idendfy significant risks to the FSA’s objectives, which many in
the industry are sceptical of.!"}

There is also concern that the enormity of the tasks imposed as a result of the four
objectives has led the FSA to near paralysis, with departments working in isolation from
each other and employees relying too much on the Handbook.'*

4. Consumer Protection Concerns

Some smaller scale pension saving problems have highlighted that an intrinsic difficulty
of financial supervision is the trade-off between competition and consumer protection.'*
On the one hand, many in the financial services industry have opposed the FSA’s statutory
preoccupation with consumer protection as this might obstruct free and fair competition
in one of the world’s main financial centres.'s On the other hand, the FSA’s complaints
commissioner, Rosemary Radcliff, and the Financial Services Consumer Panel have attacked
the FSA over its inability to handle consumer problems properly.!'” The Consumers’ As-
sociation has accused the FSA of being ‘detached’ from consumer realities.!'® Ron Sandler,
who chaired a Treasury sponsored inquiry into the industry in 2002, concluded that con-
sumer rights ‘tends to get lost within more mainstream issues.’'"?

In all events, a gap is becoming evident between the FSA’s conflicting responsibilities of
financial stability, promotion of competition and consumer protection.

5. Reputational Costs

The harshest criticism the FSA has received from the Government is seen in the Treasury
Select Committee’s accusation that the FSA was asleep on the job while recent scandals
took place.!?°

Reputation is one of the greatest attributes that a regulatory agency requires in order to
operate efficiently in the financial markets. High quality of staff is essential to achieving
this goal. However, the FSA’s reputation has been tainted by scandals involving its previous
chairman, Sir Howard Davies, admitting publicly that the FSA and indigent management
have failed.'! Clearly, the FSA is now seen as susceptible to problems of reputational con-
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tagion, as regulatory failures, whether apparent or real, undermine its credibility over the
broad range of its responsibilities.!??
As acutely noted by one observer:

[Clommentators of the new regime focused upon the importance of maintaining accountability
of the regulator. At its most extreme, some critics of the FSA feared that it would become a
“behemoth” by virtue of its sheer size and by the breadth of its powers. However the concern
was more generally to ensure that its actions could be adequately scrutinised and, if necessary,
that the FSA could be called to account. . . .. It will of course take time before it is possible to
say how well the FSA has lived up to the hopes and met the concerns of those with an interest
in the regulation of financial services. One of the perils of creating a super-regulator is, as the
Equitable affair has already taught us, that the more powerful a regulator is perceived to be
the more vulnerable it is to criticism when it fails. Furthermore, the broader a regulator’s
authority, the greater danger there is that failure in one sphere of regulation will undermine
confidence in another. The position of the FSA is in some respects akin to a high-wire artist
performing without a safety net. It will fail if it does not gauge correctly the proper balance
to strike between competing principles, and it will be severely damaged if it misjudges its step,
yet it is compelled constantly to move forward.'??

The main problems in this area for the FSA have come from the retail sector: companies
selling services to individuals. The FSA weathered the mis-selling of private pensions, en-
dowment mortgages, the disasters of Equitable Life,'?* and split capital trusts.?* This brings
into question whether the “one-size-fits-all” regulatory policy is appropriate or not.'2 The
fact that the FSA regulated advice rather than products leaves it to be reactive as opposed
to proactive, trailing along in the wake of events.'”” For example, the recent scandal con-
cerning Equitable Life graphically highlights the inherent policy conflict that may exist
between the supervisory and compensative functions within a unified regulator and com-
pensation scheme.

The FSA itself has been self-critical of its role in the Equitable Life debacle, condoning
poor communication within the regulator, its staff over-influenced by the confidence of
Equitable heads, and a questionable handling of a reinsurance deal that helped Equitable
remain solvent.!?® The FSA is now looking into various methods to improve the retail
investment sector, and one way is to examine the governance of retail investment funds.!?

There has also been an incident where the FSA published an open letter to industry chief
executives attacking the way they manage their treasury operations.!3° The letter was posted
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on the FSA website and reported in the Financial Times before many industry chiefs had
received it.'3! The Chief Executive of the British Bankers’ Association criticised the FSA,
stating that several years have been “spent seeking to develop a quality supervisory rela-
tionship between banks and the FSA. .. An important element of that relationship is an
environment in which banks can feel comfortable being open with the FSA about problems
as well as successes.”? The FSA is also seeking to improve relaionships with the fund
management industry, which had soured after the split capital trust scandal."** In addition,
the FSA is working to create more openness of its regulation to boost its somewhat tarnished
reputation and bolster transparency of its operations.'>*

6. Enforcement Power

The FSA is endowed with a wide range of enforcement powers, in order to encourage
the management of financial institutions to take greater responsibility for their actions and
face consequences. This has put the FSA “under tremendous political pressure to bring in
heads on a plate.”3s The added pressure has led the FSA to fining Lloyds TSB £1.9 million
for mis-selling high-income precipice bonds and putting aside £98 million for compensa-
tion.1¢ Despite being the highest financial penalty yet, it has been generally welcomed in
the press.’””” John Tiner, the chief executive of FSA since September 2003, has warned that
the FSA would crackdown on products that presented dangers to consumers.!*® This comes
in tandem with the problems of the retail sector mentioned above. The FSA has also entered
an agreement with the City of London Police Fraud Squad, formalising the police force’s
powers to arrest people on behalf of the FSA.'* On the other hand, the FSA has been
accused of using “bully-boy tactics” and of making heavy-handed use of publicity.!* There
are also complaints that the enforcement process is opaque and clubbish and that the Reg-
ulatory Decisions Committee is not truly independent.'#!

The greater enforcement culture of the FSA, however, has been dragged down by the
delays in handling complaints. While the director of enforcement at the FSA wants to cut
down the process of enforcement, there is fear that this could lead to further accusations
of opaqueness and unfairness.'# This had lead to the introduction of mediation as well as
the involvement of senior management of financial institutions from an earlier stage.'* The
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procedural structuring of enforcement is indicative of a broader trend of judicialism of the
regulatory process.!*

B. AssessMeENT oF PosT-UNiFicaTiON REGuLaTORY EFFICIENCY OF THE FSA

To assess the regulatory efficiency of the FSA, the following criteria will be used: inde-
pendence, accountability, transparency, and integrity of the FSA.

1. Clear Objectives

The FSA has been given a mandate of four objectives that are clearly stated in the FSMA.
Nevertheless, there has been some confusion over the priority of the regulatory objective
and principles. This, in turn, has led to confusion over the priorities of the FSA in its
regulation.

Foremost, there is still uncertainty of how to balance the objective of promoting com-
pettion with that of consumer protection. While the FSA has adopted a risk-based super-
vision approach to prioritise its operations, it has not resolved the resulting conflicts that
occur. This is perhaps due to the fact that risk-based supervision is a complex process and
may not be in harmony with the FSA’s efficiency principles.

The consumer protection objective tends to be overlooked somewhat by the FSA, which
has been a main criticism towards its objectives. This is a challenging objective for a financial
market that is accustomed to a light touch style of regulation. However, the scandals that
have erupted since the FSA was established have been mainly related to retail products.
Thus, the FSA probably will need to rebalance its priorities even more towards consumer
protection than it currently tends to.

How the statutory objective of financial stability will be carried out with the Bank of
England and Treasury is yet to be seen. There may be some difficulties because the co-
ordination may not be as clear cut as the MOU between the parties envisage.!*

Furthermore, there is still concern over the cultural divide between the different objec-
tives that the FSA pursues. This may lead to internal turf wars among the different de-
partments of the FSA over the priorities of the organisation and budgetary priorities. This
threatens to sacrifice efficiency.

2. Independence, Accountability, Integrity and Adequate Resources

The independence of the FSA is somewhat problematic. It does not have a reporting
requirement towards Parliament, but rather towards the Treasury. This has been enhanced
by the consultation process of regulations, although it has caused a considerable regulatory
burden. Nevertheless, the appointment of the Chairman and Chief Executive of the FSA
by the Treasury took place in 2003 and was achieved without any apparent problem.

The budget of the FSA is collected by a levy on the regulated industry and is approved
by its board.!* The FSA submits an annual report to Treasury, which lays this before
Parliament. The FSA is also accountable to two of its stakeholders, the industry and prac-
titioners, through its Consumer Panel and Practitioners Panel. This ensures that its objec-
tives are adhered to in the context of public insdtution to the Government, public and
regulatees.
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In terms of integrity, the FSA staff seems to be sufficiently ingrained by the manner in
which the limited number of staff has been overworked. This is also evident from the
statement of Sir Howard Davies, the previous Chairman, remarking that bonuses were
forfeited due to the management failures involved in Equitable Life.'#

This leads to the question of adequacy of resources. While the remit of the FSA has
grown (whether this is inherent in such a mega-bureaucracy is an open question), the num-
ber of staff it hires has not grown proportionately. Though a larger institution may imply
greater bureaucracy, without adequate number of staff, the effectiveness of regulation may
become compromised.

3. Transparency

Transparency of the FSA is ensured by its annual report, annual public meeting, website
and consultations. The FSA has been prolific in disseminating information and promoting
its principles and objectives.

However, this has had two drawbacks. The industry is overwhelmed by the consultations
and may be in a state of over-information. The Handbook of Rules and Guidance is an enor-
mous document that is constantly being reviewed. It is becoming difficult to remain up to
date on all regulatory matters as well as to grasp the structure of the regulatory framework
in light of the prior slate of largely informal regulation.

For consumers, comprehending the regulatory structure of the FSA is not straightfor-
ward. While the FSA has published an abundance of information in its website as well as
setting up a separate website for consumers, the information is not always clear to lay
individuals. This is especially true in relation to understanding the complaints and com-
pensation scheme which has become complex as a result of the unification of the regulator.

4. Effective Enforcement Powers

Admittedly, the FSA is endowed with strong enforcement powers and has been using
them in the past year or so. This reflects the regulatory philosophy of using greater market
discipline by way of making senior management more responsible for their actions. As a
result, more fines have been passed out and the FSA will be making arrests to uncooperative
regulatees.

This move has been both criticised and complimented by the industry. As the FSA is a
powerful institution, its bullying power is quite great even without strong statutory en-
forcement powers. It is imperative that the FSA balances its enforcement power with sup-
port to financial system stability in order to muster the confidence of the industry and
public. There have been delays in enforcement due to the number of complaints in the
retail sector. This may compromise the effectiveness of timely enforcement.

5. Comprebensiveness of Regulation

The ambit of FSA regulation continuously expands with greater specifity. This may be
one of the reasons why the FSA has been mired with scandals, especially in the retail sector,
due to the lack of expertise and resources in certain areas. The FSA may also require some
time to settle into its role and further develop its expertise in the areas it already regulated
before its regulatory remit expands.
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6. Cost-effective Regulation

The most frequently voiced criticism of the FSA is the increase in regulatory burden
resulting from unification. This is not limited to the fees levied for FSA regulation, FOS
and FSCS. Due to the Handbook, the consultation process is seen as burdensome as well as
a prescriptive regulation. The diversification of functions within FSA may have also con-
tributed to a bureaucratic and autocratic behaviour by the FSA. While each consultation
incorporates a cost effectiveness consideration, this has not always been effective in stem-
ming the avalanche of regulations taking place.

With London being one of the largest financial centres in the world, the need for clarity
in its regulations is essential. However, the resulting product has not always brought this
desired effect, but rather, it has produced more confusion due to the complexity of regu-
lations. This may also compromise the competitiveness of the UK’s financial markets.

The FSMA and the FSA may have sacrificed one of the greatest traditions of the UK’s
financial markets by straying from the “light touch” approach to regulation. Whether the
toughness of regulation and prescriptive regulation can replace this and maintain the com-
petitiveness of the UK markets is yet to be seen.

One major U.S. investment banker has complained that the costs of regulatory compli-
ance have more than tripled within the past decade in London. An insurance industry leader
was exasperatingly critical that all of the Lloyds’s syndicates now have to complete a 1,000
page document. In fact, the UK independent think-tank, the Centre for Policy Studies, has
compiled a series of over 200 interviews with leading financial industry executives that is
replete with a broad range of industry criticism as to the perceived regulatory intrusiveness,
marginal competence, inefficiencies, lack of checks and balances, and over-burdensome and
costly regulation of the FSA. In fact, these perceptions have become politicised, with the
substantial alteration of the current form of the FSA being a primary objective of the
Shadow Chancellor’s policy agenda.!*

Further, the UK conservative-based Centre for Policy Studies (CPS) most recently has
published a blistering critique of the FSA and its performance to date.*** The CPS expresses
significant concern that the FSA “has lost respect and support of the industry, that com-
petitiveness is being undermined by heavy-handed compliance requirements and that the
innovation and entrepreneurialism is being thwarted.” Specific concerns of the CPS are:!5

+ the FSA’s lack of accountability;

» the FSA is vulnerable to political direction and influence;

» the FSA is an increasingly defensive and risk-averse organization. This is claimed to
have contributed to a culture of prescriptive and increasingly complex regulation;

+ FSA staff (except those at senior levels) are inward-looking; risk-averse; demoralized
by constant change; operate in a blame culture; and “have no positives for success.”

The CPS report argues that simply reducing the scope and reach of regulation is not the
solution: “Rather, a far deeper response is needed.” In particular, the CPS suggests that the
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principal role of the FSA be revised to “foster in parmership with the industry, a healthy,
competitive and innovative financial services industry.” CPS recommendations include:'!

adopting a light touch regime, subject to broad principles in contrast to the current
climate of ever-more prescriptive rules, micro-management and combative enforcement;
revising the FSA’s accountability to make it much less dependent on the Treasury, and
more accountable to the industry that it serves;

addressing the ever-increasing indirect costs of regulation and their effects on the com-
petitiveness of the industry both at home and abroad;

recognizing the skills, sophistication and ability of senior management to manage their
own business risks; and removing many of the prescriptive compliance burdens under
which they labour;

clearly differentiating between wholesale and retail market sectors. This will demand
functional separations within the regulator of far greater sophistication than at present;
applying a robust, consistent and proportionate investigation and enforcement regime,
concentrated on those senior management failures which put the interest of consumers
and the market at risk;

removing responsibility for consumer education from the FSA’s remit; and to assign
the responsibility for policing financial crime to the relevant criminal prosecution
authorities;

addressing the FSA’s sometimes bureaucratic, defensive and risk-averse behaviour, and
developing a culture of partmership with both the industry and consumer groups.

The CPS Report concludes that “the FSA’s original aim to be the ‘world’s best regulator’
misses the point.”!5?

V. Two Collateral Regulatory Structural Issues of Concern

This Part V will consider two significant collateral issues: (1) unitary versus financial
regulation (Part VA); and (2) the handling of the deposit insurance and other compensation
schemes (Part VB).

A. Tuae Unrrary versus FuncTioNaL REGuLATION ISSUE

While the FSA presents itself as a unitary (mega) structure, to date, the FSA has yet to
address adequately the manner in which regulation is to be exercised: that is, unitary versus
functional regulation. This may be because the FSA might consider itself to be a type of
functional regulator, in that different departments of the FSA are responsible for monitor-
ing different sectors of the financial industry,'s? or because it considers the British financial
regulatory scheme to be a functional system under the “market-failure” definition of func-
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tional regulation.?** For purposes of this Subsection VA, the unitary regulatory system will
be contrasted with that of the sector-based functional regulatory model, with the advantages
and disadvantages of each being analyzed. Subsection Al of this Part V will review the basic
arguments; Subsection A2 will discuss the regulatory structure of the FSA; and Subsection
A3 will analyze whether the unitary regulator model or the current FSA model is appro-
priate for emerging market and developing countries.

1. Review of the Basic Arguments

One of the primary arguments for the creation of a single regulator stems from the
perceived current trend, in major industrialized economies, of the consolidation of all three
major financial services, banking, securities, and insurance, within single financial institu-
tions. Proponents of unitary regulation argue that the prudential regulation and supervision
of these “financial conglomerates” must be conducted on a consolidated basis.!s They base
this argument on many factors including the possibility that consolidation may artificially
inflate a firm’s capital base!*® and that risk may become concentrated in a single unit of the
conglomerate,'s” which make an overall assessment of the firm’s solvency very difficult.
They warn that if this task is trusted to multiple regulators, in a functional system, it could
lead to the “fragmentation of the supervisory responsibility,” which then might lead to an
inadequate assessment of the insttutions’ safety and soundness or an “independent assess-
ment of the overall soundness” by each regulator which could lead to unnecessary costs.!58

The counterargument to this is that banking, securities, and insurance undertakings re-
tain certain distinctive characteristics and require differentiated policy orientation, regu-
latory treatment and specialized knowledge. Thus, the “one-size-fits-all” approach to regu-
lation may be inappropriate and even counterproductive, and therefore the functional
system may be more desirable.!s* All this being said, the potential problems of fragmented
supervisory responsibility and duplicative assessment within a functional scheme remains.
In practice, however, these problems can be dealt with by coordination between the differ-
ent regulators and the assignment of a Jead regulator to a given institution. But, the lead
regulator approach also has its problems, namely, the possibility that different institutions
offering the same products could come under the supervision of different regulators and
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thus subject them to inconsistent rules, standards, and enforcement practices. This, in turn,
could lead to institutions attempting to change their classification to come under the juris-
diction of the lead regulator whose standards are the most lax or whose supervisory practices
are the least intrusive.!® This result was one of the problems associated with the institutional
system of regulation, but there is a possibility that improved coordination between the
different regulators might nullify it.!*! Even if this is not the case, some commentators have
pointed out that this phenomenon, know as “regulatory arbitrage,” is not necessarily detri-
mental to the financial industry.’®? For example, the Chairman of the Federal Reserve Board,
Alan Greenspan, cites the fact that important market innovations have come about as a
result of regulatory arbitrage, and that a single regulator could hinder such innovation.'¢
Another argument in favour of a unitary over functional regulation is that “financial
engineering” has lead to the development of products that do not fit neatly into any of the
three functional categories.!s* This could lead to jurisdictional uncertainty that could result
in either regulatory duplication or the product in question simply slipping through the
regulatory cracks.’® One of the most cited examples of such a product is the credit deriv-
ative.!s It could be argued that credit derivatives are banking products in that they are
primarily used by banks as risk management tools.'s” However, they may also fall under the
definition of a security in certain jurisdictions,'s8 and they could also be considered insurance
products.’® This product not only falls into different functional categories, which could
lead to jurisdictional confusion, the size of the credit derivatives market, as of 2004, was
$800 billion dollars, growing at a projected rate of 100 percent per year.! Is it really likely
that a product such as this would simply slip through the regulatory cracks, especially after
the LTCM debacle? And, even if there is a possibility of duplicative supervision and regu-
lation, are multiple regulators monitoring such a dynamic market, whose sheer size could
pose grave systematic risks, actually regulatory detrimental or undesirable. It is also not
apparent that much duplication has taken place in functional jurisdictions such as the United
States where the banking regulators monitor the prudental aspects of credit derivatives
such as risk management and capital adequacy,'”’ and the SEC and CFTC have jurisdiction
over any market makers of the products.””? While it is indeed possible that other hybrid
financial products that may not attract much attention as credit derivatives could slip
through the cracks or be subjected to duplicative and possibly contradictory regulation,
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there is no reason to believe that improved coordination between regulators could not solve
this problem.1”?

Another main argument for a unitary regulator is that such a system will achieve signifi-
cant economies of scale and scope, which could otherwise not be achieved in a functional
system. However, there is an absence of hard data to support the economies of scale ar-
gument based on the experiences of the nineteen countries that have adopted a unitary
regulator.'’* As for the economies of scope argument, their experiences suggest that the
internal organizaton of these regulators has tended to mirror traditional institutional
lines.}”s Whether such a system, which basically places the different functional regulators
under the same roof, contributes to greater efficiency is yet to be seen.

While the validity of the alleged benefits of a system of unitary regulation is somewhat
questionable, the dangers of such a system are clear. The unitary regulator may not have
clearly defined objectives or conflicting objectives such as the inherent conflicts between
conduct of market and prudential regulation.'”¢ This situation could lead to a loss of ac-
countability, as there would be no single standard of performance, and confusion on the
part of the regulator, when the objectives do conflict, which could result in ineffective
supervision.'”” The lack of clear objectives could also lead to what some commentators have
termed “mission creep” in which the regulator becomes responsible for more activities than
was the original intention and which results in it becoming an unwieldy bureaucratic entity
that loses both focus and efficiency.!”® Another potential danger of a unitary system is in-
creased moral hazard. Some commentators have expressed fears that creditors of non-bank
financial institutions may come to believe that their exposures to non-bank financial insd-
tutions are covered by state guarantees, as is the case with the liabilities of the banking
sector, leading them to make imprudent credit extension decisions.!”

More importantly though, financial institutions and investors could come to believe that the
industry as a whole is in good hands simply because of the existence of a mega regulator.
Investors as a result may not keep up there end of the bargain by not watching where they are
putting their money and how it is performing, and managers at financial institutions may also
relax their own prudential risk assessment due to this false sense of security.!8

Another danger of regulatory amalgamation is the increased threat of cross-sector con-
tagion resulting from credibility contagion. This could occur if one sector experienced a
regulatory failure or scandal (such as Equitable Life in the UK) thus causing the public to
believe that the other two sectors were not effectively regulated.!®! Perhaps the most acute
danger of the unitary regulator model results in “group-think” by focusing the majority of
its attention and allocation of resources on one institution or business it believes poses the
greatest systematic risk to the financial system. “Group-think” will cause the regulator to
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ignore other institutions or businesses who current less apparent risks that could come to
fruition if left unchecked.

These six risks are arguably less of a danger or even non-existent with functional regu-
lation. Specialized regulators generally have clearly defined, non-conflicting objectives.!®
As for moral hazard concerns, the functional system reduces the potential confusion about
where public safety nets end. This reduction mitigates the risk that creditors of a non-bank
financial institution might mistakenly believe that their exposures are covered by state guar-
antees, and the risk that the existence of a mega-regulator in and of itself will create a false
sense of security is also obviously not present.

There is also less of a risk of cross-sector contagion resulting from credibility contagion.
A failure by one sector’s regulator will not necessarily undermine the public’s confidence
in the regulators of the other two sectors. The fact that different regulators are concen-
trating their efforts on different sectors of the financial industry, in a functional system,
substantially reduces the possibility that certain institutions and businesses will not be suf-
ficiently monitored or even ignored which could occur if a unitary model if the sole reg-
ulator engages in “group-think.” In addition to mitigating or eliminating the aforemen-
tioned risks associated with the unitary system, a functional regulatory scheme may also be
superior to the unitary system because a greater safety and soundness may be achieved
through multiple regulators supervising a given institution for the simple reason that three
regulators are less likely than one to overlook a potental or existing threat to the financial
system. Also, especially focused and committed regulators may help a particular financial
industry develop more competitively.

2. The FSA Model

The UK seems to have adopted a hybrid approach to financial market regulation. Other
countries with mega-regulators have attempted to consolidate supervision by creating com-
mon standards that apply to all types of institutions and activities.'®> Yet the FSA (notwith-
standing developing a comprehensive Handbook, which is more a compendium than a set
of unitary rules) has adopted different prudendal standards for each different type of insti-
tution and different business conduct rules for each business activity.!¥* Also, the internal
structure of the FSA also apparently mirrors traditional sector boundaries.'® Thus, it could
be argued that the FSA is not a true mega-regulator, but rather an “umbrella” organization
under which the three functional regulators operate. This arrangement seems to nullify
many of the advantages of a unitary regulator because different regulators and different sets
of standards would supervise the financial conglomerates. This could lead to the same
problems that are inherent in the functional system including regulatory overlap, conflicting
rules, and the possibility that an institution or financial product could slip through the
regulatory cracks. Some commentators have pointed out that an umbrella regulator may
not be very effective in resolving such problems if there is communication and coordination
problems among its subgroups.!s
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In response to these criticisms, the FSA has hypothesized that communication and co-
ordination issues are less problematic under an umbrella regulator than under a functional
regulation scheme because separate regulators have different cultures and decision-making
structures.'® The obvious problem with this argument is the lack of guarantee that this will
not occur in an umbrella regulator, in that its employees will presumably come from reg-
ulatory organizations with different cultures and decision-making structures. Further, as
long as they operate in relative isolation within different divisions of the FSA, there is no
guarantee that these differences will go away. The FSA seems to believe that common
management can successfully do away with these problems,!® but the belief that common
management fosters better communication and information-sharing has recently come into
question with the FSA’s mishandling of the Equitable Life debacle. Indeed one of the primary
reasons cited for the Authority’s regulatory failure was poor internal communication.!®

The FSA may have answered many of the critics of the umbrella regulatory model with
the creation of the “complex groups division,” which specializes in the supervision of fi-
nancial conglomerates.'® This division/group will presumably pool together banking, se-
curities, and insurance regulators and receive and coordinate information from the different
subgroups of the Authority in order to better supervise multd-sector financial institutions.
According to one prominent FSA official, the group will in fact act as a lead regulator.’®!
This seems rather odd because the FSA originally seemed to imply that bringing all of the
regulatory bodies under one roof would solve many of the communication and coordination
problems associated with functional regulatory systems which often utilize lead regula-
tors.'? If this is the case, one might question why a lead regulator is necessary in such a
unitary system.

The creation of this new FSA group also raises further questions. For instance, are co-
ordination and communication likely to be less problematic with four regulatory groups
supervising a conglomerate rather than three? In other words, will the addition of the fourth
group solve the problems associated with the functional system, such as duplicative and
conflicting standards and turf wars, or will it be an additional source of such problems?

Furthermore, the creation of a mega-regulator is supposed to simplify the supervisory
and regulatory process' and to generate economies of scale and scope that will result in
significant cost savings.'* One might question how the addition of a fourth regulatory
group, which shares jurisdiction over institutions with up to three other regulatory groups,
could lead to either greater simplicity or cost savings. The premise that a system where
three different regulatory agencies are placed under the same roof, with a fourth added to
coordinate their activities, is somehow superior in terms of both efficiency and effectiveness
to a lead-regulator functional system is not very compelling and appears to be not well-
thought out by the policy-makers.
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Even if the different regulatory groups within the FSA are able to coordinate their ac-
tivities so that they can act in a consistent and coherent manner as a single regulator, this
may not be beneficial for the financial services industry. One regulatory body will be in
charge of both market conduct and prudential regulation. Many commentators have argued
against the creation of such a system because the objectves and instrumentalides of the two
types of regulation are very different and their objectives often conflict.!*s

As mentioned earlier, other commentators have noticed that placing responsibility for
statutory/regulatory objectives which have the tendency to conflict within the jurisdiction
of one regulator can lead to a loss of accountability, confusion when the objectives do
conflict, and decreased transparency.'® The FSA’s answer to this is that prudental and
conduct of market regulation are really not all that different because ensuring that the senior
management of a given firm has established adequate internal controls and an adequate
compliance culture is the basis of both types of regulation.’”” This contention completely
misses the point. Even if controls are in place to prevent an institution from engaging in
market misconduct, there is obviously no guarantee that it will not do so. What if a bank,
in the course of carrying out securities activities, engages in some sort of market abuse?
What is the regulator to do? Should it harshly punish the bank to discourage future trans-
gressions, even though such an action could jeopardize the institution’s safety and sound-
ness, or should it treat the matter with leniency, to protect the institution, and risk sending
the message to other financial institutions that the consequences of such actions will not
be so severe as to endanger the financial well being of an institution that engages in them?
The FSA does not deal directly with this particular issue. It does however acknowledge that
conflicts between regulatory objectives will arise from time to time and are better dealt
with inside one agency rather than between muldple agencies.!”® The FSA’s only ration-
alization for this theory is that one agency would be able to handle the matter in a more
efficient manner than the alternative. Yet once again, this rationalization is based on the
questionable assertion that they will be more efficient than a multi-regulator functional
system.!'”

In addition to this conflicting objectives conundrum, the FSA could face many other
problems from the creation of a mega-regulator. Among these are increased moral hazard,
credibility contagion, and “mission creep.”® As for the latter, it could be argued that the
FSA has already started down this path because it has jurisdicdon over mortgages and
encourages competition within the financial industry, two objectives that were not part of
its original mandate.?

The FSA’s regulatory approach may have at least one advantage over that of the mega-
regulator though. This advantage stems from the fact that its internal structure mirrors
traditional institutional lines.2%? If the FSA’s sector-based groups, acting beneath the reg-
ulatory umbrella, continue to maintain some form of independence from one another, then
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a regulatory scheme where multiple eyes watch the financial industry could result, as in the
case of a completely integrated mega-regulator. One might assume that such a system, in
addition to providing better supervision than that of a mega-regulator, would also prevent
the organization from engaging in “group think,” the most perilous of all of the risks
associated with the creation of a mega-regulator. According to the FSA though, this will
unfortunately not be the case. They have stated that “one crucial element . . . is the devel-
opment of a single system of risk-based supervision under which regulatory resources are
devoted to those firms and those areas of business that pose the greatest risk.”?%* Thus they
are not attempting to mitigate this risk, but instead are embracing it as a policy goal.

3. The Unitary and the FSA Model in Emerging Markets
Many of the proponents of unitary regulation believe that this model is ideal for emerging
markets.2* They believe that

[R]egulatory flexibility is very important in the context of emerging markets because countries
which have recently liberalized often experience a process of rapid industry change, which may
include the growth of certain non-bank intermediaries which can pose a significant threat to
financial sector soundness. Thus having one regulatory agency with the scope and capacity to
respond rapidly to these changes by extending its regulatory jurisdiction is a major benefit of
a properly constituted regulatory agency.2%

The opponents of the unitary system will inevitably argue that this objective could be
achieved by improved coordination and communication between regulators. However, this
approach was attempted in Mexico and was apparently unsuccessful, since the securities
and banking regulators were subsequently merged.?° The proponents of the unitary system
also argue that the economies of scale and scope realized from establishing a mega-regulator
could result in the more efficient use of resources such as capital, manpower, and manage-
ment talent, which are relatively scarce in many emerging economies.??

While these two arguments seem convincing, there are substantial problems with both
of them. First of all, in order to achieve significant economies of scale and scope within a
systemn of unitary regulation, there must be a true consolidation of all regulatory functions
rather than a system where the three different regulators are housed under the same roof.2®
This has not been the case with many of the countries that have adopted the unitary ap-
proach.?®* While many of these countries have claimed to achieve significant consolidation
of banking and securities regulation, they have not been very successful in consolidating
banking and insurance regulation, and there is apparently little hope for achieving further
consolidation in the future.?® This raises the question as to whether an emerging market
country should be expending its time and limited resources attempting to develop a con-
solidated approach, especially in light of the fact that there is very litde guidance from the
international community on how to achieve such an approach.2!!
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There are also problems with the argument that the creation of a unitary regulator pro-
vides the highest degree of regulatory flexibility to adapt to the dynamic changes that occur
in the financial sector of an emerging market country. For one, some commentators think
that the exact opposite is true. They believe that establishing a single supervisory body
eliminates the system of checks and balances in functional regulation and could result in a
bureaucratic entity unable to rapidly respond to market developments.?? Even if a single
regulator can more rapidly adapt to market developments, for this to occur, the enabling
statute must be drafted with sufficient flexibility to permit the regulator to rapidly respond
to market innovations.?"? The possibility that poor drafting could undermine the effective-
ness of a unitary regulation regime is a risk in any country, but it could be argued that this
problem is especially predominant in an emerging market country where the legislators
and policy makers may be less sophisticated and have less experience dealing with financial
regulation than there colleagues in developed countries. Once again, there is also very little
guidance from the international community on how to draft such a statute.2*

In addition to the somewhat questionable justifications for the establishment of a unitary
regulator in emerging market countries, there are reasons why such an approach may be
completely inappropriate in such a country. For one, there may be no need for the estab-
lishment of a single regulator in an emerging economy with an underdeveloped banking
system and a capital market in its infancy. In such countries, there is generally litde or no
link between the two markets, and because the primary motivation for regulatory amalga-
mation is the emergence of financial conglomerates.?’s the creation of a unitary regulator
in this context would make very little serise. In addition, the creation of a unitary regulatory
regime requires the amendment of a significant amount of legislation.?'¢ With this come
certain transitional risks such as the possibility that powerful special interests and political
and bureaucratic actors could capture the regime and weaken the regulatory framework to
a level below that which was in place before.!” While this is a problem in developed coun-
tries as well, this problem may be even more predominate in an emerging market country
where the policy-making process may be less transparent and thus more susceptible to
regulatory capture.

The FSA model may also be inappropriate in emerging markets for many of the same
reasons. For one, its creation did require the amendment of a significant amount of legis-
lation.2'8 Thus, if such a model were to be implemented in an emerging market country,
there would be the risk of regulatory capture and a weakening of the existing regulatory
framework. The FSA is also an umbrella organization with different regulators housed
under the same roof,?'? so the efficiency generated by economies of scale and scope would
be probably be limited.?* An FSA model also may not be ideal in a country with an un-
derdeveloped securities market and 2 banking system that is not closely linked to that mar-
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ket. Finally, just as it may not appropriate for an emerging market country to dedicate its
scarce resources to the development of a consolidated supervisory system, as is the case
with the creation of a unitary regulator, it also may not be appropriate for such a country
to devote its resources to the creation of an FSA-like entity that would require the country
to deal not only with the logistics of bringing existing sector regulators underneath one
umbrella organization, but also with the creation of a fourth regulator to coordinate the
activities of the other three.

B. INTERFACING WITH A MODERN DEPOSIT INSURANCE SCHEME.

In the Parliamentary and Governmental discussions leading up to the passage of the
FSMA and its subsequent implementation, sparse attention was given to how the UK de-
posit insurer, the umbrella Financial Services Compensation Scheme (“FSCS”), would fit
into and contribute to the mega-regulatory structure set-up. This was probably due to the
fact that the UK has traditonally viewed compensation schemes as marginal arrangements
that are not critical to ensuring safety and soundness, financial stability and market integrity.

1. General Considerations

The UK approach essentially has been a limited “pay-box” type of mechanism, while the
modern international approach/trend favoured by countries such as the United States and
Canada, by the IFIs (e.g., the IMF) and by the international “standard-setter” in the deposit
insurer area (j.e., the IADI, in conjunction with the FSF) is for an insurer with more com-
prehensive functions linked to crises resolution and financial stability. This insurer is also
separate and independent from the bank/financial institution regulator/supervisor. If a gov-
ernment desires this latter modern approach for its deposit insurer, then such policy issues
as to whether it is best to have the insurer tied-up into a consolidated framework, including
being controlled by the supervisor (with all the inherent potendal conflicts of policies/
interest that might arise), need to be sorted out clearly and carefully ex ante.??!

Generally, the fundamental policy choice to be made is between two different types of
deposit insurers, namely: (1) a ‘modern’ scheme which is designed to play an active part in
crisis management and perhaps even in the on-going prudential supervision of banks and
other financial insdtutions; and (2) ‘weak’ or mere ‘paybox’ model whose function is reduced
to providing minimum compensation upon the insolvency of insured firms. It would appear
that this question has manifold implications with regard to, inter alia: (1) the costs of deposit
insurance to insured firms and the general public; (2) the level of coverage offered; (3) the
incentives generated on both insured firms and the investing public, and thus, not least;
(4 the overall efficacy of prudental regulation in the broad sense; and (5) the fostering of
sector and systemic financial stability.

As discussed below, a ‘modern’ scheme will often exist where, as a reaction to political
pressure or for other reasons, the required level of coverage is high. In such a case, the
readiness of participating firms to contribute fees will often be procured on a strict quid pro
quo basis, i.e., only if the participating firms are granted strict control over both the risk
incurred by the scheme and the use of funds in crisis. Such a system may appear particularly
attractive in rather stable market environments which are dominated by a small, rather
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homogeneous group of institutions with broadly homogeneous commercial interests, be-
tween whom agreement is easily reached.

A strong scheme also may play an active role in the overall framework for prudental
regulation if it subjects its member institutions to intensive on-going screening in accor-
dance with strict entry criteria. It will frequently choose to do so to keep the risk of loss
small and thus acceptable to participating institutions. Moreover, in appropriate circum-
stances, it may also have an important role to play in crisis management, e.g., as a vehicle
for market-based rescue operations. A downside, however, might be found in the potential
of such systems for anti-competitive behaviour; in particular, where the system is effectively
controlled by a small group of institutions in a highly competitive market environment.

A strong scheme with generous levels of protection can be criticized as reducing the
incentives for depositors and investors to critically assess and monitor the participants’
performance. As such, in structuring such models, special care needs to be taken in order
to offset such consequences with restrictive entry criteria and the ongoing supervision of
participants. Arguably, agreement on these issues should be rather easily reached (in par-
ticular where the financing of the scheme takes place on an ex ante basis), since this reduces
the risk of loss to the fund and thus to all members. A good example for both the advantages
and the disadvantages of ‘strong’ models may be found in the German Deposit Insurance
Fund which has been set up by the Private Bankers’ Association without any formal (in the
sense of statutory) framework.?

A ‘weak’ system, by contrast, may fare well in a heterogeneous market environment with
numerous disparate interests. While such a system helps avoid the anti-competitive effects
frequently generated by strong schemes, the benefits associated with strong schemes in
terms of increased financial stability will be difficult, if not impossible, to reach if a system
operates merely as a ‘paybox’.?%

2. Determining the Role of a Deposit Insurance Scheme

A basic inquiry relates to the role the deposit protection scheme should play in a country’s
financial safety net. Specifically, should its mandate be confined as much as possible to that
of a “pay-box,” like with the FSCS, in which the deposit insurance provider merely reim-
burses the depositors of failed institutions, or should it act as a risk-minimizer, as is the case
with the FDIC and the CDIC, by taking on a proactive role in protecting itself from losses
that might result from excessively-large payouts to the depositors of covered institutions?
The primary benefit of the “pay-box” system, other than simplicity, is that its administrative
costs are much lower than that of a deposit insurer with a risk-minimization mandate. In
addition to this benefit, a deposit insurer with a “pay-box” mandate would typically not
have the intervention powers that a deposit insurer with a risk-minimization mandate
would. Thus, the possibility of the insurer acting in an inconsistent or duplicative manner
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with that of the country’s prudential regulator is all but non-existent under the “pay-box”
scheme .22

Despite these advantages, the one big disadvantage with the “pay-box” scheme is that
the insurer has very little ability to shield itself from large-scale losses associated with re-
imbursing the depositors of multiple failed institutions. This became painfully obvious in
Canada between 1967 and 1987 when the CDIC, acting as a “pay-box” insurer, was losing
a staggering average of fifty-three cents on the dollar for each payout.?s The U.S. FDIC
had a very similar experience to that of the CDIC between the years 1975 and 1994. Despite
the fact that it was often able to udlize purchase and assumption transactions to prevent it
from having to make payouts, the payouts that it did have to make added up to $99,945,147,
a figure which included an alarming $36,428,629 in losses. As a result of these losses, re-
forms were made to both the CDIC and the FDIC to allow them to better mitigate the
risk of large-scale financial loss.??

The CDIC, under its risk-minimization mandate, has been given the power to control
the entry and exit of member institutions, to establish the conditions of insurance and to
monitor the member banks’ compliance with those conditions, and to take enforcement
action where necessary.?’” The FDIC also has broad powers to control the entry and exit
of banks from the insurance scheme,?® to establish conditions for continued coverage, such
as capital adequacy and sound management,??® to monitor and investigate institutions for
compliance,®® and to take enforcement action where necessary.?*! In addition, the FDIC
also has approval powers, in some cases, over actions by member banks that could affect
their solvency. This includes mergers, changes in control, and the retirement of capital
stock of capital debt instruments.?*? In light of its past large-scale losses, the FDIC also was
given the power to act as a receiver in bankruptcy proceedings, which allows it to file suit
against officers and directors of failed banks to recover any lost funds.?»

While the risk-minimizatdon mandate can definitely help shield a deposit insurer from
the risk of loss, this is not the only benefit of such a system. For instance, the costs associated
with a loss by a deposit insurer are presumably passed on to either the financial system in
terms of higher premiums or to the tax-payer, so the mandate helps to shield both of those
groups from losses as well. More importantly, the deposit insurer, in taking on a risk-
minimization role, can actively promote standards of sound business and financial practices
for member institutions through regulation, supervision, and enforcement, which allows it
to contribute to the stability of the financial system.?**

While the arguments in favor of a deposit insurer with a risk-minimization mandate (i.e.,
a ‘modern’ system) seem to far outweigh those against it, there is still the possible problem
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of regulatory inefficiency, which could result from the deposit insurer’s prudential rules
conflicting with those of the regulator or supervisor, and the problem of the two entities
disagreeing over whether to declare a bank insolvent and to close it. Stephan Ingves, the
Director of the Monetary and Financial System Department of the IMF, believes that the
problem of regulatory inefficiency and potential conflict arising over bank closure policies
can be dealt with by establishing a clear mandate for each institution involved in the financial
safety netand by establishing effective coordination and cooperation schemes between those
institutions.?’ This is how the FDIC and the two other primary banking regulators of the
United States, the Federal Reserve Board and the Comptroller of the Currency, have dealt
with this problem. The three entities work together to develop common rules and standards
to achieve regulatory consistency, primarily through the issuance of joint interagency state-
ments.?¢ As for the problem of inconsistent bank closure policies, the FDIC’s mandate is
quite limited. It would not for instance be able to close a national bank;*’ this decision
would be made by the Comptroller of the Currency (OCC) who would then appoint the
FDIC as the receiver.?® The reality would be that the FDIC and OCC would be in con-
sultation once the bank was determined to be in a troubled condition pursuant to the
regulatons. This provided a prompt corrective action mandate under the 1990 Federal
Deposit Insurance Corporation Act (FDICM) legislation.?®

3. The Question of Independence

A further inquiry is whether the deposit insurer should be independent of the government
and of the regulator/supervisor. As to independence from the government, the Monetary
and Financial Systems Department of the IMF has taken the view that agencies involved
in the financial safety net of a country should be independent of the government, in that
they should have operational independence in using the instruments and means assigned to
them, because this allows them to fulfil their mandates in the most effective and efficient
manner.* The Fund puts forth muldple rationales for this proposition. One reason given
is that independence helps to shield the agencies from any excessive political or industry
interference that could hinder or otherwise frustrate their activities.?*' This phenomenon
occurs for a number of reasons, one of which being that if agency personnel feel that they
are truly independent, they will be less likely to yield to outside interference. Independence
could also lend credibility to the agencies by reducing or eliminating any suspicion on the
part of the public or the regulated institutions that the agency activities are influenced by
political considerations. Obviously if such a suspicion did exist, this could compromise the
agencies’ credibility and thus undermine their effectiveness. The IMF also points out that
independence of the agencies from the government in the financial safety net is also helpful
in reducing some sources of conflicts of interest.?%2
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While the problem remains that an independent agency may be less accountable to the
public and the institutions they regulate because they are not directly controlled by the
government and often do not have to answer directly to their country’s legislative bodies,
the IMF points out that a very high level of accountability can be achieved through increased
transparency. They do however caution that while accountability of these agencies is im-
portant, the government should extend legal protection to agency employees for all good
faith actions taken in the course of their dudes. Without such indemnity, their ability to
properly execute their duties becomes very limited. The IMF indicates that it has witnessed
scenarios like this in several countries, and that “in the end, such situations contribute to
financial instability.”?#

As to whether the deposit insurance provider should be independent of the regulator/
supervisor, it should be noted that in the majority of jurisdictions, the insurer is independent
of the regulatory and supervisory body, particularly in developed financial systems.?* How-
ever, the FSCS, the British deposit insurance provider, has been set up as a direct subsidiary
of the regulator/supervisor, the FSA.

Despite possible advantages of having the insurer subordinated to the regulator,?* the
United States and Canada have both opted to preserve the separation of their deposit
insurance schemes and regulatory/supervisory bodies. The Policy and International De-
partment of the Corporate Affairs Division of the CDIC has explained their rationale for
maintaining the separation in a recent policy paper.?* The CDIC’s first argument could be
best characterized as a “two heads are better than one” rationale.?*’ It believes that “judg-
ments on how to deal with distressed or failed financial institutions not only have a sub-
stantial impact on the cost of deposit insurance to the financial system but also have wide
implications for the stability, competitiveness, and characteristics of the financial system.”?#
“Thus the judgments arrived at and the decisions made, on average are likely to be better,
and to be more acceptable, if they reflect two independent assessments rather than one.”?*
The CDIC’s next justification revolves around potential abuses of power in which an entity
that insures depositors and regulates and supervises financial institutions might engage.?s
It points out, as an example, that a regulator/supervisor, with the ability to charge institu-
tions premiums for deposit insurance, might use those premiums as a tax to cover its own
costs that might accrue as a result of its mishandling of a distressed firm.?' The CDIC also
fears that a deposit insurer with unchecked regulatory powers might suffocate the financial
system with excessively burdensome restrictions, and premature closures, in pursuing its
mandate of protecting depositors and protecting itself from loss.?52 It believes that “a better
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balance is struck by having two entities working in collaboration with each other, but each
pursuing its own goal.”?*?

At first glance, these arguments may not appear to be applicable to the scheme set up
under the U.S. financial safety net construct, particularly because the FDIC cannot close
banks,?** Furthermore, the FDIC’s involvement with failed institutions is usually limited to
acting as a receiver for their liquidation.?”* However, there are instances in which the FDIC
can still arrange purchase and assumption transactions for failed banks,?%¢ and it can be
appointed as a conservator if the bank is not be liquidated.?s” In addition to this, the FDIC
does have some regulatory and enforcement powers.?*® Additionally, the overall theme of
the two arguments, which that is that a system based on regulatory competition is superior
to that of a unified regulator approach, is a2 common rationale put forth by U.S. policy-
makers for the structure of the country’s financial regulatory regime.?”® Thus the CDIC’s
rationalization for the separation of the deposit insurer from the regulator/supervisor could
very well be transferable to the U.S. situation.

While there are clear advantages to the scheme in which the deposit insurer is indepen-
dent of the regulatory or supervisory body, this system is not without possible drawbacks.
For instance, there is the possibility of the two entities issuing conflicting regulations. There
is also the potential problem of the increased supervisory burden on financial institutions
that could result from the deposit insurer and the regulator having different reporting
requirements and procedures. There is also the possibility that a conflict may arise between
the two entities as to how to deal with a failed institution, which could delay action to the
detriment of the institution, and, possibly to the financial system as a whole.

The United States and Canada, however, have found practical ways to avoid such prob-
lems with the use of legally mandated coordination and cooperation requirements. Cana-
dian policymakers require that all three of the safety-net players, who make up their federal
supervisory system, have a seat on the board of the CDIC.2® They also require board
approval for all of the CDIC’s major decisions.?! These measures go a long way to insure
that the separate entities work together to develop coordinated policies.?$? The manner in
which the United States has attempted to provide the needed regulatory coordination and
cooperaton has already been addressed in the previous subsection.

As for the problem of increased supervisory burden on regulated insdtutons, U.S. pol-
icymakers have addressed this by creating the Federal Financial Institutions Examination
Council. The FDIC, the Comptroller of the Currency, and the Federal Reserve Board are
all members of this body.26* ‘Two of the primary reasons for its creation were to prescribe
uniform and standard procedures for the examination of banks, and to develop uniform
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reporting standards for all regulators.?* In regard to the scenario in which the deposit
insurer and the regulator/supervisor might disagree on how to deal with a failing institution,
this is not a significant problem in the United States because, as stated earlier, the FDIC’s
ability to take any kind of unilateral action in such a situation is very limited.?¢s However,
in the case in which the FDIC can take on a role other than that of a receiver (e.g., a
conservator), there is a mechanism in place to prevent prolonged conflicts between it and
the regulator as to how to deal with the institution. Also, the Comptroller of the Currency
has a seat on the FDIC’s Board,**® which arguably strengthens coordination between the
two bodies.

4. Further Considerations

The operation of the UK’s FSCS fits well into the broad consumer protection objective
of the FSA. Its ability to pay out larger compensations than previous (but lower than the
United States and other EU countries), has also assisted in protecting consumer rights. On
the other hand, the cost to the FSCS, which is dependent on the defaults occurring in the
same contribution group, may be actually higher than for the predecessor compensation
bodies. This might inhibit the development of a competitive environment for financial
institutions.

The FSCS differs fundamentally from many modern compensation schemes in that it
does not carry out supervision nor does it receive information on supervision of financial
institutions. As mentioned above, the declaration of a firm in “default” is made by the FSCS
or the FSA. Strong prudential regulations and supervision is provided by the FSA, which
is supposed to support the operations of the FSCS.

As for banks, the UK compensation scheme also needs to coordinate with the Bank of
England, which is the lender-of-last-resort. There needs to be some coordination to as-
certain when a deposit-taking institution is declared insolvent, as the Bank will only extend
emergency credit when the institution is considered stll to be “viable.”?6” There does not
seem to be any ongoing arrangement on this matter made between the FSCS and the Bank.

There has been substantal dismay over the recent Equitable Life debacle in relation to
the regulation of the FSA. While regulatory failure of the FSA was not the only reason for
the mis-selling of guaranteed annuities by Equitable (Lord Penrose’s Report makes it clear
that the main failure was from Equitable’s management and from the inherent deficiency
of the then existing regulatory framework for insurance and pension products),2s® there has
been sharp criticism that if Equitable Life did finally fail, then compensations would have
to had been paid out of the FSCS.?% This would in effect be, at least in part, a charge
against the insurance industry, even though a good part of the reason for the problem was
due to the FSA’s regulatory failure. The situation of Equitable Life is somewhat particu-
larized in that it is a mutual society, unable to tap the capital market to raise funds. As such,
it does not have this restructuring possibility that might prevent it (but not necessarily)
from failing. Also, the regulatory failure was not limited to the FSA but extended to the
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Treasury (as well as the Department of Trade and Industry and the Government’s Actuary
Department, which were responsible governmental bodies at the time as well). In fact, the
Parliamentary Ombudsman has most recently determined to reopen her investigation to
determine the extent of the regulatory failure by these latter bodies,?’° a potendal liability
up to £1 billion for the UK Government.?”!

The FSA was the responsible regulator during the attempted over-valued sales of Eq-
uitable. The government-commissioned Penrose Report criticised the FSA’s position for be-
ing based on the assumption that compensation would be available to policyholders that
were disadvantaged without seeking legal assurance.?’? This would have directly and ad-
versely affected FSCS if Equitable were declared insolvent. In the broader context, this
situation brings into question whether the FSA, in a crisis situation, will inevitably seek to
protect its image and institutional interests in the face of media and parliamentary criti-
cism.?”? Even if this would be at the expense of the compensation scheme, situadons such
as Equitable Life leave a distinct impression that the FSA might rather redirect consumers
towards the compensation scheme rather than open a public scrutiny into its regulatory
actions/failures.?’*

The FSA is planning to create a sub-scheme for insurance brokers under the FSCS. There
has been concern expressed over this in relation to the FSA’s move to reduce the level of
compulsory professional indemnity (PI) insurance to the minimum under the European
Insurance Mediation Directive.?’* The issue of PI insurance has been widely criticised by
the industry and may become a cause of greater compensation claims to the FSCS.?7¢ In-
surers have raised the premiums for PI insurance leaving many independent financial ad-
visers unable to obtain PI coverage facing a regulatory demand to cease trade.?”” This rise
in premiums is in response to the number of cases in pension and FSAVC, which will incur
greater compensation payout by PI underwriters.?’

VI. Concluding Observations—Lessons to be Learned

The following concluding observations (i.e., “lessons to be learned”) may be drawn with
regard to the effectiveness of the United Kingdom’s regulatory responses adopted under
the Financial Services and Markets Act with regard to a unified regulator and its companion
common compensation scheme vis-3-vis this single-regulator model’s appropriateness for
adoption by other countries.
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A. IN GENERAL:

1. The creation of a mega-regulator in the financial sector is a fundamental structural
and administrative policy determination for government, having a most significant
long-term impact on the financial industries sector of an economy, the relevant fi-
nancial institutions, and the users of both. As such, in undertaking any such radical
reform, a government should have its own clear and compelling policy objectives that can
be justified on a demonstrable “cost-benefit analysis,” in light of its own particular
country’s circumstances. A “follow-the-leader” approach by itself is not a responsible
governmental approach.

2. No theoretically absolute or otherwise clear, compelling, and objectively convincing
criteria exist in determining the choice between single/unified or multiple functional
regulators. For all of the pros that can be advanced, there exist countervailing cons.
The ultimate rationale must come from, and be demonstrable within, the given coun-
try considering adopdon of such a regulatory model.

3. The issue of whether there should be a single financial mega-regulator is only a
threshold policy consideration for government. There still remain two major collat-
eral policy considerations. First, whether all financial sectors should be governed in
a functional or unitary manner and under separate or unified rules. Second, whether
the mega-structure should subsume and determine the nature and structure of the
related deposit insurance scheme, or whether the insurer should remain an indepen-
dent body (this latter point would also include the role the insurer should play in the
financial system and whether there should be common or segregated compensation
schemes for all the financial sectors). Substantially differing policy and practical con-
siderations are entailed in each of these governmental considerations. These consid-
erations depend upon a country’s particular economic, financial, legal, political, so-
cial, cultural, educational and historical circumstances.

B. Tue UK-FSA: Tue SINGLE REGULATOR

1. In the case of the UK, this dramatic governmental decision in favour of a unified
mega-regulator was made in the domestic backdrop of a series of banking scandals
mishandled by the Bank of England, international and EU pressures to make the
Bank of England independent from the Treasury in monetary matters (with the atten-
dant government desire to insulate the Bank from involvement in any future bank
regulatory and supervisory failures), increasing EU/EC banking and other financial
directives requiring a much more rule-based approach to bank supervision/regulation
than that under the traditional Bank of England informal, discretion-based “moral
suasion” approach, a change in Government from an extended period of Conservative
rule, and a perception within the concentrated London City financial markets that
there was a trend underway toward an increasing integration of the different financial
markets and financial institutions and toward a rise of financial conglomerates. There
was a general perception that the then current UK regulatory system was not func-
tioning well and was not best-suited to impending EU requirements or to perceived
marketplace changes. Also, the UK financial markets are highly concentrated and
highly developed.

2. A key determining factor that led to the establishment of a single regulator in the
UK was to separate monetary policy from financial policy and to insulate this mon-
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etary autonomy of the Bank of England from any further banking crisis. Such a factor
is clearly particular to the UK and possibly to other EU (and EU-aspiring) countries.
Thus, whether other countries should use a UK-FSA model will require those coun-
tries to ascertain their own compelling governmental policy objectives, hopefully on
an ex ante basis.

3. With respect to the UK enactment of the FSA legislation of 1997, this was an interim
framework piece of domestic legislation. In fact, when the new Labour Chancellor
announced the Government’s decision on this fundamental policy matter, there had
been only a scant general reference to this possibility in the Labour Party Manifesto
and no prior public discussion or debate. This announcement was without the benefit
of any comprehensive government White or Green Paper, or any Report on the sub-
ject. The UK Parliament would come to spend over 2-1/2 subsequent years of pro-
tracted discussion and hearings to complete the final implementing legislaton, the
FSMA. But again, notwithstanding the usefulness of the Parliamentary hearings, the
legislative drafting stage was without the benefit of any comprehensive policy analysis
or governmental or independently commissioned report (save and except for a rather
general internal FSA Occasional Paper).?

4. The UK-FSA has been able to inidate a number of fundamental new regulatory
reforms in the UK including, in particular, the launch ofits fully integrated Handbook
of Rules and Guidance (under ss 138 and 157 of the FSMA). Whether all of the benefits
of a fully integrated rules system will prove a high-point of the new reform remains
to be seen. But, what is clear is that all this new rule-making has produced one of
the most complex and developed integrated regulatory models in the world at this
time. The Japanese and German FSA adoptions have chosen not to replicate this
highly legalistic aspect of reform. And certainly, an emerging or developing economy
should be quite cautious in moving headlong into such a legalistic approach, as to
any such country would really need in place already a highly developed financial legal
infrastructure (including developed administrative enforcement and judicial processes).

5. The FSA is one of the largest and most powerful financial regulators in the world at
the present time, both in terms of firms regulated and the size and scope of the
financial markets covered it presides over. The FSMA, establishing the FSA, has
created an extended new unitary regulatory regime that includes both oversight of
financial institutions and markets as well as an integrated overall, comprehensive
financial regulator in terms of including the Financial Ombudsman Scheme, Finan-
cial Compensation Scheme and Financial Services Appeals Tribunal and Financial
Compensation Scheme. It must be accepted that this is a remarkable administrative/
governmental achievement. However, in attempting to transplant such a system into
another (whether developed or developing) jurisdiction, a country needs to contem-
plate fully and in advance the inherent problems of transplanting “foreign” legal
structures into a different legal environment.

6. The UK FSA is intended to be a mega-regulator dealing with all the UK financial
sectors. Its four statutory objectives (which are seen by many as creating certain major
inherent institutional and policy conflicts) are: maintaining market confidences; pro-
moting public awareness; protecting consumers; and reducing financial crime. The
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UK-FSA is intended to be an operationally independent, accountable and transparent
private company-regulatory body that reports to and is primarily accountable to the
UK Treasury, with a limited degree of accountability to the Parliament. The FSA is
structured according to statutorily prescribed “principles of good governance—to
be based largely on a cost-benefit, cost-effectiveness bases. The UK FSA is given
strong and broad enforcement powers. However, the UK FSA does not provide a
coherent solution to the regulatory choice between unitary and functional regulations.

7. Yet, while the operational independence of the FSA appears, on its face, to be ade-
quate, it is limited by inadequate personnel and financial resources and no effective
final accountability to Parliament. Also, the nominal independence of the FSCS is
stated in the MOU entered into and exchanged with FSA; but, de facto, there is a
strong reliance by the FSA for its senior appointments and for informaton supply
on financial institutions.

8. The extent of any immediate increase in regulatory efficiency and effectiveness within
the new unified regulatory regime remains unclear after seven years since initial
adoption and after four years of implementation. At this time, for other jurisdicdons
contemplating adoption of a UK-FSA model, the arguments for unification do not
seem to be compelling when analysed in detail. The regulatory costs and compliance
burdens imposed on firms have increased significantly, which increase is not neces-
sarily justified by the limited benefits that the system has provided. The administra-
tive powers and enforcement tools of the FSA have been substandally strengthened,
but this has led to a significant degree of legalism, proceduralism and judicialism as
to these processes. Further, any associated regulatory benefits (e.g., consumer pro-
tection) nevertheless appear at best marginal especially in light of the continuing
scandals that have occurred as to the FSA. The UK regulated industries complain
about the rising costs that the regulatory change has brought forward: and, within
the London financial industries sector (e.g., the most recent CPS March 2000 Report
on the FSA), the perception of the FSA is generally poor.

9. Consumer protection is one area in which improvements appear to have been real-
ised, although consumer education and financial capability still seems inadequate. It
is questionable whether the information improvements generated in this area can be
considered to offset the apparently high levels of additional costs imposed on the
regulated community. The price of this benefit may be too high for the financial
institutions. Also, some conflict between the objectives of the FSA as to consumer
protection and the promotion of competition, appear to have arisen.

10. Recent scandals (particularly Equitable Life) and sustained industry criticisms have
also resulted in obvious and significant reputational damage to the FSA., with dis-
proportionate risks of reputational contagion existing. This lowered reputation may
compromise the high regard required towards a financial regulator.

11. As noted earlier, the increasingly strong enforcement capability of FSA has been
both praised and critcised.

C. Tue UK FSCS: Tue CommoN DerosiT INSURANCE SCHEME

12. With regard to the FSA generally, and the FSCS more specifically, there has been
an appearance, at least, of some decline in moral hazard since its creation. However,
it is most difficult to make any clear evaluation in this area in light of the rather
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opaque and informal ways the UK regulators have often dealt with financial insd-
tudon crises (e.g., “lifeboat operations). This area will have to be carefully monitored
and observed over time.

There does not appear to be any clearly defined role for the FSCS within and among
the larger financial safety net arrangements in the UK. This may be criticised as not
adhering to the Financial Stability Forum’s Guidelines. Moreover, within the UK, the
role of the deposit protection function has traditionally always been regarded as being
relatively marginal. Its purpose in the banking area, at least, has not been to prevent
runs directly or to support the stability of the financial system more generally but
only to provide some level of cover for those whose individual or personal hardship
may be most severe. It is thus more a mechanism of ex post facto consumer protection
support rather than a formal instrument of financial crisis resolution or financial
stability management. Such an approach is not in step with modern international
trends in this area.

The debate concerning the relationship between the regulator and the deposit scheme
operator has been limited, although, the UK opinion appears to lean towards an
“independent” FSCS scheme. Whether the extent of the current nominal legal in-
dependence of the FSCS is matched by operational independence is less clear. The
issue of common fund or sub-fund divisions has also not received much attenton.
As the sub-funds are effectively run on a sector basis, some difficult legal or organ-
isational issues nevertheless will arise. More significantly, the recent Equitable Life
scandal illustrates the policy conflict risks and reputational contagion risks and dan-
gers of not only having a common compensation scheme but of a scheme that is
closely linked to the financial institution regulator/supervisor.

As to the issue of how to treat the deposit insurer, a country needs to determine
initially what it expects of its deposit insurer. For instance, the UK approach has
been a rather marginal “pay-box” type of mechanism; while the international ap-
proach/trend favoured by countries such as the U.S. and Canada, the IFIs (e.g., the
IMF) and the international “standard-setter” in the deposit insurance area (i.e., the
IADI, in conjunction with the FSF) is for an independent and separate insurer with
more comprehensive functions linked to crises resolution and financial stability. If a
government desires this latter approach for its deposit insurer, then such policy issues
as to whether it is best to have the insurer tied-up into a consolidated framework,
including being controlled by the supervisor (with all the inherent potential conflicts
of policies/interest that might arise), need to be sorted out clearly and carefully ex
ante.

The FSMA bundles all of the UK’s previously separated compensation schemes un-
der a common scheme, the FSCS. The FSCS carries forward the prior UK culture
of treating these compensation schemes as more marginal, pay-box types of mech-
anisms, though some enhancement has been required under EU directives. The
FSCS is operationally independent of the FSA, but is ultimately accountable to the
FSA.

There has been substantal criticism of the FSCS’s common compensation scheme.
For example, the recent FSA involvement in the Equitable Life scandal raises serious
questions about the efficacy and inherent policy conflicts of such a common scheme,
the appropriateness of a scheme that is directly tied into the supervisor/regulator,
and about the resulting dangers of reputational contagion. This scandal has been
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subject to a major and highly critical government-commissioned report (i.e., the
Penrose Report) and to investigation by the UK Parliamentary Ombudsman (who has
most recently announced that she would be reopening her inquiry into this scandal
to determine the extent regulatory failure on the part of the Treasury, Department of
Trade and Government’s Actuary Department contributed to the near £1 billion
pounds of policy-holder losses).

D. UK FSA/FCSC: AN INTERNATIONAL MODEL?

1. The UK FSA/FSCS regulatory model was never designed to serve as an international

‘model’ to follow by other countries.

2. Each country situation should be seen as sui generis, with the best informed decision

dependent on taking regard of local historical, social, economic, financial market,
legal/regulatory political, cultural and educational factors and conditions.

3. Since 1997, the majority of countries that have looked to a UK-FSA mega-regulation

framework as a starting-point for internal financial regulation reform purposes pri-
marily have been developing, emerging and transitioning countries, virtually all of
which had undergone recent significant financial and/or political crises. Moreover,
most of these countries were/are also under substantial domestic and international
(often through IFI’s and RFI’s) pressure to produce major financial sector reforms:
the UK-FSA model, on its face, appears to provide a manageable, simplified and
efficient model of reform for these types of countries to consider, particularly for
those countries starting at a mear-ground zero or incipient stage in terms of their
development of a viable financial sector regulatory infrastructure, of robust multiple
financial markets, and of adequately trained and sufficient administrative personnel
in the financial sector area. Notwithstanding the possible adaptability of the single-
regulator model for a developing/transitioning country, as a general proposition, the
exact nature and specifics of the adoption would still depend heavily upon the specific
circumstances/requirement of the country.

. The single regulator model also has a superficial appeal for governmental and inter-

governmental bureaucrats and policymaker as it implies simplicity and efficiency; but
this should only be the starting point for a country’s decision. There is in fact, no
one set mega-regulator format, but a broad range of structural possibilities and var-
iants (e.g., consider the Australian model). In considering each structural possibility,
there will be sundry important and particular policy and practical determinations to
be made.

. In an industrialized country, such as Japan, that has recently adopted an FSA-type

model, it adopted a modified model deemed suitable to its own particular country
circumstances and it still kept its deposit insurance separate and independent. More-
over, in Germany, which recently has adopted a quite diluted form of FSA model, it
has maintained its various pre-existing, separate compensation scheme. In both Japan
and Germany, the move to a qualified FSA regulatory model resulted from significant
pressures for effecting some form of regulatory change to separate financial super-
vision/regulation further from the central bank; but, these reforms were without the
benefit of any comprehensive government or commissioned policy report evaluating
the costs and benefits of such structural reforms or presenting a compelling policy
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bases for these reforms. Moreover, the German reform was considered by many as
a ‘ follow-the-leader’ reaction as to the UK reform.

. A country such as the US that has undergone recent major financial sector regulatory

reform (after considering at length the perceived changes in financial markets and
among financial institution groupings) specifically rejected a consolidated regulatory
structure in favour of maintaining a segregated (but interconnected) structure of
functional regulation within a ‘financial holding company’ context, with enhanced
interagency information exchanges and cooperation, and with a separate, compre-
hensive and independent deposit insurer.

. As indicated above, emerging, developing and transitioning economies should not

be lured or pushed into adopting a mega-regulator structure simply because of its
superficially and deceptively appeal of simplicity and efficiency. Such countries need
to consider carefully their respective current stage of bank and other financial market
development, the basic governmental policy priorities in this area as to financial
market growth and stability, the available level of country financial and expert per-
sonnel resources, and the best strategic “sequencing” plan of implementadon for a
particular country. What needs to be remembered is that the UK-FSA model was
designed for a highly developed and concentrated system and under very particular-
ized circumstances. On the other hand, a developing country can have a developing
(but not developed) banking/credit system and a very incipient (if existent at all)
capital markets. In such a case, the best approach for the moment well could be
keeping the Central Bank structure (albeit somehow ring-fenced for independence
reasons); creating a separate securities authority to focus specifically on a staged
capital market development programme; and planning an eventual sequencing in of
a “modern” type of deposit insurer.

Sum:

. To date, the actual UK experience with its FSA, seven years on since the original

Bill and nearly five years on since the final Act, fails to present a compelling practical
or policy case, in and of itself, for an industrialised country (with a developed and
well-funcdoning financial sector regulatory framework and without specific and sig-
nificant internal and/or external pressures) to undertake major regulatory consoli-
dation along the lines of the UK-FSA model.

. In terms of the UK-FSA’s performance to date, a number of significant concerns

(e.g., policy conflicts, over-regulaton and reputational contagion risks) have been
raised with respect to the efficacy of the new mega-regulator. Moreover, as a practical
matter, the UK FSA has not shown itself to be particularly adept in fending-off
financial failures/scandals; and, there has been widespread industry criticism of the
FSA as being an “overly intrusive regulatory regime” that has made the costs and
burdens of the new regulatory scheme too high.

. The direct and specific impact of all this on financial compensation scheme design

and reform along current UK lines must be generally considered to be wholly in-
complete and non-compelling due to the traditionally limited and only supporting
role of such schemes within the UK financial system, the recent nature of the contrary
international reform trends in this area, and the serious policy issues raised by the
recent Equitable Life and other recent financial scandals. In fact, the UK model
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provides little, if any, guidance as to how to interface a “modern” deposit insurance
scheme within the mega-regulator structure.

. The UK FSA model does not provide any coherent answers to the ongoing policy

debate concerning unitary versus functional regulation.

. The trend toward having “modern,” separate and independent deposit insurance

schemes appears to present compelling policy considerations for zot having the com-
pensation schemes authentically subsumed under a mega-regulator structure.

. Overall, at this point in time, the cost-benefit and cost-effectiveness of the UK-FSA

do not seem to justify this radical behemoth of financial sector reform. In addidon,
the FSMA treatment of the deposit-insurer under a common scheme does notappear
to be consistent with modern, international trends (e.g., as recommended by the IMF
and IAD], in conjunction with the FSF) as to the insurer’s role in financial crises
resolution and respecting financial stability, separateness and independence from the
primary financial institution supervisor/regulator. As such, a country looking at the
possible adoption of a UK-FSA like unified regulatory model would need to under-
take its own policy and practical analyses and deliberatons on the basis of its own
country situation and requirements.

. In particular, developing, emerging and transitioning economies should cautiously

approach the “mega-regulator” issue with much hesitation and forethought.
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